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. | S_ECURITIES AND EXCHANGE CQMMISSION |
[Release.'No. 34-69275; File No. 4-660]
Fixed Income Roundtable
AGENCY: Sccurities and Exchange Commission.
ACTION:  Notice of roundtable discussion; request for comment.
SﬁMMARY: Tﬁe Securities and Exchange Commission will host a one day roundtable to
discuss the current maikgt structure and potential ways to improve the transparency, liquidity,
féfﬁciency, and other aspects of fixed income markets. The roundtable will focus on the
municipal securities, corpcsrate bonds, an(i-_asset-backed securities markets.
| The roundtable discussion will be held in the multi-purpose room of the Securities and
- Exchange Commission headquarters at 100 F Street, NE, in Washihgton, DC on April 16, 2013
., Beginn‘ing at 8:45 am. and ending at approximately 4:15 p.m. The public is invited to ol;,tserve
| the roundtable discussion. Seating will be available on a first-come, ﬁrst-served‘basis.' The
roundtable discussion also will be available via webcast on the Commission’s website at
WWW.SEC. GOV,

The roundtable will copsist of four p;mels. The participants iq,the first panel will discuss
the current market structure for muxﬁcipal securities. The participants in the second panel will
aiScuss the current market sﬁuctme for corporate bonds and asset-backed securities. The |
participants in the third panel will discuss potential improvements to the market structure for
niunjg‘;ipal securities. The participants in the fourth panel will discuss potential improv;ements to
the market structure for corporate bonds and asset-backed securities.

DATES: The roundtable discussion will take place on April 16, 2013. The Commission will

. accept comments regarding issues addressed at the roundtable until May 7, 2013.
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. ' ADDRESSES: Comments may be submitted by any of the followihg methods:
Electronic Comments:

¢ Use the Commission’s Internet comment form (http://www.sec.gov/rules/other.shtml); or

s Send an e-mail to rule-comments@sec.gov. Please include File Number 4-660 on the
subject line. '

Paper Comments:

* Send paper comments in triplicate to Elizabeth M. Murphy, Secretary, Securities and
' Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submission should refer to File Number 4-660. This file number should be included on the
subject line if e-mail is used. To help us process and review your comments more efficiently,
please use only one method. The Commission will post all comments on the Commission’s
. Internet Web site (http://www.sec.gov/rules/other.shtml). Comments are also available for Web
site viewing and printing in the Commission’s Public Reference Room, 100 F Street, NE,
Washington, DC 20549, on official business days between the hours of 10:00 a.m. and 3:00 p.m.
All comments received will be posted without change; we do not edit personal identifying
information from submissions. You should submit only information that you wish to make
available publicly.
FOR FURTHER INFORMATION CONTACT: Ronesha A. Butler, Special Counsel, at
(202) 551-5629, Division of Trading and Markets, Securities and Exchange Commission, 100 F
Street, NE, Washington, DC 20549-7010.
Leptivez, M. W?W

By the Commission.

' Elizabeth M. Murphy
. Secretary
Dated: April 2, 2013




SECURITIES AND EXCHANGE COMMISSION

SECURITIES AND EXCHANGE ACT OF 1934
Release No. 69279 / April 2, 2013

Report of Investigation Pursuant to Section 21(a) of the Securities Exchange Act of 1934:
Netflix, Inc., and Reed Hastings

I. Introduction

The Division of Enforcement has investigated whether Netflix, Inc. (“Netflix™)
and its Chief Executive Officer, Reed Hastings (“Hastings”) violated Regulation FD (17
C.F.R. §243.100 et seq.) and Section 13(a) of the Securities Exchange Act of 1934
(“Exchange Act”). The Commission has determined not to pursue an enforcement action
in this matter. The investigation concerned Hastings’s use of his personal Facebook
page, on July 3, 2012, to announce that Netflix had streamed 1 billion hours of content in
the month of June. Neither Hastings nor Netflix had previously used Hastings’s personal
Facebook page to announce company metrics, and Netflix had not previously informed
shareholders that Hastings’s Facebook page would be used to disclose information about
Netflix. The post was not accompanied by a press release, a post on Netflix’s own web
site or Facebook page, or a Form 8-K.

The investigation raised questions regarding: 1) the application of Regulation FD
to Hastings’s post; and 2) the applicability of the Commission’s August 2008 Guidance
on the Use of Company Web Sites' to emerging technologies, including social
networking sites, such as Facebook.

Regulation FD and Section 13(a) of the Exchange Act prohibit public companies,
-or persons acting on their behalf, from selectively disclosing material, nonpublic
information to certain securities professionals, or shareholders where it is reasonably
foreseeable that they will trade on that information, before it is made available to the
general public. The Commission’s 2008 Guidance explained that for purposes of
complying with Regulation FD, a company makes public disclosure when it distributes
information “through a recognized channel of distribution.”

In its investigation, the SEC staff learned (and some public commentary further
suggested) that there is uncertainty concerning how Regulation FD and the Commission’s
2008 Guidance apply to disclosures made through social media channels. Since the
issuance of the 2008 Guidance, the use of social media has proliferated and the
Commission is aware that public companies are increasingly using social media to
communicate with shareholders and the market generally. The ways in which companies
may use these social media channels, however, are not fundamentally different from the
ways in which the web sites, blogs, and RSS feeds addressed by the 2008 Guidance-are

" Commission Guidance on the Use of Company Web Sites, Release No. 34-58288 (Aug. 7, 2008) (“2008
Guidance™).
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used. Accordingly, the Commission deems it appropriate and in the public interest to
issue this Report of Investigation (“Report”™) pursuant to Section 21(a) of the Exchange
Act to provide guidance to issuers regarding how Regulation FD and the 2008 Guidance
apply to disclosures made through social media channels.’

1L Background of Regulation FD and the 2008 Commission Guidance on the
Use of Company Web Sites

Regulation FD provides that when an issuer, or a person acting on its behalf,
discloses material, nonpublic information to securities market professtonals or
shareholders where it is reasonably foreseeable that they will trade on the basis of the
information, it must distribute that information in a manner reasonably designed to
achieve effective broad and non-exclusionary distribution to the public.> When the
disclosure of material, nonpublic information is intentional, distribution of the same
information to the public must be made simultaneously. When the disclosure of material,
nonpublic information is inadvertent, distribution of the same information to the public
must be made promptly afterwards. Regulation FD was adopted out of concern that
issuers were selectively “disclosing important nonpublic information, such as advance.
warning of earnings results, to securities analysts or selected institutional investors before
making full disclosure of the same information to the general public.”zI In our previous
statements on Regulation FD, we have recognized that the “regulation does not require
use of a particular method, or establish a ‘one size fits all” standard for disclosure.” We
did, however, “caution issuers that a deviation from their usual practices for making
public disclosure may affect our judgment as to whether the method they have chosen in
a particular case was reasonable.”® We have since encouraged “honest, carefully
considered attempts to comply with Regulation FD.”’

In August 2008, in response to the changing electronic landscape of issuer
disclosure and the wide-spread use of web sites to disseminate information electronically

Z Section 21(a) of the Exchange Act authorizes the Commission to investigate violations of the federal
securities laws, and, in its discretion, “to publish information concerning any such violations.” This Report
does not constitute an adjudication of any fact or issue addressed herein. The facts discussed in Section 111,
infra, are matters of public record or based on documentary records.

17 C.F.R. § 243.100. Final Rule: Selective Disclosure and Insider Trading, Exchange Act, Release No.
34-43154, 65 Fed. Reg. 51,716 (Aug. 15, 2000) (the “Adopting Release™). Regulation FD applies
generally to selective disclosures made to persons outside the issuer who are (1) a broker or dealer or
persons associated with a broker or dealer, (2) an investment advisor or persons associated with an
investment advisor, (3) an investment company or persons affiliated with an investment company, or (4} a
holder of the issuer’s securities under circumstances in which it is reasonably foreseeable that the person
will trade in the issuer’s securities on the basis of the information. 17 CFR § 243.100(b)(1}.

1 1d., at 51,716.
S1d., at 51,724,
5 1d.

7 Report of Investigation Pursuant to Section 21(a) of the Securities Exchange Act of 1934: Motorola, Inc.,
Release No. 34-46898 (Nov. 25, 2002). .




to investors and the market, the Commission issued its 2008 Guidance.? As the 2008
Guidance explained, the Commission has “long recognized the vital role of the Internet
and electronic communications in modernizing the disclosure system under the federal
securities laws and in promoting transparency, liquidity and efficiency in our trading

markets.”® Additionally, the guidance detailed the many steps we have taken over the

years to encourage the dissemination of information electronically, “as we believe that
widespread access to company information is a key component of our integrated
disclosure scheme, the efficient functioning of the markets, and investor protection.”"

The Commission has not explicitly addressed the application of Regulation FD
and the 2008 Guidance to disclosures made through social media channels. The 2008
Guidance was directed primarily at the use of issuer web sites as a method of
disseminating information in compliance with Regulation FD. Yet the gnidance also
contemplated other “push” technology forms of communication such as email alerts and
RSS feeds, along with “interactive” communication tools such as blogs.'" In light of the
rapid “development and proliferation of company web sites since 2000” and with the
expectation of “continued technological advances,” the 2008 Guidance was designed to
be flexible and adaptive.'> Accordingly, the guidance provided issuers with a factor-
based framework for analysis, rather than static rules applicable only to web sites.

As explained in the 2008 Guidance, “whether a company’s web site is a
recognized channel of distribution will depend on the steps that the company has taken to
alert the market to its web site and its disclosure practices, as well as the use by investors
and the market of the company’s web site.”!® The guidance offered a non-exhaustive list
of factors to be considered in evaluating whether a corporate web site constitutes a
recognized channel of distribution.'* The central focus of this inquiry is whether the
company has made investors, the market, and the media aware of the channels of
distribution it expects to use, so these parties know where to look for disclosures of
material information about the company or what they need to do to be in a position to
receive this information.

HI. Facts

Netflix is an on-line entertainment service that provides movies and television
programming to subscribers by streaming content through the internet and by distributing
DVDs through the mail. Over the last two years, Netflix has stated that it is increasingly
focused on expanding its internet streaming business.

%2008 Guidance, at 10.
*Id., at6.

“1d,at7.
"id.,at9n20,21, &n.51.
21d, ats.

B I1d., at 18-19.

¥ 1d., at 20-22.



On January 4, 2012, Netflix announced by press release that it had streamed two
billion hours of content in the fourth quarter of 2011. Netflix also featured the two
billion hours streaming metric in the opening paragraph of the January 25, 2012, letter to
shareholders signed by Hastings that accompanied Netflix’s quarterly financial results
included in its earnings release, a copy of which was also furnished on EDGAR on a
Current Report on Form 8-K. During Netflix’s 2011 year-end and fourth quarter earnings
conference call on January 25, 2012, Hastings was asked why this streaming metric was
relevant (since Netflix’s revenues are derived through fixed subscriber fees, not based on
the number of hours of programming viewed). Hastings explained that streaming was “a
measure of an engagement and scale in terms of the adoption of our service and use of
our service. . . .. It [two billion hours streaming in a quarter} is a great milestone for us
to have hit. And like I said, shows widespread adoption and usage of the service.” He
also stated that although he did not anticipate that Netflix would regularly report the .
number of hours of streamed content, Netflix would update the metric “on a milestone
basis.” ‘

In an early June posting on Netflix’s official blog, Netflix made a brief reference
to people “enjoying nearly a billion hours per month of movies and TV shows from
Netflix.” The blog was technical in nature, announcing a new content delivery network

. available to Internet Service Providers, and there was no further detail given about the

streaming metric: Beyond that, Netflix did not make any milestone announcements
regarding streaming hours between January 25, 2012 and the beginning of July 2012.

On July 3, 2012, just before 11:00 a.m. Eastern time, Hastings posted the
following message on his personal Facebook page:

Congrats to Ted Sarados, and his amazing content licensing team.
Netflix monthly viewing exceeded 1 billion hours for the first time
ever in June. When House of Cards and Arrested Development
debut, we’ll blow these records away. Keep going, Ted, we need
even more!

This announcement represented a nearly 50% increase in streaming hours from Netflix’s
January 25, 2012 announcement that it had streamed 2 billion hours over the preceding
three-month quarter.

Prior to his post, Hastings did not receive input from Netflix’s chief financial
officer, the legal department, or investor relations department. Netflix did not file with or
furnish to the Commission a Current Report on Form 8-K, issue a press release through
its standard distribution channels, or otherwise announce the streaming milestone. Also
on July 3, 2012, and after the Facebook post, Netflix issued a press release announcing
the date of its second quarter 2012 earnings release but did not mention Hastings’s
Facebook post. Netflix’s stock continued a rise that began when the market opened on
July 3, increasing from $70.45 at the time of Hastings’s Facebook post to $81.72 at the
close of the following trading day.



The announcement of the streaming milestone reached the securities market
incrementally. The post was picked up by a technology-focused blog about an hour later
and by a handful of news outlets within two hours. Approximately an hour after the post,
Netflix sent it to several reporters, but did not disseminate it to the broader mailing list
normally used for corporate press releases. After the markets closed early at 1:00 p.m.,
several articles in the mainstream financial press picked up the story. Research analysts
also wrote about the streaming milestone, describing the metric as a positive measure of
customer engagement, indicative of a reduction in the rate Netflix is losing customers, or

“churn,” and possibly suggestmg that quarterly subscriber numbers would be at the high
end of guidance.”” -

Facebook members can subscribe to Hastings’s Facebook page, which had over
200,000 subscribers at the time of the post, including equity research analysts associated
with registered broker-dealers, shareholders, reporters, and bloggers. Neither Hastings
nor Netflix had previously used Hastings’s Facebook page to announce company metrics.
Nor had they taken any steps to make the investing public aware that Hastings’s personal

" Facebook page might be used as a medium for communicating information about Netflix.

Instead, Netflix has consistently directed the public to its own Facebook page, Twitter
feed, and blog and to its own web site for information about Netflix. In early December
2012, Hastings stated for the public record that “we [Netflix] don’t currently use
Facebook and other social media to get material information to investors; we usually get
that information out in our extensive investor letters, press releases and SEC filings.”

IV, Discussion

A fundamental question raised during the staff’s investigation was the application
of Regulation FD and the 2008 Guidance to issuer disclosures through rapidly changing
forms of communication, including social media channels. We do not wish to inhibit the
content, form, or forum of any such disclosure, and we are mindful of placing additional
compliance burdens on issuers. In fact, we encourage companies to seek out new forms
of communication to better connect with shareholders. We also remind issuers that the
analysis of whether Regulation FD was violated is always a facts-and-circumstances
analysis based on the specific context presented.

We take this opportunity to clarify and amplify two points. First, issuer
communications through social media channels require careful Regulation FD analysis
comparable to communications through more traditional channels. Second, the principles
outlined in the 2008 Guidance — and specifically the concept that the investing public
should be alerted to the channels of distribution a company will use to disseminate
material information — apply with equal force to corporate disclosures made through
social media channels,

'* On July 24, 2012, after the close of market, Netflix announced its second quarter earnings, including
quarterly subscriber numbers on the low end of guidance. The stock dropped from the previous day’s close
of $80.39 to $60.28 per share on July 25, 2012,




A. Disclosures Triggering Regulation FD

Regulation FD applies when an issuer discloses material, non-public information
to certain enumerated persons, including shareholders and securities professionals.'® It
prohibits selective disclosure “[w]henever an issuer, or any person acting on its behalf,
discloses any material nonpublic information regarding that issuer to any person
described in paragraph (b)(1) of this section.”"’ Although the Regulation FD Adopting
Release highlights the Commission’s special concerns about selective disclosure of
information to favored analysts or investors, the identification of the enumerated persons
within Regulation FD is inclusive, and the prohibition does not turn on an intent or
motive of favoritism. Nor does the rule suggest that disclosure of material, non-public
information to a broader group that includes both enumerated and non-enumerated
persons but that still falls short of a public disclosure negates the applicability of

Regulation FD. On the contrary, the rule makes clear that public disclosure of material,

nonpublic information must be made in a manner that conforms with Regulation FD
whenever such information is disclosed to any group that includes one or more
enumerated persons.

Accordingly, we emphasize for issuers that all disclosures to groups that include
an enumerated person should be analyzed for compliance with Regulation FD.
Specifically, if an issuer makes a disclosure to an enumerated person, including to a
broader group of recipients through a social media channel, the issuer must consider
whether that disclosure implicates Regulation FD.'® This would include determining
whether the disclosure includes material, nonpublic information.'® Further, if the issuer
were to elect not to file a Form 8-K, the issuer would need to consider whether the
information was being disseminated in a manner “reasonably designed to provide broad,
non-exclusionary distribution of the information to the public.”*°

B. Broad, Non-Exclusionary Distribution of Information to the Public

Our 2008 Guidance was directed primarily at the use of corporate web sites for
the disclosure of material, non-public information. Like web sites, corporate social
media pages are created, populated, and updated by the issuer. The 2008 Guidance,
furthermore, specifically identified “push” technologies, such as email alerts and RSS
feeds and “interactive” communication tools, such as blogs, which could enable the
automatic electronic dissemination of information to subscribers.”?! Today’s evolving
social media channels are an extension of these concepts, whereby information can be

B 1)
' See supra n.3.

717 CFR § 243.100(a) (emphasis added).

'* We reiterate that nothing in Regulation FD is intended to interfere with “legitimate, ordinary-course
business communications” or communications with the press. Adopting Release, 65 Fed. Reg. at 51,718.

"~ ¥ 17 CFR § 243.100(a).

%17 CFR § 243.100(e)(1)-(2).

2 See supran.10.




disseminated to those with access. Thus, the 2008 Guidance continues to provide a
relevant framework for applying Regulation FD to evolving social media channels of
distribution.

Specifically, in light of the direct and immediate communication from issuers to
investors that is now possible through social media channels, such as Facebook and
Twitter, we expect issuers to examine rigorously the factors indicating whether a
particular channel is a “recognized channel of distribution” for communicating with their
investors.”? We emphasize for issuers that the steps taken to alert the market about which
forms of communication a company intends to use for the dissemination of material, non-
public information, including the social media channels that may be used and the types of
information that may be disclosed through these channels, are critical to the fair and
efficient disclosure of information. Without such notice, the investing public would be
forced to keep pace with a changing and expanding universe of potential disclosure
channels, a virtually impossible task.

Providing appropriate notice to investors of the specific channels a company will
use for the dissemination of material, nonpublic information is a sensible and expedient
solution. It is not expected that this step would limit the channels of communication a
company could use after appropriate notice or the opportunity for a company and
investors to benefit from technological innovation and changes in communications
practices. The 2008 Guidance encourages issuers to consider including in periodic
reports and press releases the corporate web site address and disclosures that the
company routinely posts important information on that web site. Similarly, disclosures
on corporate web sites identifying the specific social media channels a company intends
to use for the dissemination of material non-public information would give investors and
the markets the opportunity to take the steps necessary to be in a position to receive
important disclosures — e.g., subscribing, joining, registering, or reviewing that
particular channel. These are some, but certainly not all, of the methods a company could
use, with minimal burden, to enable evolving social media channels of corporate
disclosure to be used as recognized channels of distribution in compliance with
Regulation FD and the 2008 Guidance.

Although every case must be evaluated on its own facts, disclosure of material,
nonpublic information on the personal social media site of an individual corporate
officer, without advance notice to investors that the site may be used for this purpose, is
unlikely to qualify as a method “reasonably designed to provide broad, non-exclusionary
distribution of the information to the public” within the meaning of Regulation FD.?
This is true even if the individual in question has a large number of subscribers, friends,
or other social media contacts, such that the information is likely to reach a broader
audience over time. Personal social media sites of individuals employed by a public
company would not ordinarily be assumed to be channels through which the company
would disclose material corporate information. Without adequate notice that such a site

222008 Guidance, at 20-22,
17 CFR § 243.101(e)(2).




may be used for this purpose, investors would not have an opportunity to access this
tnformation or, in some cases, would not know of that opportunity, at the same time as
other investors.

V. Conclusion

‘There has been a rapid proliferation of social media channels for corporate
communication since the issuance of the Commission’s 2008 Guidance. An increasing
number of public companies are using social media to communicate with their
shareholders and the investing public. We appreciate the value and prevalence of social
media channels in contemporary market communications, and the Commission supports
companies seeking new ways to communicate and engage with shareholders and the
market. This Report is not aimed at inhibiting corporate communication through
evolving social media channels. To the contrary, we seek to remind issuers that
disclosures to persons enumerated in Regulation FD, even if made through evolving
social media channels, must still be analyzed for compliance with Regulation FD.
Moreover, we emphasize that the Commission’s 2008 Guidance, though largely focused
on the use of web sites, is equally applicable to current and evolving social media
* channels of corporate communication. The 2008 Guidance explained that issuers must
take steps sufficient to alert investors and the market to the channels it will use for the
dissemination of material, nonpublic information. We believe that adherence to this
guidance will help, with minimal burden, to assure compliance with Regulation FD and
the fair and efficient operation of the market.

By the Commission.




UNITED STATES OF AMERICA
BEFORE THE
SECURITIES AND EXCHANGE COMMISSION

Securitics Act of 1933
Release No. 9398 / April 2, 2013

Securities Exchange Act of 1934
Release No. 69265/ April 2, 2013

ORDER REGARDING REVIEW OF FASB ACCOUNTING SUPPORT FEE FOR
2013 UNDER SECTION 109 OF THE SARBANES-OXLEY ACT OF 2002

The Sarbanes-Oxley Act of 2002 (the “Act”) provides that the Securities and
Exchange Commission (the “Commission’”) may recognize, a§ generally accepted for
purposes of the securities laws, any accounting principles established by a standard
setting body that meets certain criteria. Consequently, Section 109 of the Act provides
that all of the budget of such a s‘tandard setting body shall be payable from an annual
accounting support fee assessed and collected against each issuer, as may be necessary 'or
appropriate to pay for the budget and provide for the expenses of the standard setting
body, and to provide for an independent, stable source of funding, subject to review by
the Commission. Under Section 109(f) of the Act, the amount of fees collected for a
fiscal year shall not exceed the “recoverable budget expenses” of the standard setting
body. Section 109(h) amends Section 13(b)(2) of the Securities Exchange Act of 1934 to
require issuers to pay the allocable share of a reasonable annual accounting support fee or
fees, determined in accordance with Section 109 of the Act.

On April 25, 2003, the Commission issued a policy statement concluding that the
Financial Accounting Standards Board (“FASB”) and its parent organization, the

Financial Accounting Foundation (“FAF"), satisfied the criteria for an accounting
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standard-setting body under the Act, and recognizing the FASB’s financial accounting
and reporting standards as “generally accepted” under Section 108 of the Act.' Asa
consequence of that recognition, the Commission undertook a review of the FASB’s
accounting support fee for calendar year 2013.. In connection with its review, the
Commission also reviewed the budget for the FAF and the FASB for calendar year 2013.

| Section 109 of the Act also provides that the standard setting body can have
additional sources of revenue for its activities, such as earnings from sales of
publications, provided that each additional source of revenue shall not jeopardize, in the
judgment of the Commission, the actual or perceived independence of the standard setter.
In this regard, the Commission also considered the interrelation of the operating budgets
of the FAF, the FASB, and the Governmental Accounting Standards Board (“GASB™),
the FASB’s sister organization, which sets accounting standards used by state and local
government entities. The Commission has been advised by the FAF that neither the FAF,
the FASB, nor the GASB accept contributions from the accounting profession.

The Commission understands that the Office of Management and Budget
(*“OMB”) has determined that the FASB is included in sequestration anticipated by the
the Budget Control Act of 2011 (“BCA™).” So long as sequestration is applicable, we
anticipate that the FAF will work with the C01n1nission and Commssion staff as
appropriate regarding its implementation of sequestration. In that event, the Commission

also requests the FAF to provide the Commussion with information regarding the FAF’s

' Financial Reporting Release No. 70.

? See “OMB Report Pursuant to the Sequestration Transparency Act of 20127 (P.L. 112-155), page 222 of
224 at:  http//www. whitehouse.cov/sites/default/frles/omb/assets/legislative_reports/stareport.pdf.
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. plans for implementation of sequestration, including how it will impact 2013 spending
for each of the FAF’s program areas and cost categories.

After its review, the Commission determined that the 2013 annual accounting
support fee for the FASB is consistent with Section 109 of the Act. Accordingly,

IT IS ORDERED, pursuant to Section 109 of the Act, that the FASB may act in

accordance with this determination of the Commission.

W 7. %MJ’

Elizabeth M. Murphy
Secretary

By the Commission.
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- Eric 'J. Bur, CPA

UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 69277 / April 2, 2013

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3450 / April 2, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-14201

: ORDER GRANTING APPLICATION FOR .

: REINSTATEMENT TO APPEAR AND PRACTICE

: BEFORE THE COMMISSION AS AN ACCOUNTANT
: RESPONSIBLE FOR THE PREPARATION OR

¢ REVIEW OF FINANCIAL-STATEMENTS REQUIRED
: TO BE FILED WITH THE COMMISSION

In the Matter of

On January 20, 2011, Eric J. Bur, CPA (“Bur”) was suspended from appearing or
practicing before the Commission as an accountant as a result of settled public administrative
proceedings instituted by the Commission against Bur pursuant to Rule 102(e)(3)(i) of the
Commission's Rules of Practice.! Bur consented to the entry of the order without admitting or
denying the findings therein but for the Commission’s finding that a final judgment and
permanent injunction and other relief had been previously entered against him. This order is
issued in response to Bur’s application for reinstatement to appear and practice before the

- Commission as an accountant responsible for the preparation or review of financial statements

required to be filed with the Commission.

The Commission’s Complaint alleged, among other things, that from at least 2002 to 2007,
while Bur was employed as the Chief Financial Officer of NIC Inc. (“NIC”), the company’s Chief
Executive Officer received more than $1.18 milfion in undisclosed perquisites. Bur had
responsibility, along with NIC’s Chief Accounting Officer, for NIC’s internal controls, books and
records, and executive compensation disclosures in public filings. Bur was informed that the CEQ
was not submitting documentation supporting a business purpose for his expenses as required by
NIC’s policies and a subordinate raised his concerns to Bur that some of the CEO’s expenses were
not business related. However, Bur permitted NIC to pay the CEQ’s expenses, which caused NIC’s
books, records and accounts to falsely characterize the CEQ’s perquisites as business expenses. In
addition, the Complaint alleged that Bur was aware of the Commission’s rules requiring the

' See Accounting and Auditing Enforcement Release No. 3233 dated January 20, 2011. Bur was permitted, pursuant
to the order, to apply for reinstatement after one year upon making certain showings.
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disclosure of perquisites in proxy statements and annual reports, yet he reviewed, signed, and/or
certified NIC’s filings with the Commission for 2002 through 2006, which failed to disclose the
CEOQ’s perquisites and contained false statements concerning the CEO’s compensation. As a result,
Bur violated Rules 13a-14 and 13b2-1 under the Securities Exchange Act of 1934 (“Exchange
Act™), and aided and abetted violations of Sections 13(a), 13(b)(2)(A), 13(b)}(2)¥B), and 14(a) of
the Exchange Act and Rules 12b-20, 13a-1, 14a-3, and 14a-9 thereunder.

In his capacity as a preparer or reviewer, or as a person responsible for the preparation or
review, of financial statements of a public company to be filed with the Commission, Bur attests
that he will undertake to have his work reviewed by the independent audit committee of any
company for which he works, or in some other manner acceptable to the Commission, while
practicing before the Commission in this capacity. Bur is not, at this time, seeking to appear or
practice before the Commission as an independent accountant. If he should wish to resume
appearing and practicing before the Commission as an independent accountant, he will be
required to submit an application to the Commission showing that he has complied and will
comply with the terms of the original suspension order in this regard. Therefore, Bur’s

-suspension from practice before the Commission as an independent accountant continues in
effect until the Commission determines that a sufficient showing has been made in this regard in
accordance with the terms of the original suspension order.

Rule 102(e)(5) of the Commission’s Rules of Practice governs applications for
reinstatement, and provides that the Commission may reinstate the privilege to appear and
practice before the Commission “for good cause shown.” This “good cause” determination is
necessarily highly fact specific. :

On the basis of information supplied, representations made, and undertakings agreed to
by Bur, it appears that he has complied with the terms of the January 20, 2011 order suspending
him from appearing or practicing before the Commission as an accountant, that no information
has come 1o the attention of the Commission relating to his character, integrity, professional
conduct or qualifications to practice before the Commission that would be a basis for adverse
action against him pursuant to Rule 102(e) of the Commission's Rules of Practice, and that Bur,
by undertaking to have his work reviewed by the independent audit committee of any company
for which he works, or in some other manner acceptable to the Commission, in his practice
before the Commission as a preparer or reviewer of financial statements required to be filed with
* the Commission, has shown good cause for reinstatement. Therefore, it is accordingly,

2 Rule 102(e)(5)() provides:

“An application for reinstatement of a person permanently suspended or disqualified under paragraph (e)(1) or (e)(3)
of this section may be made at any time, and the applicant may, in the Commission’s discretion, be afforded a '
hearing; however, the suspension or disqualification shall continue unless and until the applicant has been reinstated
by the Commission for good cause shown.” 17 C.F.R. § 201.102(e)(5)(i}.
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ORDERED pursuant to Rule 102(e)(5)(i) of the Commission's Rules of Practice that Eric

J. Bur, CPA is hereby reinstated to appear and practice before the Commission as an accountant
responsible for the preparation or review of financial statements required to be filed with the

Commission.
By the Commission.

Elizabeth M. Murphy
Secretary

By:(dill M. Peterson
Assistant Secretary
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Release No. 34-69284; File No. §7-29-11

RIN 3235-AL18

Amendment to Rule Filing Requirements for Dually-Registered Clearing Agencies
AGENCY: Securities and Exchange Commission.

ACTION: Final rule.

SUMMARY: The Securities and Exchange Commission (“SEC” or “Coﬁmission”) is affirming
recent amendments to Rule 19b-4 under the Securities Exchange Act of 1934 (“Exchange Act”)
in connection with filings of proposed rule changes by certain registered clearing agencies and is
expanding on those amendments 1n response to comments received (collectively, “Final Rule”).
The Commission also is making corresponding technical modifications to the General
Instructions for Form 19b-4 under the Exchange Act. The amendments to Rule 19b-4 and the
instructions to Form 19b-4 are intended to streamline the rule filing process in areas involving
certain activities concerning non-security products that may be subject to duplicative or
inconsistent regulation as a result of, in part, certain provisions under Section 763(b) of the
Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (“Dodd-Frank Act”).

EFFECTIVE DATE: [insert date 60 days after publication in the Federal Register].

FOR FURTHER INFORMATION CONTACT: Joseph P. Kamnik, Assistant Director; Gena
Lai, Senior Special Counsel; and Neil Lombardo, Attorney, Office of Clearance and Settlement,
Division of Trading and Markets, Securities and Exchange Commission, 100 F Street, NE,
Washington, DC 20549-7010 at (202) 551-5710.

SUPPLEMENTARY INFORMATION: The Commission is adopting a Final Rule that
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affirms and expands upon recent amendments to Rule 19b-4 under the Exchange Act concerning
categories of proposed rule changes that qualify for effectiveness 1‘..1p0n filing under Section
19(b)(3)(A) of the Exchange Act. The Cémmission also is making a corresponding technical
modification to the General Instructions for Form 19b-4 under the Exchange Act.
I. Introduction
A, Background on the Commission’s Process for Proposed Rule Changes
Section 19(b)(1) of the Exchange Act’ requires each self-regulatory organization

(“SRO”), including any Registered Clearing A ency,” to file with the Commission copies of an
g g p y

proposed rule or any proposed change in, addition to, or deletion from the rules of such SRO
(collectively, “proposed rule change™),” which must be submitted on Form 19b-4* in accordance
with the General Instructions thereto. Once a proposed rule change has been filed, the

Commission is required to publish it in the Federal Register to provide an opportunity for public

: 15 U.S.C. 78s(b)(1).

z See Section 3(a)(26) of the Exchange Act, 15 U.S.C. 78c(a)(26) (defining the term “self-
regulatory organization” to mean any national securities exchange, registered securitjes
association, registered clearing agency, and, for purposes of Section 19(b) and other
limited purposes, the Municipal Securities Rulemaking Board) (emphasis added).

3 15 U.S.C. 78s(b)(1). Section 3(a)(27) of the Exchange Act defines “rules” to include “the
constitution, articles of incorporation, bylaws, and rules, or instruments corresponding to
the foregoing . . . and such of the stated policies, practices, and interpretations of such
exchange, association, or clearing agency as the Commission, by rule, may determine to
be necessary or appropriate in the public interest or for the protection of investors to be
deemed to be rules of such exchange, association, or clearing agency.” 15 U.S.C.
78c(a)(27). Rule 19b-4(b) under the Exchange Act defines “stated policy, practice, or
interpretation” to mean, in part, “[a]ny material aspect of the operation of the facilities of
the self-regulatory organization” or “[a]ny statement made generally available” that
“establishes or changes any standard, limit, or guideline” with respect to the “rights,
obligations, or privileges” of persons or the “meaning, administration, or enforcement of
an existing rule.” 17 CFR 240.19b-4(b).

4 See 17 CFR 249.819.




comment.” A proposed -rule change generally may not take effect unless the Commission
approves it,_6 or it otherwise becomes effective under Section 19(b).’

Section 19(b)(2) of the Exchange Act sets forth the standards and time periods for
Commission action either to approve, disapprove, or institute proceedings to determine whether
the proposed rule change should be disapproved.® The Commission must approve a proposed
rule change if it finds that the underlying rule change is consistent with the requirements of the
Exchange Act and the rules and regulations thereunder applicable to the SRO proposing the rule
change.’

At the same time, Section 19(b)(3)(A) of the Exchange Act provides that a proposed rule
change may become effective upon filing with the Commission, without pre-effective notice and
opportunity for comment, if it is appropriately designated by the SRO as: (i) constituting a stated
policy, practice, or interpretation with respect to the meaning, administration, or enforcement of
an existing rule of the SRO; (i1) establishing or changing a due, fee, or other charge imposed by
the SRO on any person, whether or not the person is a member of the SRO; or (iii) relating solely

to the administration of the SRO.'°

See 15 U.S.C. 78s(b)(1). The SRO is required to prepare the notice of its proposed rule
change on Exhibit 1 of Form 19b-4 that the Commission then publishes in the Federal

Register.
6 See 15 U.S.C. 78s(b)(2). However, as provided in Section 19(b)(2)(D} of the Exchange
Act, 15 U.S.C. 78s(b)(2){D), a proposed rule change shall be “deemed to have been

approved by the Commission” if the Commission does not take action on a proposal that
is subject to Commission approval within the statutory time frames specified in Section

19(b)(2).
! See, e.g., 15 U.S.C. 78s(b)(3)(A).
8 See 15 U.S.C. 78s(b)(2).

? 15 U.S.C. 78s(b)(2).
10 15 U.S.C. 78s(b)(3)(A).




Section 19(b)(3)(B) of the Exchange Act also separately provides that a proposed rule

change may be put into effect summarily if it appears to the Commission that such action is
necessary for the protection of investors, the maintenance of fair and orderly markets, or the
safeguarding of securities or funds, and provides that any proposed rule change so put into effect
shall be filed promptly thereafter with the Commission under Section 19(b)(1) of the Exchange
Act.! Accordingly, a proposed rule change put inéo effect summarily under Section 19(b)}(3}(B)
of the Exchange Act is also subject to the procedures of Section 19(b)(2) of the Exchange Act —
in other words, that it is summarily effective only until such time as the Commission: (i) enters
an order, pursuant to Section 19(b)(2)(A) of the Act, to approve or disapprove such proposed
rule change; or (ii) institutes proceedings to determine whether the proposed rule change should
be di_sr:;pproved.12

Under Section 19(b)(3)(C) of the Exchange Act, the Commission summarily may

temporarily suspend a proposed rule change of an SRO that has taken effect p-ursuant to either
Section 19(b)(3)(A) or 19(b)(3)(B) of the Exchange Act within sixty days of its filing if it
appears to the Commission that such action is necessary or appropriate in the public interest, for
the protection of investors, or otherwise in furtherance of the purposes of the Exchange Act.”® If
the Commission takes such action, it is then required to institute proceedings to determine

whether the proposed rule change should be approved or disapproved.'*

' 15 U.S.C. 78s(b)(3}(B).

12 See Securities Exchange Act Release Nos. 11461 (June 11, 1975); 11554 (July 28, 1975);
11555 (July 28, 1975); and 11556 (July 28, 1975). See also 17 CFR 249.819.

3 15 U.S.C. 78s(b)(3)(C).

Id. Temporary suspension of a proposed rule change and any subsequent action to
approve or disapprove such change shall not affect the validity or force of the rule change
during the period it was in effect and shall not be reviewable under Section 25 of the .




In addition to the matters expressly set forth in the statute, Section 19(b)(3)(A) also

provides the Commission with the authority, by rule and when consistent with the public interest,

to designate other types of proposed rule changes that may be effective upon filing with the

Commission.”> The Commission has previously used this authority to designate, under Rule

19b-4 of the Exchange Act, certain rule changes that qualify for effectiveness upon filing under

Section l9(b)(3)(A).16 On July 7, 2011, the Commission adopted an interim final rule (“Interim

Final Rule™) to amend Rule 19b-4 to include in the list of categories that qualify for effectiveness

upon filing under Section 19(b)(3)(A) of the Exchange Act any matter effecting a change in an

existing service of a Registered Clearing Agency that (i) primarily affects the futures clearing

operations of the clearing agency with respect to futures that are not security futures and (ii) does

Exchange Act, nor shall it be deemed to be “final agency action” for purposes of 5 U.S.C.
704. 1d.

15 U.S.C. 78s(b)(3)(A).

For example, Rule 19b-4(f) under the Exchange Act currently permits SROs to declare
rule changes to be immediately effective pursuant to Section 19(b)(3)(A) if properly
designated by the SRO as: (i) effecting a change in an existing service of a Registered
Clearing Agency that: (A) does not adversely affect the safeguarding of securities or
funds in the custody or control of the clearing agency or for which it is responsible; and
(B) does not significantly affect the respective rights or obligations of the clearing agency
or persons using the service; (ii) effecting a change in an existing order-entry or trading
system of an SRO that: (A) does not significantly affect the protection of"investors or the
public interest; (B) does not impose any significant burden on competition; and (C) does
not have the effect of limiting the access to or availability of the system; or (iii) effecting
a change that: (A) does not significantly affect the protection of investors or the public
interest; (B) does not impose any significant burden on competition; and (C) by 1ts terms,
does not become operative for 30 days after the date of the filing, or such shorter tine as
the Commission may designate if consistent with the protection of investors and the
public interest; provided that the SRO has given the Commission written notice of its
intent to file the proposed rule change, along with a brief description and text of the
proposed rule change, at least five business days prior to the date of filing of the proposed
rule change, or such shorter time as designated by the Commission. See 17 CFR
240.19b-4(1).




not significantly affect any securities'’ clearing operations of the clearing agency or any related
rights or obligations of the clearing agency or persons using such service.'® The Interim Final
Rule also made corresponding technical modifications to the General Instructions for Form 19b-
4. These actions were intended to provide a streamlined process for making effective, subject to
certain conditions, proposed rule changes that primarily concern the futures clearing operations
of a Registered Clearing Agency and are not linked to securities clearing operations.

B. Clearing Agencies Deemed Registered Under the Dodd-Frank Act

Section 763(b) of the Dodd-Frank Act' provides; that (1) a depository institution
registered with the Commedities Futures Trading Commission (“CFTC”) that cleared swaps as a
multilateral clearing organization prior to the date of enactment of the Dodd-Frank Act and (ii) a
derivatives clearing organization (“DCO”) registered with the CFTC that cleared swaps pursuant
to an exemption from registration as a clearing agency prior to the date of enactment of the

Dodd-Frank Act will be deemed registered with the Commission as a clearing agency solely for

Section 3(a)(10) of the Exchange Act defines “security” to include “any note, stock,
treasury stock, security future, bond, debenture, certificate of interest or participation in
any profit-sharing agreement or in any oil, gas, or other mineral royalty or lease, any
collateral-trust certificate, preorganization certificate or substitution, transferable share,
investment contract, voting-trust certificate, certificate of deposit for a security, any put,
call, straddle, option, or privilege on any security, certificate of deposit, or group or index
of securities (including any interest therein or based on the value thereof), or any put,
call, straddle, option, or privilege entered into on a national securities exchange relating
to foreign currency, or, in general, any instrument commonly known as a ‘security’; or
any certificate of interest or participation in, temporary or interim certificate for, receipt
for, or warrant or right to subscribe to or purchase, any of the foregoing . ...” 15 U.S.C.
78¢(a)(10).

See Amendment to Rule Filing Requirements for Dually-Registered Clearing Agencies,
Securities Exchange Act Release No. 34-64832 (July 7, 2011), 76 FR 41056 (July 13,
2011).

1 The Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203,
124 Stat. 1376 (2010).
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the purpose of clearing security-based swaps (“Deemed Registered Provision”).”’ On July 16,
2011, the Deemed Registered Provision, along with other general provisions under Title VII of:
the Dodd-Frank Act, became effective,”! thereby requiring each affected clearing agency to
comply with all requirements of the Exchange Act and the rules and regulations thereunder
applicable to Registered Clearing Agencies including, for example, the obligation to file
proposed rule changes under Section 19(b) of the Exchange Act. The clearing of swaps,”
futures, options on futures, and forwards is generally regulated by the CFTC in connection with
its oversight and supervision of DCOs. DCOs are generally permitted to implement rule changes
by self-certifying that the new rule complies with the CEA and the CFTC’s reg,rulations.23 The
changes effected by the Interim Final Rule were intended to eliminate unnecessary delays that
could arise due to the differences between the Corﬁmission’s rule filing process and the CFTC’s

self-certification process, which generally allows rule changes to become effective either before

. 20

21

22

See Section 763(b) of the Dodd-Frank Act (adding new Section 17A(l) to the Exchange
Act, 15 U.S.C. 78q-1(1)). Under this Deemed Registered Provision, each of the Chicago
Mercantile Exchange Inc. (“‘CME”), ICE Clear Europe Limited (*ICE Clear Europe™)
and ICE Clear Credit LLC (“ICC™), as the successor entity of ICE Trust US LLC,
became Registered Clearing Agencies solely for the purpose of clearing security-based
swaps. Registered Clearing Agencies that currently conduct a swaps or a futures business
are The Options Clearing Corporation (“OCC”), CME, ICE Clear Europe and I1CC.

Section 774 of the Dodd-Frank Act states, “[u]nless otherwise provided, the provisions of
this subtitle shall take effect on the later of 360 days after the date of the enactment of
this subtitle or, to the extent a provision of this subtitle requires a rulemaking, not less
than 60 days after publication of the final rule or regulation implementing such provision
of this subtitle.”

Section 721 of the Dodd-Frank Act amended Section 1a of the Commeodity Exchange Act
(“CEA™) to define the term “swap.” Among other things, the definition of “swap”
specifically excludes any security-based swap other than a mixed swap. 7 U.S.C.
1a(47)(B)(x). See also Further Definition of “Swap,” “Security-Based Swap.” and
“Security-Based Swap Agreement”; Mixed Swaps; Security-Based Swap Agreement
Recordkeeping, 77 FR 48207 (August 13, 2012) (“Adopting Release”); 76 FR 29818
(May 23, 2011) (“Proposing Release”).

See 7 U.S.C. 7a-2(c) and 17 CFR 40.6.




or within ten days after filing.**

C. The Interim Final Rule

The Interim Final Rule amended Rule 19b-4 to expand the list of categories that qualify

for effectiveness immediately upon filing pursuant to Section 19(b)(3)(A) of the Exchange Act to

include proposed rule changes made by Registered Clearing Agencies with respect to certain

futures clearing operations.*® Specifically, the Interim Final Rule amended Rule 19b-4(f)(4)(ii)

to allow a proposed rule change concerning futures clearing operations filed by a Registered

Clearing Agency to take effect upon filing with the Commission pursuant to Section 19(b)(3)(A)

so long as it is properly designated by the Registered Clearing Agency as effecting a change in a

service of the Registered Clearing Agency that meets two conditions.”® The first condition, set

forth in Interim Final Rule 19b-4(£)(4)(ii)(A), is that the proposed rule change must primarily

aftect the futures clearing operations of the clearing agency with respect to futures that are not

security futures.”’ For purposes of this requirement, a Registered Clearing Agency’s “futures

24

25

26

27

See 7U.S.C. 7a-2(c) and 17 CFR 40.6.

When an SRO designates a proposed rule change as becoming effective upon filing with
the Commission pursuant to Section 19(b)(3)}(A) of the Exchange Act, the Commission
has the power summarily to temporarily suspend the change within sixty days of its filing
if it appears to the Commission that such action is necessary or appropriate in the public
interest, for the protection of investors, or otherwise in furtherance of the purposes of the
Exchange Act. See 15 U.S.C. 78s(b)(3)(A). See also supra note 14 and accompanying
text.

17 CFR 240.19b-4(f)(4)(ii} (as amended by the Interim Final Rule).

17 CFR 240.19b-4(f)(4)(ii)(A) (as amended by the Interim Final Rule). For example,
rules of general applicability that apply equally to securities clearing operations,
including security-based swaps, would not be considered to primarily affect such futures
clearing operations. In addition, changes to general provisions in the constitution,
articles, or bylaws of the Registered Clearing Agency that address the operations of the
entire clearing agency would not be considered to primarily affect such futures clearing
operations. See Interim Final Rule, Securities Exchange Act Release No. 64832 (July 7,
2011), 76 FR 41056, 41058 (July 13, 2011).




clearing operations” includes any activity that would require the Registered Clearing Agency to
register with the CFTC as a DCO in accordance with the CEA.® In addition, to “primarily
affect” such futures clearing operations means that the proposed rule change is targeted to affect
matters related to the clearing of futures specifically, and that any effect on other clearing
operations would be incidental in nature and not significant in extent. Because a security futures
product is a security for purposes of the Exchange Act,” a Registered Clearing Agency may not
invoke Rule 19b-4(f)(4)(ii) to designate proposed rule changes concerning the agency’s security
futures operations as taking effect upon filing with the Commission pursuant to Section
19(b)(3)(A). Instead, the Commission reviews such proposed rule changes in accordance with
Section 19(b)(2), unless there is another basis for the change to be filed under Section
19(b)(3)(A).

The second condition, contained in Interim Final Rule 19b-4()(4)(ii}(B), is that the
proposed rule change must not significantly affect any securities clearing operations of the
clearing agency or any related rights or obligations of the clearing agency or persons using such
service.’? The phrase “significantly affect” is used elsewhere in Rule 19b-4 in the context of

defining other categories of proposed rule changes that qualify for effectiveness upon filing

28 See 7 U.S.C. 7a-1 (providing that it shall be unlawful for a DCO, unless registered with
the CFTC, directly or indirectly to make use of the mails or any means or instrumentality
of interstate commerce to perform the functions of a DCO (as described in 7 U.S.C.
1a(9)) with respect to a contract of sale of a commodity for future delivery (or option on
such a contract) or option on a commodity, in each case unless the contract or option is (1}
otherwise excluded from registration in accordance with certain sections of the CEA or
(ii) a security futures product cleared by a Registered Clearing Agency); see also Interim
Final Rule, Securities Exchange Act Release No. 64832 (July 7, 2012), 76 FR 41056,
41058 (July 13, 2011).

2 15 U.S.C. 78c(a)(10).
30 17 CFR 240.19b-4(f)(4)(ii)(B) (as amended by the Interim Final Rule).




under Section 19(b)(3)(A) of the Exchange Act.’’ Accordingly, “significantly affect” has the
same meaning and interpretation as that phrase has in Rules 19b-4(f)(4)(i) (as amended by the
Interim Final Rule), 19b-4()(5), and 19b-4(£)(6). The Commission believes that a Registered
Clearing Agency’s “securities clearing operations . . . or any related rights or obligations of the
clearing agency or persons using such service” would include activity that would require the
Registered Clearing Agency té register as a clearing agency in accordance with the Exchange
Act.
1. Final Rule

A. Comments Received on the Interim Final Rule

The Commission received three comment letters on the Interim Final Rule.”> Two
commenters urged the Corﬁmission to modify the Interim Final Rule to broaden the list of rule
changes that quality for effectiveness upon filing pursuant to Section 19(b)(3)(A) to include
changes related to all f)roducts that are regulated by the CFTC.>?

In their comment letters, both CME and ICE Clear Europe urged the Commission to

expand Rule 19b-4(£)(4)(i1) to include proposed rule changes related to the swaps clearing

A See, e.g., 17 CFR 240.19b-4(f)(4)(i) (as amended by the Interim Final Rule) (in respect of
a proposed rule change in an existing service of a Registered Clearing Agency that: (1)
does not adversely affect the safeguarding of securities or funds in the custody or control
of the clearing agency or for which it is responsible and (2) does not significantly affect
the respective rights or obligations of the clearing agency or persons using the service);
see also Interim Final Rule, Securities Exchange Act Release No. 64832 (July 7, 2012),
76 FR 41056, 41059 (July 13, 2011).

Copies of comments received on the proposal are available on the Commission’s website
at: http://www.sec.gov/comments/s7-29-11/572911 .shtml.

32

33 See, e.g., comment letter of Craig Donohue, Chief Executive Office, CME Group, Inc.

{Sep. 15, 2011) (“CME Letter”) and comment letter of Shearman & Sterling LLP, on
behalf of ICE Clear Europe Limited (Sept. 15, 2011) (“ICE Clear Europe Letter”).
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operations of a Registered Clearing Agency.”* In particular, CME noted that its current business
involvés the clearing of both futures and swaps, including agricultural swaps, interest rate swaps,
certain over-the-counter (“OTC”) commodity products (including gold forwards and freight
forwards) and, potentially, energy and foreign exchange swaps.”> CME raised concerns that, by
omitting swaps and certain other OTC products from the types of products covered by Rule 19b-
4(f)(4)(ii), it is “now subject to substantial potential delays” when implementing rule changes
that deal with products over which the Commission is not its primary regulator.36 ICE Clear
Europe raised similar concerns with respect to its non-security-based swaps business, particularly
its longstanding energy derivatives clearing business.”” Specifically, ICE Clear Europe
requested that Rule 19b-4(f)(4)(i1) be expanded to include proposed rule changes that relate
solely to swaps, and are not related to security-based swaps.38

CME also requested that the Commission revise Rule 19b-4(f)(4)(i1) generally such that
only proposed rule changes that. relate directly to security-based swap clearing activities would
be subject to the Commission’s review in accordance with Section 19(b)(2).** CME further
requested that Rule 19b-4(f)(4)(ii) permit proposed rule changle filings to be made pursuant to
Section 19(b)(3)(A) with respect to “rules of general épp]icabi]ity for product categories, such as
[credit default swaps], where clearing is offered for both swaps and security-based swaps™ and

that a Section 19(b)(2) filing not be required for any other swap or “OTC product categories with

i ¢ CME Letter and ICE Clear Europe Letter.

35 e CME Letter.

36
3 ¢ ICE Clear Europe Letter.
18

39

e CME Letter.
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no direct or significant impact on security-based swaps,” and should also not be required for .
“broad rules of general applicability as to clearing operations that will not have any particular or

»% CME stated that, at present, its entire

significant impact on security-based swaps clearing.
business, including the clearing of credit default swaps on broad-based indices, falls under the
exclusive jurisdiction of the CFTC, and that the effect of the Interim Final Rule has been to
replace the rule filing regime of the CEA with the pre-approval rule filing regime of the
Exchange Act. CME stated that it believes the Deemed Registered-Provision was intended to
allow clearing agencies already authorized to clear and engaged in the clearing of credit default
swaps and other products under the authority of the CFTC to continue to do so without undue

disruption to its service offerings, and that Congress did not intend to change this fundamental

division of responsibilities.

40 Id. In its comment letter, CME noted that Executive Order 13563, which the President

signed on Januvary 18, 2011, requires, among other things, that all executive branch
agencies identify and consider regulatory approaches that reduce burdens and maintain
flexibility and freedom of choice for the public, in each case where relevant, feasible, and
consistent with regulatory objectives, and to the extent permitted by law. While this
order does not apply to independent agencies, the President separately signed Executive
Order 13579 on July 11, 2011, which requires each independent agency to develop and
release a public plan to periodically review its existing significant regulations “to
determine whether any such regulations should be modified, streamlined, expanded, or
repealed so as to make the agency’s regulatory program more effective or less
burdensome in achieving the regulatory objectives.” The Commission notes that the
purpose of Rule 19b-4(f)(4)(i1) is to reduce burdens that would otherwise apply to
Registered Clearing Agencies by virtue of certain statutory provisions contained in the
Exchange Act, as amended by the Dodd-Frank Act. Specifically, the Final Rule permits
Registered Clearing Agencies to submit to the Cormnmission for effectiveness upon filing
proposed rule changes that effect changes in their existing services that primarily affect
their clearing of products that are not securities, including futures that are not security
futures, swaps that are not securities-based swaps or mixed swaps, and forwards that are
not security forwards, and that and do not significantly affect the clearing agency’s
securities clearing operations or the rights or obligations of the clearing agency with
respect to securities clearing or persons using such securities clearing services. .




" B. Amendments to the Interim Final Rule
. The Commission hereby affirms the amendments effected by the Interim Final Rule. As
set forth herein, and after giving consideration to the comments received concerning the Interim
Final Rule, the Commission is hereby modifying Rule 19b-4(f}(4)(i1) in two further respects.

1. Inclusion of Other Products That Are Not Securities, Including Certain
Swaps and Forwards”'

First, the Commission is revising Rule 19b-4(f){4)(ii) to add certain rule changes
primarily affecting a Registered Clearing Agency’s clearing operations for other non-securities
products to the list df changes that qualify for effectiveness upon filing pursuant to Section
19(b)(3)(A). In particular, in response to commenters,** the Commission is broadening Rule
19b-4(£)(4)(11)(A) to encompass proposed rule changes that primarily affect not only a Registered
Clearing Agency’s clearing of futures that are not security futures, but also other products that

. are not securities, including swaps that are not security-based swaps™ or mixed swaps,™ and

forwards that are not security forwards.*> The Commission believes that also including proposed

4 Section 721 of the Dodd-Frank Act defines the term “swap” broadly to encompass a

variety of derivatives products. The definition includes, for example, interest rate swaps,
commodity swaps, currency swaps, equity swaps, and credit default swaps. It also
extends to certain types of forward contracts, as well as certain types of options, but
excludes, among other things, options on any security or group or index of securities,
including any interest therein or based on the value thereof. See 7 U.S.C. § 1a(47).

2 See CME Letter and ICE Clear Europe Letter.
» See 15 U.S.C. 78(c)(68).

44 See 15 U.S.C. 78(c)68)(D).

4 The Commission notes that it would not regard a clearing agency’s filing of proposed

rule changes relating to a product the legal status of which may not be clear pursuant to
Section 19(b)(2) or Section 19(b)(3)(B) of the Act as a determination or presumption by
the clearing agency that such proposed rule changes involve products that are securities.
Similarly, the Commission’s acceptance of proposed rule changes for filing under
paragraph (£}(4)(ii) would not constitute a presumption or determination by the

. Commission that the products involved are not securities. The Commission also notes
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rule changes that primarily affect a Registeréd Clearing Agency’s clearing operations with .
respect to these non-securities products in the list of changes that would qualify for effectiveness
upon filing under Section 19(b)(3)}(A) is consistent with the Commission’s purposes for initially
amending Rule 19b-4 pursuant to the Interim Final Rule. Specifically, this approach should help
limit potential delays to the effectiveness of rule changes that primarily concern a Registered
Clearing Agency’s clearing operations with respect to products that are not securities, including
futures that are not security futures, swaps that are not security-based swaps or mixed swaps, and
forwards that are not security forwards, subject to the limitations contained in Rule 19b-
4HAED(B).*
For purposes of Rule 19b-4(f)(4)(ii)(A), a Registered Clearing Agency’s clearing

operations with respect to products that are not securities, including futures that are not security

futures, swaps that are not security-based swaps or mixed swaps, and forwards that are not .
security forwards, would include an activity that would require the Registered Clearing Agency

to register with the CFTC as a DCO in accordance with the CEA.*” In addition, a proposed rule

that Section 718 of the Dodd-Frank Act (“Section 7187} established a process through
which the Commuission and the CFTC could work together to determine the status of
"novel derivative products” that may have elements of both securities and contracts of
sale of a commodity for future delivery (or options on such contracts or options on
commodities). In this regard, the Commission notes that the filing of a proposed rule
change pursuant to Section 19(b)(2) or Section 19(b)(3)(B) of the Act, or paragraph
(H(4)(i1), would not be considered a notice under Section 718 to the Commission.

46 17 CFR 240.19b-4(f)(i1)(B) (providing, as the second condition for satisfying Rule 19b-
4(f)(i1), that the proposed rule change “[d]oes not significantly affect any securities
clearing operations of the clearing agency or any rights or obligations of the clearing
agency with respect to securities clearing or persons using such securities-clearing
service.”).

47 See 7 U.S.C. 7a-1 (providing that it shall be unlawful for a DCO, unless registered with

the CFTC, directly or indirectly to make use of the mails or any means or instrumentality
of interstate commerce to perform the functions of a DCO (as described in 7 U.S.C.
1a(9)) with respect to a contract of sale of a commodity for future delivery (or option on .
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change “[p]rimarily affects” a clearing agency’s clearing operations with respect to products that
are not securities when it is targeted to matters related only to the clearing of those products.48
For example, rules of general applicability that would apply equally to securities clearing
operations, including security-based swaps, would not be considered to primarily affect a
Registered Clearing Agency’s non-securities clearing operations. While CME requested that
rules of general applicability be eligible for effectiveness upon filing, the Commission believes
rules that would have equal applicability to securities clearing operations must be filed for
Commission review in accordance with Section 19(b)(2), which will enable the Commission to .
fulfill its statutory obligations under the Exchange Act. If mles that have a significant impact on
securities operations were permitted to become immediately effective, the Commission would
not have the ability to review the impact of the rules against Exchange Act standards before their
effectiveness, which would undercut the scope of the Commission’s oversight of registered
clearing agencies. In addition, changes to general provisions in the constitution, articles, or
bylaws of the Registered Clearing Agency that address the operations of the entire clearing
agency also would not be considered to primarily affect such Registered Clearing Agency’s

clearing operations with respect to products that are not securities.

such a contract) or option on a commodity, in each case unless the contract or option is (i)
otherwise excluded from registration in accordance with certain sections of the CEA or
(ii) a security futures product cleared by a Registered Clearing Agency).

48 If a proposed rule change filed pursuant to Section 19(b)(3)(A) has an incidental but

significant effect on clearing operations with respect to products that are not securities
and does not qualify under new Rule 19b-4(£)(4)(ii)(B)(1I), the Commission summarily
may, within 60 days after the proposed rule change becomes effective under Section
19(b)(3)(A), temporarily suspend the rule change and institute proceedings to determine
whether to approve or disapprove the rule change pursuant to the provisions of Section
19(b)(2). Alternatively, as with other filings that do not meet the requirements of Section
19(b}(3)(A) and Rule 19b-4(f), the Commission may reject the filing as technically
deficient within seven business days, pursuant to Section 19(b)(10)(B). 15 USC
78s(b)(10)(B).
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Further, because security futures, security-based swaps, mixed swaps, security forwards, .

and options on securities are considered securities for purposes of the Exchange Act,* a
Registered Clearing Agency would not be permitted to file proposed rule changes related to these
lines of business pursuant to Section 19(b)(3)}(A) of the Exchange Act in reliance on Rule 19b-
4(f)(_4)(ii). Instead, such clearing agency would continue to be required to file proposed rule
changes related to its clearing .of security futures, security-based swaps, mixed swaps, security
forwards, options on securities, or other securities products for Commission review in
accordance with Section 19(b)(2) of the Exchange Act, unless there is another basis for the
proposed rule change to be filed under Section 19(b)(3)(A).

The Commission generally believes that it is appropriate to review proposed rule changes
in accordance with the process set forth in Section 19(b)(2) of the Exchange Act whenever the
changes “significantly affect” any securities clearing operations of the clearing agency (unless .
there 1s another basis for the proposed rule change to be filed under Section 19(b)(3)(A)), even in
circumstances when such effects may be indirect.*

The Commission is charged with determining whether the rules of a Registered Clearing
Agency are designed, among other things, “to assure the safeguarding of securities and funds

which are in the custody or control of the clearing agency or for which it is responsible . . . and,

49 15 U.S.C. 78¢(a)(10). As previously noted, however, the definition of “swap”

specifically excludes any security-based swap other than a mixed swap. See supra note
22, '

For example, in instances where the swap and security-based swap business of a clearing
agency are intertwined, such as when a clearing agency has established one clearing fund
or pool of financial resources for both products, changes applicable to such swaps are
unlikely to meet the requirement that the change not significantly affect any securities
clearing operations of the clearing agency or any related rights or obligations of the

clearing agency or persons using such service. .

50
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to protect investors and the public interest.”' The Commission’s oversight responsibility over
Registered Clearing Agencies extends to the clearing agency as a whole and is entity-based,
rather than product-based.52 If Registered Clearing Agencies did not file proposed rule changes
with the Commission that relate to their clearing operations, as required under Section 19(b) of
the Exchange Act, the Commission would not be able to meet its statutory oversight
responsibilities.
2. Addition of the “Fair and Orderly Markets” Provision

In light of the issues identified by the commenters in connection with the Interim Final
Rule, the Commission has determined to further revise Rule 19b-4(f)(4)(i1)(B) by adding a
second clause that will permit clearing agencies to file a proposed rule change under Section
19(b)(3)(A) when the rule change primarily affects the clearing operations of the clearing agency
with respect to products that are not securities, including futures that are not security futures,
swaps that are not security-based swaps or mixed swaps, and forwards that are not security
forwards, even when the proposed rule “significantly affects” any securities cléaring operations
of the clearing agency or any rights or obligations of the clearing agency with respect to
securities clearing or persons using such securities-clearing service, if the clearing agency can
demonstrate that the rule change is “necessary to maintain fair and orderly markets for products
that are not securities, including futures that are not security futures, swaps that are not security-

based swaps or mixed swaps, and forwards that are not security forwards.”

o 15 U.S.C. 78q-1(bY3)(F).

32 See S. Rep. No. 94-75, at 34 (1975), reprinted in 1975 U.S.C.C.A.N. 179, 212 (“The
Commission has oversight responsibility with respect to the self-regulatory organizations
to insure that they exercise their delegated governmental power effectively to meet
regulatory needs in the public interest and that they do not exercise that delegated power
in a manner inimical to the public interest or unfair to private interests.”).
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A proposed rule change filed by a clearing agency relying on this “fair and orderly

markets” provision must, in addition to being filed for approval pursuant to Section 19(b)(3)(A),

be separately filed for approval pursuant to Section 19(b)(2), and this second filing must be made

within fifteen calendar days after the proposed rule change was filed for approval under Section

19(b)(3)(A). Accordingly, in most cases, a rule that is effective upon filing under Section

19(b)}(3)(A) that relies upon the “fair and orderly markets” provision of Rule 19b-4(f){(4)(ii)}(B)

shall be effective until such time as the Commission enters an order, pursuant to Section

19(b)(2)(A) of the Exchange Act, to approve such proposed rule change or, depending on the

circumstances, until such time as the Commission summarily temporarily suspends the rule

change pursuant to Section 19(b)(3)(C) or, alternatively, until such time as the Commission, at

the conclusion of proceedings to determine whether to approve or disapprove the proposed rule

change, enters an order, pursuant to Section 19(b)(2)(B), approving or disapproving such

proposed rule change.”

53

Because proposed rule changes filed pursuant to Rule 19b-4(f)(4)(ii)}(B)}(II) are submitted
in accordance with the Commission’s statutory authority set forth in Section 19(b)(3)(A),
the Commission would retain the power to summarily temporarily suspend the rule
change within 60 days of its filing if it appears to the Commission that such action is
necessary or appropriate in the public interest, for the protection of investors, or
otherwise 1n furtherance of the purposes of the Exchange Act. See 15 U.S.C.
78s(b)(3)(C). The Commission would then be required to institute proceedings to
determine whether the rule should be approved or disapproved. Id. As a practical matter,
however, the Commission expects that proposed rule changes filed under the “fair and
orderly markets” provision would remain in effect while they are reviewed in accordance
with Section 19(b)(2) which, among other things, requires the Commission to approve,
disapprove, or institute proceedings to determine whether to disapprove a proposed rule
change within 45 days of its date of publication in the Federal Register, subject in certain
circumstances to an extension of up to an additional 45 days. The Commission would
nonetheless retain the ability, within 60 days after a proposed rule change becomes
effective under 19(b)(3)}(A), to summarily temporarily suspend the rule change and
institute proceedings or, after the 60-day summary suspension deadline, to disapprove the
rule change pursuant to the provisions of Section 19(b)(2).
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To demonstrate that a proposed rule change is “necessary to maintain fair and orderly
markets,” a clearing agency must include in both of its filings with the Commission a detailed
explanation of the following: (i) why the proposed rule change is necessary to maintain fair and
orderly markets for products that are not securities, including futures that are not security futures,
swaps that are not security-based swaps or mixed swaps, and forwards that are not security
forwards; (ii) why the proposed rule change cannot achieve this goal unless it takes effect
immediately; (iii) how, and to what extent, markets would be adversely affected if the proposed
rule change were not implemented immediately; (iv) whether the proposed rule change is

‘temporary or permanent; (v) how the proposed rule change significantly affects any securities
clearing operations of the clearing agency or the rights or obligations of the clearing agency with
respect to securities clearing or persons using such securities-clearing service; and (vi) why the
proposed rule change would have no adverse effect on maintaining fair and orderly markets for
securities.

The Commission believes that the new “fair and orderly markets” provision directly
addresses the specific concerns raised by commenters, while preserving the core features of the
Commussion’s existing notice and cpmment rule filing process. In particular, this provision is
intended to respond to commenters’ observations that the pre-effective notice and comment
requirement of the Commission’s Section 19(b)(2) rule filing process may unnecessarily burden
existing non-securities markets. The new rule provision in Rule 19b-4(f)(4)(ii))(B)(1]) allows
Registered Clearing Agencies that are also DCOs to have rules that are necessary to maintain fair
and orderly markets and that have a significant effect on securities operations of the Registered
Clearing Agencies to take effect immediately upon filing, while the traditional notice and

comment period under the Exchange Act proceeds thereafter.
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The Commission believes the limited period of effectiveness while the notice and
comment period proceeds is justified in the specific circumstances contemplated by the Final
Rule given the nature of the issues raised by commenters and the subs.tantial protections that will
continue to exist under the Final Rule. In particular, the Dodd-Frank Act represents a significant
reform of the national market system for securities and the national system for the clearance and
settlement of securities transactions in which cooperation between the Commission and the
CFTC is explicitly contemplated. Moreover, the clearly established time periods and procedures
associated with the Commission’s notice and comment process should lead to a greater level of
assurance that rules enacted in this manner that will have significant direct or indirect effects on
the securities clearing activities of the clearing agency either immediately or in the future will be
given due consideration by the Commission with the benefit of views from outside parties.

The Commission does not intend or expect the new “fair and orderly markets” provision
to become, in practice, a common method for Registered Clearing Agencies to submit proposed
rule changes that affect their clearing operations with respect to products that are not securities,
including futures that are not securities futures, swaps that are not securities-based swaps or
mixed swaps, and forwards that are not security forwards, but which also affect their securities
clearing operations.”* The “necessary to maintain fair and orderly markets” language central to

the new provision is intended to be narrowly circumscribed, and will permit clearing agencies to

> One court that interpreted a “fair and orderly markets” standard appearing in another area

of the Exchange Act found the phrase to be an indication that relevant Commission
actions are to be evaluated primarily by reference to the Congressional purposes of the
Securities Act Amendments of 1975 involving the establishment of a national market
system for securities and a national system for the clearance and settlement of securities
transactions. See Ludlow Corp. v. SEC, 604 F.2d 704 (D.C. Cir. 1979) (discussing
origins and purposes of “fair and orderly markets™ provision in Section 12(f)(2) of the
Exchange Act).
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use the new provision for rule filings that may be necessary to respond promptly to major market
emergencies and other situations of significant importance to the functioning of markets for
products that are not securities. In instances when securities clearing operations are significantly
affected, but the proposed rule change is not necessary to maintain fair and orderly markets for
products that are not securities, including futures that are not security futures, swaps that are not
security-based swaps or mixed swaps, and forwards that are not security forwards, é Registered
Clearing Agency must file the proposed rule change pursuant to Section 19(b)(1) of the
Exchange Act for approval under Section 19(b)(2) without reliance on Rule 19b-

4@ ENB)ID.

Finally, the Commission notes that Section 19(b)(2) of the Exchange Act permits the
Commission to approve a proposed rule change on an accelerated basis if it finds good cause to
do so and publishes its reasons for so finding.”® The application of this provision will be
determined by the Commission on a case-by-case basis depending on the facts and circumstances
pertaining to the proposed rule change.

3. Conclusion

The Commission believes that permitting clearing agencies to submit proposed rule
changes that meet the two conditions in Rule 19b-4(f)(4)(ii) for immediate effectiveness upon
filing pursuant to Section 19(b)(3)(A) of the Exchange Act is consistent with the public interest
and thé purposes of the Exchange Act. In particular, this approach should help limit the potential
for delays by providing a streamlined filing process for rule changes that primarily affect the

clearing agency’s clearing operations with respect to products that are not securities, including

> See 15 U.S.C. 78s(b)(2)}CXiii) (“[t}he Commission may not approve a proposed rule

change earlier than 30 days after the date of publication under paragraph (1), unless the
Commission finds good cause for so doing and publishes the reason for the finding.”).
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futures that are not securities futures, swaps that are not securities-based swaps or mixed swaps,

and forwards that are not security forwards which, unless such clearing operations were linked to
securities clearing operations, would not be subject to regulation by the Commission. In
addition, the information provided to the Commission by a Registered Clearing Agency in a
filing submitted for review in accordance with Section 19(b)(2) of the Exchange Act is virtually
identical to the information required to be included in a filing made pursuant to Section
19(b)(3)(A). At the same time, the Final Rule will specifically require clearing agencies relying
on the new “fair and orderly markets™ provision to continue to submit to the Section 19(b)(2)
approval process while the rule change is in effect, and the Commission will retain the power to
temporarily suspend the Registered Clearing Agency’s rule change on a summary basis within
sixty days after the rule is filed under Section 19(b)(3)(A) if it appears to the Commission that

such action is necessary or appropriate in the public interest, for the protection of investors, or .

otherwise in furtherance of the purposes of the Exchange Act.*

B. Amendment to the General Instructions for Form 19b-4

To accommodate the amendment to Rule 19b-4 being adopted today, the Commission
also is making a corresponding technical modification to the General Instructions for Form 19b-4
under the Exchange Act. Specifically, thé Commission islamending Item 7(b) of the General
Instructions for Form 19b-4 (Information to be Included in the Completed Form), which requires
the respondent SRO to cite the statutory basis for filing a proposed rule chénge pursuant to
Section 19(b)(3)(A} in accordance with the existing provisions of Rule 19b-4(f). This

amendment revises Item 7(b)(iv) to include the option to file the form in accordance with Rule

36 15 U.S.C. 78s(b)(3)(C). If the Commission takes such action, it is then required to
institute proceedings to determine whether the proposed rule change should be approved
or disapproved.
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19b-4(f)(4)(ii), which provides for situations when a Registered Clearing Agency 1s effecting a
change in an existing service that (i} primarily affects the clearing operations of the clearing
agency with respect to products that are not securities, including futures that are not security
futures, swaps that are not security-based swaps or mixed swaps, and forwards that are not
security forwards and (i1) either (a) does not significantly affect any securities clearing
operations of the clearing agency or any rights or obligations of the clearing agency with respect
to securities clearing or persons using sﬁch securities-clearing service, or (b) does significantly
affect any securities clearing operations of the clearing agency or any rights or obligations of the
clearing agency with respect to securities clearing or persons using such secunties-clearing
service, but is necessary to maintain fair and orderly markets for products that are not securities,
including futures that are not security futures, swaps that are not security-based swaps or mixed
swaps, and forwards that are not securjty forwards. Additional language is also being added.to
specify that clearing agencies using the “fair and orderly markets” provision will also be subject
to the provisions of Section 19(b)(2) of the Exchange Act, in a manner equivalent to the process
now used by the Commission for filings that are summanily approved by the Commission under
Section 19(b)(3)(B) of the Exchange Act, and to specify the information clearing agencies must
include in order to demonstrate that a proposed rule change is “necessary to maintain fair and
orderly markets for products that are not securities, including fotures that are not security futures,
swaps that are not security-based swaps or mixed swaps, and forwards that are not security
forwards.”
III.  Paperwork Reduction Act

The Commission does not believe that the Final Rule contains any “collection of

information” requirements as defined by the Paperwork Reduction Act of 1995, as amended
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(“PRA™).”” The Final Rule affirms and further modifies recent amendments to Rule 19b-4 unde‘r .

the Exchange Act, such that the list of categories that qualify for effectiveness upon filing under
Section 19(b)(3)(A) of the Exchange Act include any matter effecting a change in an existing
service of a Registered Clearing Agency that: (i) primarily affects the clearing operations of the
clearing agency with respect to products that are not securities, including futures that are not
security futures, swaps that are not securities-based swaps or mixed swaps, and forwards that are
not security forwards; and (11) either (a) does not significantly affect any securities clearing
operations of the clearing agency or any rights or obligations of the clearing agency with respect
to securities clearing or persons using such securities-clearing service, or (b) does significantly
affect any securities clearing operations of the clearing agency or any rights or obligations of the
clearing agency with respect to securities clearing or persons using such securities-clearing

service, but is necessary to maintain fair and orderly markets for products that are not securities,

including futures that are not security futures, swaps that are not security-based swaps or mixed
swaps, and forwards that are not security forwards. In addition, a propdsed rule change filed by
a Registered Clearing Agency relying on the “fair and orderly markets” provision set forth in

new Rule 19b-4(f){4)(i1)(B}(11) would also be filed for approval pursuant to Section 19(b}(2) of

the Exchange Act.”® Lastly, the Final Rule also makes a corresponding technical modification to

57 44 1.S.C. 3501, et seq.

58 Accordingly, in most cases, a rule that is effective upon filing under Section 19(b)(3)(A)

that relies upon the “fair and orderly markets” provision of Rule 19b-4(f)(4)(1i)(B}(H)
shall be effective only until such time as the Commission enters an order, pursuant to
Section 19(b)}(2)(A) of the Exchange Act, to approve such proposed rule change or,
depending on the circumstances, until such time as the Commission summarily
temporarily suspends the rule change pursuant to Section 19(b)(3)(C) or, alternatively,
until such time as the Commission, at the conclusion of proceedings to determine whether
to approve or disapprove the proposed rule change, enters an order, pursuant to Section

19(b)(2)(B), approving or disapproving such proposed rule change. .
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the General Instructions for Form 19b-4 under the Exchange Act.

The Commission does not believe that these amendments would require any new or
additional collection of information, as such term is defined in the PRA. The PRA defines a
“collection of information™ as *the obtaining, causing to be obtained, soliciting or requiring the
disclosure_to third parties or the public, of facts or opinions by or for an agency, regardless of
form or format, calling for . . . answers to identical questions posed to, or identical reporting or
recordkeeping requirements imposed on, ten or more persons . . . 5% The Commission does not
believe that the reporting and recordkeeping provisions in thié Final Rule contain “collection of
information requirements” within the meaning of the PRA because fewer than ten persons are
expected to rely on Rule 19b-4(f)(4)(ii). At present, only four Registered Clearing Agencies
maintain a futures or swaps clearing business regulated by the CFTC.
1IV.  ‘Economic Analysis

A. Introduction

The Commission is sensitive to the economic effects of the amendments to Rule 19b-4,
including their costs and benefits. Section 23 (a)60 of the Exchange Act requires the Commission,
when making rules and regulations under the Exchange Act, to consider the impact a new rule
would have on competition. Section 23(a)(2) of the Exchange Act prohibits the Commission
from adopting any rule that would impose a burden on competition not necessary or appropriate
in furtherance of the purposes of the Exchange Act. Section 3(f) of the Exchange Act®! requires

the Commission, when engaging in rulemaking that requires it to consider whether an action is

59 44 U.S.C. 3502(3)(A).
60 15 U.8.C. 78w(a).
61 15 U.S.C. 78¢(f).
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necessary or appropriate in the public interest, to consider, in addition to the protection of .

investors, whether the action would promote efficiency, competition, and capital formation. We
have considered and discussed below the effects of the rules we are adopting today on efficiency,
competition, and clapital formation, as well as the.beneﬁts and costs associated with the
rulemaking.

As noted above, the Deemed Registered Provision, along with other general provisions
under Title VII of the Dodd-Frank Act, became effective on July 16, 201 l.. Accordingly, the
four Registered Clearing Agencies that currently maintain a futures, swaps, or forwards clearing
business regulated by the CFTC are generally required to file proposed rule chaﬁges with the
Commission under Section 19(b) of the Exchange Act, and to comply separately with the |
CFTC’s process for self-certification or direct approval of rules or rule amendments.** The

Commission is sensitive to the increased burdens these obligations will impose, and agrees that it .

is in the public interest to eliminate any potential inefficiencies and undue delays that could
result from the requirement that the Commission review changes to rules primarily affecting
clearing operations with respect to products that are not securities, including futures that are not
securities futures, swaps that are not securities swaps or mixed swaps, and forwards that are not
security forwards before these changes may be considered effective.

In connection with the Interim Final Rule, the Commission identified certain costs and
benefits of the amendments to Rule 19b-4 and Form 19b-4, and requested commenters to provide
views and supporting information regarding the costs and benefits associated with the proposals,
including estimates of these costs and benefits, as well as any costs and benefits not already

identified. Although the Commission did not receive any comments on the specific cost-benefit

62 These include OCC, CME, ICC, and ICE Clear Europe. .
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analysis conducted in connection with the Interim Final Rule, one commenter expressed a
general view questioning whether the Commission’s rulemaking in this area adequately respects
the jurisdictional boundaries established by Congress when it passed the Dodd-Frank Act, noting
that the requirement to file with the Commission for review in accordance with Section 19(b)(2)
proposed rule changes that primarily affect the futures and swaps operations of a clearing agency
registered with the Commission and the CFTC (“Dually-Registered Clearing Agency™) is an
unreasonable outcome under a costs-benefits analysis.% Specifically, this commenter argued
that the Commission should not impose a rule that subjects a proposed rule change to a “lengthy
public comment review process” in cases when the chénge relates to a matter that falls within the

“exclusive or primary jurisdiction” of another agency (i.e., the CFTC).** The commenter argued

that duplicative regulatory oversight 1s inherently unreasonable and imposes “tremendous” costs,
but did not adduce any empirical evidence to support its assertion.

The Commission disagrees with the commenter’s assertion that the rule will result in
unnecessarily duplicative regulatory oversight. The Exchange Act imposes upon the
Commission an independent statutory responsibility to oversee the operations of Registered
Clearihg Agencies as a whole, and not solely in regard to specific products.®® The Commission’s

role in reviewing rule filings ensures that the Commission has complete information regarding

63 See CME Letter.

64 Id. In its letter, CME also noted that it currently does not clear any security-based swaps

and 1s registered with the Commission solely by operation of the Deemed Registered
Provision (although it does have plans to offer clearing services for credit default swaps
that are security-based swaps in the near future). See also ICE Clear Europe Letter
(expressing the view that “rulemaking in furtherance of the purposes of the Dodd-Frank
Act should, as much as possible, (i) respect the jurisdictional boundaries delegated to the
CFTC and the Commission under that Act, and (it) pursue efficiency and reduce the costs
of rulemaking wherever possible™).

63 See 15 U.S.C. 78q-1(b); see also supra note 52.
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the overall scope of operations and financial condition of the clearing agency, so that the

Registered Clearing Agency’s ability to coptinue to provide clearing services for security futures,
security-based swaps, mixed swaps, security forwards, options on securities, and other securities
products in a manner consistent with the Exchange Act can be fully understood and placed in
proper context. Accordingly, the Commission believes that its continued review of rule filings
that primarily affect a Dually-Registered Clearing Agency’s operatibns ivolving futures that are
not securities futures, swaps that are not securities swaps or mixed swaps, forwards that are not
security forwards, and other non-securities products is a necessary and appropriate part of the
Commission’s statutory man'date.

With respecf to the commenter’s assertion concerning unnecessary additional costs, the
Commission observes that the Final Rule is not imposing an additional requirement to submit a

proposed rule change to the Commission. As previously noted, Section 19(b)(1) of the Exchange .

Act requires each SRO, including all Registered Clearing Agencies, to file with the Commission
copies of “any proposed rule or any proposed change in, addition to, or deletion from the rules of
such SRO” (emphasis added).®® On its face, this provision applies to all proposed rule changes
without regard to the extent to which the affected product is subject to the jurisdiction of another
agency. The changes made to Rule 19b-4 pursuant to the Interim Final Rule were intended to
utilize the Commissio'r_l’s statutory authority in Section 19%(b)(3}(A) of the Exchange Act to
provide relief to Dually-Registered Clearing Agencies and to avoid undue delays that could
result from the requirement that the Commission review proposed rule changes primarily
concerning a clearing agency’s non-security futures clearing operations before they may be

considered effective. This Final Rule is intended to affirm and expand this relief to changes to

66 See supra note 3.
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rules primarily concerning a clearing agency’s clearing operations with respect to rswaps that are
not securities-based swaps or mixed swaps, forwards that are not security forwards, and other
non-securities products. The underlying obligation to file proposed rule changes arises entirgﬂy
from Section 19(b)(1) of the Exchange Act and not from any action taken by the Commission
pursuant to the Interim Final Rule or this Final Rule.

Accordingly, and for the reasons discussed below, the Commission believes that its
analysis of the benefits and costs of the amendments to Rule 19b-4 and the General Instructions
for Form 19b-4, as set forth in fhe Interim Final Rule and described herein, arel appropriate.
Further, the Commission believes that any imf)act on competition would be neutral, as all
Registered Clearing Agencies may avail themselves of the Final Rule if the circumstances meet
the requirements of the Final Rule. Also, this rule does not increase barriers for new clearing
agencies to enter the clearing markets, and implementation of the Final Rule will not favor larger
entities over smaller ones, and hence the impact on competition is negligible. Finally, the
Commission does not believe that the Final Rule contributes towards the promotion of capital
formation of Registered Clearing Agencies in any appreciable manner.

The Commission discusses below a number of the costs and benefits that will attend the
Final Rule. Many of these costs and benefits are difficult to quantify with any degree of
certainty, particularly as it is difficult to predict the number of rule filings that will qualify for
approval pursuant to Section 19(b)(3)(A) under the Final Rule. Thus, while much of the
discussion is qualitative in nature, the Commission attempts to quantify certain burdens, when
possible. The Comrmission believes that the changes brought about by the Final Rule—which
will require Registered Clearing Agencies to file under Section 19(b)(1) both for Section

19(b)(2) approval and for Section 19(b)(3}(A) approval only in the rare situations in which the




“fair and orderly markets” provision is invoked—will lead to only a negligible increase in the

costs associated with filing proposed rule changes. The Commission further believes that these
additional costs are justified by the efficiency gains that will result. from the Final Rule’s
broadening of the types of rule changes that may become effective upon filing.

B. Justification for the Final Rule

The Final Rule is intended to improve regulatory processes. Allowing proposed rule
changes that (i) primarily affect the clearing of products that are not securities, including futures
that are not security futures, swaps that are not security-based swaps or mixed swaps, and
forwards that are not security forwards; and (ii) do not significantly affect any securities clearing
operations of the clearing agency or any rights or obligations of the clearing agency with respect
to securities clearing or persons using such securities-clearing service, to be filed under Section
19(b)(3)(A) would further streamline rule filing procedures and reduce the potential for
duplicative or inconsistent regulation affecting Registered Clearing Agencies. With regard to the .
addition of the “fair and orderly markets” provision and its attendant rule filing requirements,
clearing agencies and the markets potentially benefit from the expedited effectiveness of the rule
change, while a meaningful notice and comment process is preserved without the disruption of a
summary suspension of the rule.

C. Affected Parties

As indicated 1n the PRA section above, the Final Rule will affect four Registered
Clearing Agencies.

D. Baseline

The Interim Final Rule serves as the appropriate baseline for purposes of this analysis.

Under the Interim Final Rule, the four Dually-Registered Ciean'ng Agencies may file a proposed .
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rule change and request that it become effective immediately upon filing if the rule change (i)
primarily affects the futures clearing operations of the clearing agency with respectl to futures
that are not security futures and (i1) does not significantly affect any securities clearing
operations of the clearing agency or any rights or obligations of the clearing agency with respect
to securities clearing or persons using such securities-clearing service. Registered Clearing
Agencies seeking approval for proposed rule changes involving the clearing of other products
that are not securities, including swaps that are not security-based swaps or mixed swaps, and
forwards that are not security forwards, providing the changes are not eligible for immediate
effectiveness under Section 19(b)(3)(A) pursuant to one of the other eligibility categories, must
do so pursuant to Section 19(b)(2), which requires a pre-effective notice and comment period, as
well as formal Commission approval. Thus, in the ordinary case, Dually-Registered Clearing
Agencies currently may not implement proposed rule changes with respect to certain products
that are not securities, including swaps that are not security-based swaps or mixed swaps, and
forwards that are not security forwards until the Commission: (1) issues a notice of the proposed
rule change for a period of time within which the public can comment; (i1) reviews and considers
comments received regarding the proposed rule change, if any; and (i11) 1ssues an order
approving the proposed rule change. This review process ordinarily takes anywhere from forty-
five to sixty calendar days after the Commaission receives the proposed rule change from the

clearing agency.?’

67 The Commission has fifteen calendar days from the date of receipt of the proposed rule

change to deliver notice of the proposed rule change for publication in the Federal
Register, providing the clearing agency posted the notice of the proposed rule change,
together with the substantive terms of the proposed change, that it delivered to the
Commission on its website within two days of sending it to the Commission. 15 U.S.C.
78s(b)}(2)(E). The Commission may not approve a proposed rule change until the
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Since the Interim Final Rule took effect on July 15, 2011, Dually-Registered Clearing

Agencies have utilized it on nine occasions to obtain immediate effectiveness for proposed rule
changes that would not otherwise have been eligible to become effective upon filing.* An
examination of II:aroposed rule filings made during the 2012 calendar year, however, indicates the
number of proposed rule changes eligible for immediate effectiveness under Section 19(b}(3)(A)
would have more than doubled had the changes contemplated by the Final Rule'been in place.
Specifically, between January 1 and October 1, 2012, the Commission received 75 rule filings

from Dually-Registered Clearing Agencies, 52 of which were not already eligible for immediate

effectiveness under Section 19(b)(3}(A). Of these 52, the Commission believes that 23
additional filings, or approximately 44%, likely would have been eligible for filing under Rule

19b-4(f)(4)(ii) had the Final Rule been in effect.”

The Commission believes that requiring the Dually-Registered Clearing Agencies to seek .

thirtieth day afier publication of the notice in the Federal Register and is required to
approve, disapprove, or institute proceedings to determine whether to approve or
disapprove a proposed rule change within forty-five days after publication of the notice in
the Federal Register. See 15 U.S.C. 78s(b)(2)(C)(iii), (b)(2)(A).

68 See Exchange Act Release No. 64832 (July 7, 2011), 76 FR 41056 (July 13, 2011).

6 The Chicago Mercantile Exchange, Inc. filed seven of these proposed rule changes, while

The Options Clearing Corporation and ICE Clear Credit LLC each filed one. All of these
rule filings were made pursuant to Rule 19b-4(f)(4)(ii), which allows a proposed rule
change to take effect upon filing if it primarily affects the clearing agency’s futures
clearing operations with respect to futures that are not securities futures and does not
have a significant effect upon the clearing agency’s securities clearing operations.

. See, ¢.g., Notice of Filing and Order Granting Accelerated Approval of Proposed Rule

Change to Amend Certain Aspects of the Performance Bond Regime Applicable to

Cleared Only OTC FX Swaps, Exchange Act Release No. 66354 (Feb. 8, 2012), 77FR ~ ~
8318 (Feb. 14, 2012) (SR-CME-2012-03); Notice of Filing and Order Granting

Accelerated Approval of Proposed Rule Change Regarding Acceptance of Additional
Interest Rate Swaps and Related Interbank Rates for Clearing, Exchange Act Release No.
66786 (Apr. 11, 2012), 77 FR 22825 (Apr. 17, 2012) (SR-CME-2012-10).
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approval under Section 19(b)(2) for the 23 proposed rule changes described above created
inefficiencies and unnecessary delay because the Interim Final Rule did not permit these
proposed rule changes—which primarily affected the Dually-Registered Clearing Agencies’
handling of non-security products, and had no significant effect on securities clearing operations
or any related rights or obligations—to be filed for immediate effectiveness. As noted, the
Section 19(b)(2) process requires the Commission to solicit public comments, review them, and
issue an order approving or denying the rule change, a process that can take between 45 and 60
days, and possibly longer. This engenders a substantial degree of timing uncertainty for clearing
agencies, as they must await the Commission’s approval order before they can implement the
proposed changes. This uncertainty, in turn, raises the transaction costs associated with
implementing rule changes. The Commission believes this delay and the associated increase in
transactional costs to be unnecessary because these rule changes are similar to the futures-related
rule changes that presently qualify for immediate effectiveness under the Interim Final Rule.

E. Benefits and Costs and Consideration of the Final Rule’s Effects on
Efficiency, Competition, and Capital Formation

1. Benefits
Rule 19b-4(1)}(4)(ii), as amended by this Final Rule, will streamline the rule filing process

by permitting Registered Clearing Agencies to utilize Section 19(b}(3)(A) for proposed rule
changes that primarily affect the clearing operations of the clearing agency with respect to
products that are not securities, including futures that are not security futures, swaps that are not
security-based swaps or mixed swaps, and forwards that are not security forwards, and either do
not significantly affect any securitics clearing operations of the clearing agency or any rights or
obligations of the clearing agency with respect to securities clearing or persons using such

securities-clearing service, or do significantly affect any securities clearing operations of the

33




clearing agency or any rights or obligations of the clearing agency with respect to securities
clearing or persons using such securities-clearing service, but are necessary to maintain fair and
orderly markets for products that are not securities, including futures that are not security futures,
swaps that are not security-based swaps or mixed swaps, and forwards that are not security
forwards. As such rule changes will become effective upon filing, the Final Rule shouid
climinate any potential inefficiencies and undue delays that could result from the requirement
that the Commission review these proposed rule changes before they take effect. At the same
time, the Commission retains the power to temporarily suspend these rule changes sumrﬁarily
within sixty days of their filing if it appears to the Commission that taking such action 1s
necessary or appropriate in the public interest, for the protection of investors, or otherwise in
furtherance of the purposes of the Exchange Act.”!

As a result, the Commission is providing Registered Clearing Agencies with the ability to
make these proposed rule changes effective upon filing, thereby limiting poténtial delays in
implementing changes to the clearing agencies’ clearingl operations with respect to products that
are not securities that may be beneficial to both the clearing agencies and market participants.

As the figures cited in the preceding section indicate, the number of proposed rule changes that
could become effective upon filing may increase under the Final Rule. This, in turn, should
enhance the efficiency of the filing process for affected clearing agencies, without. impairing the
Commission’s ability to review the filings and to determine whether it would be necessary or
appropriate in the public interest, for the protection of investors, or otherwise 1n furtherance of

the purposes of the Exchange Act, to conduct a more thorough analysis of any issues the filings

7 15 U.S.C. 78s(b)(3)(C). If the Commission takes such action, it is then required to
institute proceedings to determine whether the proposed rule change should be approved
or disapproved.
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may present. As noted, these amendments to Rule 19b-4 and the General Instructions for Form
19b-4 by the Commission are intended to streamline the rule filing process in areas involving
certain activities concerning products that are not securities that may be subject to duplicative or
inconsistent regulation as a result of, in part, certain provisions under Section 763(b) of the
Dodd-Frank Act. The Commission recognizes the importance of the proper allocation of
regulatory resources and will monitor and evaluate the implementation and effects of these rule
changes.

2. Costs

As noted above, the Final Rule will expand the list of categories that qualify for
effectiveness upon filing under Section 19(b)(3)(A) of the Exchange Act. These amendments
will not materially increase or decrease the costs of complying with Rule 19b-4, nor will they
modify an SRO’s obligation to submit a proposed I'l:lle change to the Commission. Rather, the
amendments will change the statutory basis under which a rule change is filed. This 1s because
the costs associated with the 19(b)(3)(A) filing would approximately be the same as the 19(b)(2)
filing, and, because of the nature of the occasion in which such a filing would be applicable, only
under rare circumstances would a clearing agency file under the “fair and orderly markets”
provision,

A proposed rule change filed by a Registered Clearing Agency relying on the “fair and
orderly markets” provision set forth in Rule 19b-4(f)(4)(i1)(B)(II) wm_Jld be subject to the
procedures of both Section 19(b)(2) and Section 19(b}(3)(A} of the Exchange Act. Accordingly,
in most cases, the proposed rule change shall be effective until such time as the Commission
enters an order, pursuant to Section 19(b}(2)(A) of the Exchange Act, to approve such proposed

rule change or, depending on the circumstances, until such time as the Commission summarily
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temporarily suspends the rule change pursuant to Section 19(b)(3)(C) or, alternatively, until such .

time as the Commission, at the conclusion of proceedings to determine whether to approve or
disapprove the proposed rule change, enters an order, pursuant to Section 19(b)(2)(B), approving
or disapproving such proposed rule change.

This new requirement applicable to Rule 19b-4(f)(4)(ii)}(B)(IL), which is in addition to the
requirements that the Commission considered in connection with the cost-benefit analysis
contained in the Interim Final Rule, would impose only a minimal additional burden on
Registered Clearing Agencies that rely on the “fair and orderly markets” provision: Although a
clearing agency seeking to use this provision would be required to make a separate filing under
Section ]9(b)(5)(A) in addition to the Section 19(b)(2) filing that is currently required, the
information contained in both filings is virtually identical. Moreover, the Commission bélieves
that clearing agencies will use the “fair and orderly markets” provision only on rare occasions, .
and thus the additional costs of making a Section 19(b)(3)}(A) filing will seldom be incurred.

The Commission concludes that tﬁe incremental costs associated with the Final Rule are

negligible.”

& The time required to complete a filing varies significantly and is difficult to separate from

the time an SRO spends internally developing the proposed rule change. Accordingly, it
is difficult to assess the impact of the Final Rule in terms of the additional amount of time
SROs will have to devote to filing proposed rule changes. The Commission believes,
however, that the Final Rule would have only a negligible effect in this regard. The
Commission has estimated that 34 hours is the amount of time that would be required to
complete an average proposed rule change filing, and 129 hours is the amount of time
required to complete a novel or complex proposed rule change filing. Since the
information contained in a Section 19(b)(2) filing is virtually identical to the information
required if the same filing were made under Section 19(b)(3)(A), the Commission
believes that the 34 hour figure remains an appropriate estimate of the time it would take
an SRO to prepare a proposed rule change for filing pursuant to the broadened scope of
Section 19(b)(3)(A). Moreover, as the information contained in the Section 19(b}(2)
filing that will be required under the “fair and orderly markets” provision is also virtually
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The Commission believes that the changes embodied in the Final Rule will not impair 1ts
ability to protect investors. Although the Final Rule will expand the types of proposed rule
changes eligible to become effective upon filing, such rule changes remain subject to public
comment after they take effect. Furthermore, the Commission summarily may temporarily
suspend such rule changes within sixty days of filing if it appears to the Commission that such
action is necessary or appropriate in the public interest, for the protection of investors, or
otherwise in furtherance of the purposes of the Exchange Act.”? Given these safeguards, the
Commission perceives only minimal, if any, new risks to investors stemming from the Final
Rule.

3. Effects on Competition

The Commission has also considered whether the Final Rule will have an appreciable
effect on competition vis-a-vis the Interim Final Rule. Currently, the market for clearing
services is segmented by financial instrument, and clearing agencies often specialize in particular
instruments. As such, some market segments may tend to sustain natural monopolies, despite the
existence of competitors that could potentially enter those segments.”* For example, following a
period of consolidation facilitated by Section 17(A) of the Exchange Act, bnly one clearing
agency processes equities listed in the United States, and only one clearing agency handles

exchange traded options. At the same time, there arc three clearing agencies that clear swaps and

identical to the information contained in the Section 19(b)(3)(A) filing that is currently
required, the Commission believes that the time estimates for a rule filing of average
complexity and one involving novel issues remain unchanged at 34 and 129 hours,
respectively, under all scenarios of the Final Rule.

7 15 U.S.C. 78s(b)(3)(C).

™ A natural monopoly exists when a single provider is more efficient than multiple

providers because economies of scale allow the single provider to have lower average
costs. '
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security-based swaps. Although two of these clearing agencies are affiliated, they do not .
compete with each other; one serves the rﬁarket in the United States, and the other serves the
European market. Further, the affiliate serving the market in the United States has a dominant
market share, though the Commission believes this may be subject to change as a result of
competition from other clearing agencies.

The Commission believes that the impact of the Final Rule on competition would be
neutral, as the Final Rule would apply equally to similarly-situated Registered Clearing
Agencies. As noted in the PRA section of this Release, the Final Rule will affect only the four
Dually-Registered Clearing Agencies. Every Dually-Registered Clearing Agency that clears any
of the products described in the Final Rule may avail itself of the Final Rul;a’s benefits if the
circumstances warrant, and may avail itself of the “fair and orderly markets” provision if the

proposed rule change also meets those qualifications, namely that the proposed rule change is .

necessary to maintain fair and orderly markets for futures that are not security futures, swaps that
are not security-based swaps or mixed swaps, or forward contracts that are not security forwards.
Further, the Final Rule does not increase barriers for clearing agencies to enter this market, and
its implementation will not favor larger entities over smaller ones. The Final Rule’s impact on
competition is therefore negligible.

F. Alternatives Considered

The Commission considered CME’s proposal that the Commission require only proposed
rule changes relating directly to security-based swap clearing activities to be subject to the
Commission’s review in accordance with Section 19(b)(2). Specifically, CME posited that (i)
the Commission should defer to the CFTC’s rule filing processes with respect to proposed

changes involving broad rules of general applicability as to clearing operations that would have l
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only a peripheral impact on security-based swap clearing, and (ii) the Commission would still
have the authority to abrogate rule changes by a clearing agency that do not meet the
requirements of the Exchange Act.”” The Commission believes that, while this approach would
increase efficiency for some Registered Clearing Agencies, it would undermine the
Commission’s ability to carry out its statutory obli gations under Section 19(b) and the Exchange
Act, as discussed in Section IV.A., above. For example, in June 2012, CME implemented a rule
change that altered the amount of CME’s capital contribution to its financial safeguards package
in connection with losses arising from products other than credit default swaps and interest rate
swaps.”® This amount would be applied to such losses before any amounts are applied from
CME’s Base Guaranty Fund. Although not directly applicable to products under the
Comumission’s jurisdiction, the proposed rule change affects the operations and financial stability
of the clearing agency. In another example, ICE Clear Credit LLC implemented a rule change in
2012 that permitted its participants to use US Treasuries to satisfy the initial margin-related

liquidity requirements for ail client-related positions cleared in a clearing participant’s customer

account,’’ representing a rule of general applicability that, pursuant to CME’s alternative
approach, may not have been subject to Commission review. As the Commission is tasked with
ensuring that a clearing agency’s rules are designed, among other things, to assure the

safeguarding of securities and funds, the Interim Final Rule required, and the Final Rule

. continues to require, that proposed rule changes of general applicability be subject to the

s See CME Letter.

76 Securities Exchange Act Rel. No. 67232 (June 21, 2012), 77 FR 38350 (June 27, 2012)
(SR-CME-2012-24).

7 Securities Exchange Act Rel. No. 66825 (Apr. 18, 2012), 77 FR 24546 (Apr. 24, 2012)
(SR-ICC-2012-01).
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Commission’s pre-effective notice and comment process of, if such proposed rule change is filed
pursuant to the fair and orderly markets provision in Rule 19b-4(f)(4)(1i)}(B), notice and comment
after the change is temporarily effective under Section 19(b)(3)(A).
V. Regulatory Flexibility Certification

* The Regulatory Flexibility Act (“RFA”)F"8 requires the Commission, in promulgating
rules, to consider the impact of those rules on small entities. The Commission certified in the
Interim Final Rule release, pursuant to Section 605(b) of the RFA,” that the rule would not héve
a significant impact on a substantial number of small entities. The Commission received no
comments on this certification.

For the purposes of Commission rulemaking in connection with the RFA, a small entity
includes a clearing agency that: (i) compared, cleared, and settled less than $500 million in
securities transactions during the preceding fiscal year; (ii) had less than $200 million of funds '
and securities in its custody or control at all times during the precediﬁg fiscal year (or at any time
that it has been in business, if shorter) and (iii) is not affiliated with any person (other than a
natural person) that is not a small business or small organization.80 Under the standards adopted
by the Small Business Administration, small entities in the finance industry include the
following: (i) for entities engaged in investment banking, securities dealing and securities
brokerage activities, entities with $6.5 million or less in annual receipts; (ii) for entities engaged

in trust, fiduciary and custody activities, entities with $6.5 million or less in annual receipts; and

5U.S.C.601 etseq.
P See5U.S.C. 605(b).
% 17 CFR 240.0-10(d).
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(iii) funds, trusts and other financial vehicles with $6.5 million or less in annual receipts.”’

The amendments to Rule 19b-4 and to the General Instructions for Form 19b-4 apply to
all Registered Clearing Agencies. There are currently seven clearing agencies with active
operations registered with the Commission. Of the seven Registered Clearing Agencies with
active operations, four currently maintain a futures or swaps clearing business. Based on the
Commission’s existing information about these four Registered Clearing Agencies, as well as on
the entities likely to register with the Commission in the future, the Commission believes that
such entities will not be small entities, but rather part of large business entities that exceed the
thresholds defining “small entities™ set out above.

For the reasons stated above, the Commission certifies that the amendments to Rule 19b-
4 and to the General Instructions for Form 19b-4 would not have a significant economic impact
on a substantial number of small entities for the purposes of the RFA.

VI. Statutory Basis and Text of Amendments

Pursuant to the Exchange Act, and particularly Section 19(b) thereof, 15 U.S.C. 78s(b),

the Comimission amends Rule 19b-4 as set forth below.

List of Subjects in 17 CFR Parts 240 and 249

Brokers, Reporting and recordkeeping requirements, Securities.
Text of Rule

In accordance with the foregoing, Title 17, chapter 11 of the Code of Federal Regulations
is amended as follows:

PART 240—GENERAL RULES AND REGULATIONS, SECURITIES EXCHANGE
ACT OF 1934

i 13 CFR 121.201, Sector 52.
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1. The general authority citation for part 240 continues to read as follows:
Authority: 15 U.S.C. 77¢, 77d, 77g, 77}, 17s, 772-2, 772-3, T7eee, T7ggg, 7Tnnn, 77sss, 77itt,
78c, 78¢c-3, 78c¢-5, 78d, 78e, 78f, 78g, 781, 78;, 78j-1, 78k, 78k-1, 781, 78m, 78n, 78n-1, 780, 780-
4, 78p, 78q, 78q-1, 78s, 78u-5, 78w, 78x, 7811, 78mm, 80a-20, 80a-23, 80a-29, 80a-37, 80b-3,
80b-4, 80b-1 i, and 7201 et seq.; 12 U.S.C. 5221(e)(3), 15 U.S.C. 8302, and 18 U.S.C. 1350, ,

unless otherwise noted.

2. Revise § 240.19b-4(f)(4)(i1) to read as follows:

§ 240.19b-4 Filings with respect to proposed rule changes by self-regulatory organizations.

* * * % %

(f) * * *

(4) * * #

(i1)(A) Primarily affects the clearing operations of the clearing agéncy with respect to
products that are not securities, includiﬁg futures that are not security futures, swaps that are not
security-based swaps or mixed swaps, and forwards that are not security forwards; and

(B)  Either

(H Does not significantly affect any securities clearing operations of the clearing
agency or any rights or obligations of the clearing agency with respect to securities clearing or
persons using such securities-clearing service, or

(2) Does significantly affect any securities clearing operatioﬁs of the clearing agency
or the rights or obligations of the clearing agency with respect to securities clearing or persons
using such securities-clearing service, but is necessary to maintain fair and orderly markets for

products that are not securities, including futures that are not security futures, swaps that are not
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sccurity-based swaps or mixed swaps, and forwards that are not security forwards. Proposed rule
changes filed pursuant to this subparagraph IT must also be filed in accordance with the
procedures of Section 19(b)(1) for approval pursuant to Section 19(b)(2) and the regulations
thereunder within fifteen days of being filed under Section 19(b)(3)(A).
* #* * * *

PART 249 - FORMS, SECURITIES EXCHANGE ACT OF 1934

4. The general authority citation for.part 249 continues to read in part as follows:

Authority: 15U.S.C. 78a et seq. and 7201 et seq.; and 18 U.S.C. 1350, unless otherwise

noted.

% * * % *
5. Form 19b-4 (referenced in §249.819) is amended by revising Item 7(b)(iv) of the
General Instructions for Form 19b-4 as set forth in the attached Appendix A.

Note: The following Appendix A will not appear in the Code of Federal Regulations.

Elizabeth M, Murphy
Secretary

By the Commission.

Dated: April 3, 2013

\\\\\\\\\\
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APPENDIX A

GENERAL INSTRUCTIONS FOR FORM 19b-4

& & & * *

Information to be Included in the Completed Form (“Form 19b-4 Information”)

* * ® * #

7. Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for
Accelerated Effectiveness Pursuant to Section 19(b)(2) or Section 19(b)(7)}(D)

% % A % *

(b) * * *

(iv)  Effects a change in an existing service of a registered clearing agency that either
(A)(1) does not adversely affect the safeguarding of securities or funds in the custody or control
of the clearing agency or for which it is responsible and (2) does not significantly affect the
respective rights or obligations of the clearing agency or persons using the service or (B)(1)
primarily affects the clearing operations of the clearing agency with respect to products that are
not securities, including futures that are not security futures, swaps that are not security-based
swaps or mixed swaps, and forwards that are not security forwards and (2) either (a) does not
significantly affect any securitics clearing operations of the clearing agency or any rights or
obligations of the clearing agency with respect to securities clearing or persons using such

securi_ties—éle_aﬁng service, or (b) does significantly affect any securities clearing operations of

o . ) N
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the ¢learing agency ‘or the rights or obligations of the clearing agency with respect to securities
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swaps that are not securities-based swaps or mixed sWaps, and forwards that are not security
forwards, and set forth the basis on which such designation is made, including, in the case of the
fair and orderly markets provision, the following: (i) why the proposed rule change is necessary .
to maintain fair and orderly markets for products that are not securities, including futures that are
not security futures, swaps that are not security-based swaps or mixed swaps, and forwards that
are not security forwards; (ii) why the proposed rule chémge cannot achieve this goal unless it
takes- effect immediately; (iii) the nature and the extent of the effect upon the relevant markets if
the proposed rule change were not implemented immediately; (iv) whether the proposed rule
change is temporary or permanent; (v) how the proposed rule change significantly affects any
securities clearing operations of the clearing agency or any rights or obligations of the clearing
agency with respect to securities clearing or persons using such securities-clearing service; and
(vi} why the proposed rule change would have no adverse effect on maintaining fair and orderly
markets for securities.

(C) * E *

NOTE. The Commission has the power under Section 19(b)(3)(C) of the Act summarily
to temporarily suspend within sixty days of its filing any proposed rule change which has taken
effect upon filing pursuant to Section 19(b)(3)(A) of the Act or was put into effect summarily by
the Commission pursuant to Section 19(b)(3)(B) of the Act. In exercising its summary power’
under Section 19(b)(3)(B), the Commission is required to make one of the findings described
above but may not have a full opportunity to make a determination that the proposed rule change
otherwise is consistent with the requirements of the Act and the rules and regulations thereunder.
The Commission will generally exercise its summary power under Section 19(b)(3)(B) on

condition that the proposed rule change to be declared effective summarily shall also be subject
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to the filing procedures of Section 19(b)(1) of the Act, for approval pursuant to Section 19(b)(2). .
Accordingly, in most cases, a summary order under Section 19(b)(3)(B) shall be effective until
such time as the Commission enters an order, pursuant to Section 19(b)(2)(A) of the Exchange
Act, to approve such proposed rule change or, depending on the circumstances, until such time as
the Commission summarily temporarily suspends the rule change pursuant to Section ,
19(b)(3)(C) or, alternatively, until such time as the Commission, at the conclusion of proceedings
to determine whether to approve or disapprove the proposed rule change, enters an order,

pursuant to Section 19(b)(ZX(B), approving or disapproving such proposed rule change.

Similarly, the Commission requires that any proposed rule change which has taken effect upon

filing pursuant to paragraph (B)(1I) of Rule 19b-4(f)(4)(ii) shall also be subject to the filing

procedures of Section 19(b)}(1) of the Act, for approval pursuant to Section 19(b)(2) of the Act.

Accordingly, such rule change shall be effective until such time as the Commission enters an - .
order, pursuant to Section 19(b)(2)(A) of the Exchange Act, to approve such proposed rule

change or, depending on the circumstances, until such timé as the Commission summarily

temporarily suspends the rule change pursuant to Section 19(b)(3)(C) or, alternatively, until such

time as the Commission, at the conclusion of proceedings to determine whether to approve or

disapprove the proposed rule change, enters an order, pursuant to Section 19(b)(2)(B), approving

or disapproving such proposed rule change.
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SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-69281)

April 3,2013

Order Temporarily Exempting Certain Brokef-Dealers from the Recordkeeping,
Reporting, and Monitoring Requirements of Rule 13h-1 under the Securities Exchange Act
of 1934

On July 27, 2011, the Securities and Exchange Commission (“Commission™) adopted
Rule 13h-1 under the Securities Exchange Act of 1934 (“Exchange Act”) concerning large trader
_reporting to assist the Commission in both identifying, and obtaining trade information for,
market participants that conduct a substantial amount of trading activity, as measured b)} volume
or market value, in U.S. securities (such persons are referred to as “large traders”).’

In addition to requiring large traders to register with the Commission by filing and
periodically updating Form 13H, Rule 13h-1 requires certain broker-dealel;s to, among other
things, maintain specified records of transactions that they effect, directly-o_r indirectly, for large
traders, and to fepoﬂ to the Commission, upon requést of the Commissioﬁ, such records in
electronic format.

‘Initially, the compliance date for the broker-dealer recordkeeping and reporting

requirements of Rule 13h-1(d) and (e), respectively, as well as the requirement under Rule 13h-

- 1(f) for broker-dealers to monitor their customers’ accounts for activity that may trigger the large

trader identification requirements of Rule 13h-1, was April 30, 2012. The Financial Information

See Securities Exchange Act Release No. 64976 (July 27, 2011), 76 FR 46960 (Aug. 3,
2011) (“Rule 13h-1 Adopting Release™). The effective date of Rule 13h-1 was October
3,2011.
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Forum (“FIF”)? and the Securities Industry and Financial Markets Association (“SIFMA.”)3
previously requested that the Commission grant certain substantive relief and temporarily
exempt registered broker-dealers from the recordkeeping, reporting, and monitoring
requirements of the Rule to provide them with additional time to comply.*

* Pursuant to Exchange Act Section i3(h)(6) and Rule 13h-1(g) thereunder,” the
Commission, by order, may exempt from the provisions of Rule 13h-1, upon specified terms and
conditions or for stated periods, any person-or class of persons or any t.ransaction or class of
transactions from the provisions of Rule 13h-1 to the extent that such exemption is consistent
with the purposes of the Exchange Act.

In response to FIF's and SIFMA’s 1;equests, the Commission temporarily exempted
broker-dealers from the recordkeeping, reporting, and monitoring requirements, thereby -
~ establishing a two-phased approach to implementation_6 In the first phase, the Commission
provided a temporary exemption to extend the compliance date from April 30, 2012 to
November 30, 2012 for the broker-dealer recordkeeping and reporting requirements of Rule 13h-

1 with respect to a clearing broker-dealer for a large trader where the large trader: (1)is a U.S.-

See Letter from Manisha Kimmel, Executive Director, Financial Information Forum, to
Robert Cook, Director, and David Shillman, Associate Director, Division of Trading and
Markets, Commission, dated January 25, 2012 (“FIF Letter”), available at:
http://www.sec.gov/comments/s7-10-10/s71010.shtm}.

See Letter from Ann L. Vicek, Managing Director and Associate General Counsel,
SIFMA, to David S. Shillman, Associate Director, Division, Commission, dated March
29, 2012, available at: http:/www.sec. gov/comments/s7-10-10/571010.shtml.

4 See Securities Exchange Act Release No. 66839 (April 20, 2012), 77 FR 25007 (April
© 26, 2012) (“April Exemptive Order”).

i See 15 U.S.C. 78m(h)(6) and 17 CFR 240.13h-1(g), respectwely

The April Exemptive Order also provided an exemption for certain transactions from the
definition of the term “transaction” provided in Rule 13h-1(a)(6) for the purpose of
determining whether a person is a large trader. See April Exemptive Order, supra note 4.
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registered broker-dealer,’ or (2) trades tﬁrough a sponsored access arrangement® (“Phase One™).
In the second phase, which concerned the remaining portions of the rule, the Commission
provided a temporary exemptiqn to extend the compliance date for the additional broker-dealer
recordkeeping, reporting, and monitoring requirements of Rule 13h-1 from April 30, 2012, to
May 1, 2013 (“Phase Two”).

With Phase One fully implemented, the Commission now is focusing its attention on
FIF’s and SIFMA’s relief requests concerning Phase Two. On February 13, 2013, SIFMA
submitted a supplemental letter that outlined its members’ experience in implementing Phase
One and also }I)rovided additional detail on implementation issues relating to the Phase Two
deadline.” Because many of the issues presented in Phase One also are implicated in the Phase
Two relief request, such as the issues concerning average price account processing and the -
transmiséion of execution time informgtion on disaggregated trades, the Commission cutrently is
considering the industry’s experience with Phase One implementation in evaluating the requests

for relief concerning Phase Two.

! The reportable activity would include proprietary trading by a large trader broker-dealer
where the large trader is trading for its own account.

8 A “sponsored access arrangement” in this context refers to an arrangement in which a
broker-dealer permits a large trader customer to enter orders directly to a trading center
where such orders are not processed through the broker-dealer’s own trading system
(other than any risk management controls established for purposes of compliance with
Rule 15¢3-5 under the Exchange Act) and where the orders are routed directly to a
trading center, in some cases supported by a service bureau or other third party
technology provider. See Securities Exchange Act Release No. 63241 {(November 3,
2010), 75 FR 69792 (November 15, 2010) (87-03-10).

9 See Letter from Theodore Lazo, Managing Director and Associate General Counsel,
SIFMA, to David S. Shillman, Associate Director, Division, Commission, dated February
13,2013, available at: http://www.sec.gov/comments/s?-] 0-10/s71010.shtml.
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. The Commission believes that it is apprbpriate and consistent with the purposes of the
Exchange Act to provide a temporarj,-/ exemption from the Phase Two broker-dealer
recordkeeping, reporting, and monitoring requirements of Rule 13h-1 to further extend the
compliance date for Phase Two. This temporary exemption from the Rule’s requirements should
provide the Commission with the necessary time to complete its review of the implementation
issues raised by FIF and SIFMA, assess the appropriateness of the requested exemptive relief,
announce its response thereto, and allow broker-dealers time to develop, test, and implement any
necessary systems changes once the Commission’s review is complete.

Accordingly, the Commission is providing a temporary exemption to extend the

‘compliance date to November 1, 2013, solely for the Phase Two brokeér-dealer recordkeeping,

reporting, and monitoring requirements of Rule 13h—1 10

. IT IS HEREBY ORDERED, pursuant to Exchange Act Section 13(h)(6) and Rule 13h-
1(g) thereunder, that broker-dealers subject to the recordkeeping, reporting, and monitoring
requirements of Rﬁle 13h-1 (other than clearing broker-dealers for a.large trader that either (1) is
a U.S.—registered broker-dealer, or (2} trades through a sponsored access arrangement) are
temporaﬁly exempted from those requirements until November 1, 2013.

By the Commission.

Elizabeth M. Murphy
Secretary

10 The effective date for Rule 13h-1 remains October 3, 2011. The compliance date for the

. requirement on large traders to identify to the Commission pursuant to Rule 13h-1(b) was
December 1, 2011. The compliance date for Phase One was November 30, 2012.
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 69288 / April 3,2013

ADMINISTRATIVE PROCEEDING
File No. 3-13847

In the Matter of

MORGAN ASSET MANAGEMENT, NOTICE OF PROPOSED PLAN
INC., MORGAN KEEGAN & COMPANY, : OF DISTRIBUTION AND

INC., JAMES C. KELSOE, JR., AND OPPORTUNITY FOR COMMENT

JOSEPH THOMPSON WELLER, CPA

Respondents.

Notice is hereby given, pursuant to Rule 1103 of the United States Securities and Exchange
Commission’s (the “Commission”) Rules on Fair Fund and Disgorgement Plans, 17 C.F.R. §
201.1103, that the Division of Enforcement has submitted to the Commission a proposed plan for
the distribution of monies placed into a Fair Fund in the above-captioned matter.

On June 22, 2011, the Commission issued a Corrected Order Making Findings and
Imposing Remedial Sanctions and a Cease-and-Desist Order Pursuant to Section 15(b) 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, and Imposing
Suspension Pursuant to Section 4C of the Securities Exchange Act of 1934 and Rule
102(e)(1)(ii1) of the Commission Rules of Practice (“Order”). Exchange Act Rel. No. 64720
(June 22, 2011). The Order stated that Morgan Asset Management, Inc. and Morgan Keegan &
Company, Inc. (collectively “Morgan”) failed to employ reasonable pricing procedures for
subprime mortgage-backed securities and consequently did not calculate accurate net asset values
for certain funds offered by Morgan containing those subprime mortgage-backed securities
(*Funds”). The Order also stated that James C. Kelsoe, Jr. and Joseph Thompson Weller, CPA
caused Morgan’s false valuations of the subprime mortgage-backed securities comprising the
Funds’ portfolios. The Order created a Fair Fund pursuant to Section 308(a) of the Sarbanes-
Oxley Act of 2002, as amended. Morgan, Kelsoe, and Weller (collectively “Respondents™)
simultaneously submitted an Offer of Settlement, agreeing to pay a total of $100,300,000 in
disgorgement, prejudgment interest, and civil money penalties.
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OPPORTUNITY FOR COMMENT

Pursuant to this Notice, all interested parties are advised that they may print a copy of the
Proposed Plan of Distribution from the Commission’s public website: hitp://www.sec.gov.
Interested parties also may obtain a written copy of the Proposed Plan of Distribution by
submitting a written request to: Anik A. Shah, United States Securities and Exchange
Commission, 100 F Street, N.E., Washington, DC 20549-5631. All persons who desire to
comment on the Proposed Plan of Distribution may submit their comments, in writing, no later
than thirty (30) days from the date of this Notice: -

1. By sending a letter to the Office of the Secretary, United States Securities and
Exchange Commission, 100 F Street, N.E., Washington, DC 20549-1090;

2. By using the Commission’s Internet comment form
(hitp://www.sec.gov/litigation/admin.shtml); or

3. By sending an e-mail to rule-comments@sec.gov.

Comments submitted by e-mail or via the Commission’s website should include
“Administrative Proceeding File No. 3-13847” in the subject line. Comments received will be
publicly available. Thus, persons should only submit information that they wish to make
publicly available.

PROPOSED PLAN OF DISTRIBUTION

_ The Fair Fund is comprised of $100,300,000 in disgorgement, prejudgment interest, and
civil money penalties paid by Respondents, plus any accumulated interest and less any federal,
state, or local taxes and fees relating to the investment of the Fair Fund. The Proposed Plan of
Distribution provides for the distribution of the Fair Fund to investors: (i) harmed by losses
resulting from the fraudulent mispricing of the Funds® net asset values during the relevant period
including: a) proximately caused losses to those harmed investors who purchased shares at
inflated prices and did not sell the shares purchased at similarly inflated prices, and b) losses to
those harmed investors who purchased shares prior to the relevant period but who, if proper
disclosure had been made and had the Funds’ shares been properly valued during the relevant
period, potentially would have sold their shares no later than the end of the relevant period; and
(ii) who potentially incurred market-related losses resulting from the financial crisis during the
relevant period.

The loss calculation for the Proposed Plan of Distribution allows for the Fair Fund to
calculate investor losses by taking the dollar value of shareholdings as of January 1, 2007
(without regard to the cost basis for those shares), plus the dollar value of all
purchases/acquisitions during the relevant period, less the dollar value of all cash interest or
dividends received during the relevant period, less the dollar value of all sales during the relevant
period, and less the dollar value of shares owned on August 10, 2007.




or electronically with documentary evidence, including, but not limited to, evidence of holdings,
purchases, and/or sale of any of the Funds’ shares during the relevant period within 120 days
from the date of the initial mailing, the first publication of the online notice, or a re-mailing by
the fund administrator as provided in the Proposed Plan of Distribution.

. The Proposed Plan of Distribution requires. harmed investors to submit claims in writing

By the Commission.

Elizabeth M. Murphy
Secretary
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By“LyAn M. Powalski
Deputy Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 3574 / April 4, 2013

INVESTMENT COMPANY ACT OF 1940
Release No. 30446 / April 4, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15263

ORDER INSTITUTING ADMINISTRATIVE
In the Matter of : AND CEASE-AND-DESIST PROCEEDINGS,
PURSUANT TO SECTIONS 203(e), 203 (1),
ZPR INVESTMENT AND 203(k) OF THE INVESTMENT
MANAGEMENT, INC. AND ADVISERS ACT OF 1940 AND SECTION 9(b)
MAX E. ZAVANELLI OF THE INVESTMENT COMPANY ACT OF
' 1940
Respondents.

L

The Securities and Exchange Commission (“Commission”) deems it appropriate
and in the public interest that public administrative and cease-and-desist proceedings be,
and hereby are, instituted pursuant to Sections 203(e), 203(f), and 203(k) of the Investment
Advisers Act of 1940 (“Advisers Act”) and Section 9(b) of the Investment Company Act of
1940 (“Investment Company Act”) against ZPR Investment Management, Inc. (“ZPR™)
and Max E. Zavanelli (“Zavanelli”) (collectively, “Respondents”).

1.
After an investigation, the Division of Enforcement alleges that:
A. SUMMARY
1. Between October and December 2008, ZPR, through Zavanelli,

distributed advertisements to prospective clients that omitted material information which
would have revealed that the firm’s historical performance results were underperforming its
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benchmark index rather than outperforming it. At the same time, these advertisements, and
others that ZPR distributed to clients and prospective clients, misieadingly stated that the
firm was in compliance with the Global Investment Performance Standards (“GIPS
.Standards™) for its performance results.

2. ZPR, through Zavanelli, also distributed advertisements that falscly
claimed its performance results had been verified by a GIPS verification firm.

B. RESPONDENTS

_ 1. ZPR is a Florida corporation with principal offices in Orange City,
Florida. ZPR has been an investment adviser registered with the Commission since April
2006. Prior to then, ZPR was an investment adviser registered with the Commission from
September 1981 until June 2001, when the firm’s assets under management fell below $25
million and it filed an ADV-W.

2. Zavanelli is 66 and a resident of Deland, Florida. From 1994
through November 2011, Zavanelli was the president, chief operating officer and sole
owner of ZPR. He also provided all investment advice to ZPR’s clients. In August 1987,
the Commission instituted administrative proceedings against Zavanelli, individually, and
doing business as Zavanelli Portfolic Research, for violations of Sections 206(1), 206(2),
and 206(4) of the Advisers Act, and Rule 206(4)-1(a)(5) thereunder for making material
mistepresentations and omissions concerning the firm’s investment results from 1979
through 1985. Specifically, the Commission alleged that Zavanelli reported fictitious
results and distributed false advertisements to clients and prospective clients. Without
admitting or denying the Commission’s allegations, Zavanelli settled to, among other
things, a censure and a prohibition from soliciting or accepting new advisory clients for a
period of 180 days. See In the Matter of Max Edward Zavanelli, et al., Rel. No. 1A-1077
(Aug. 17, 1987). ' ‘

C. MISLEADING ADVERTISEMENTS

Background.

1. ZPR was operated by Zavanell, its principal officer, and the firm
has about 6 other employees. ZPR claims to have discretionary authority over
approximately 105 client accounts, with assets under management valued at approximately
$125 million. The vast majority of ZPR’s clients are retail investors. The firm allocates
clients’ assets in equities among several strategies, with the majority of the firm’s clients
allocated to its Fundamental Small Cap Value composite (“Small Cap Composite™), a
proprietary investment strategy.

2. Since at least 2007, ZPR has periodically advertised the
performance returns for its various composites in several financial magazines that are
geared towards retail clients, including Smart Money and Barron'’s, in newsletters to
clients, and on its website located at www.zprim.com.




3. In many of its advertisements, ZPR claimed compliance with the
GIPS Standards for its performance results. The GIPS Standards are described as being a
set of standardized, ethical principles that provide investment advisory firms with guidance
on how to calculate and report their investment results to prospective clients. The GIPS
Standards are voluntary and described as being based on the fundamental principles of full
disclosure and fair representation of investment performance results. According to the
GIPS Standards, the standardization of investment performance reporting gives investors
the ability to compare and evaluate investment managers. The GIPS Standards were first
rcleased in 1999. The CFA Institute, a global association of investment professionals,
created and administers the GIPS Standards.

4. The GIPS Standards require that all advertisements that include a
claim of compliance with GIPS and present performance results must adhere to GIPS
advertising guidelines. Specificaily, the GIPS advertising guidelines, among other things,
require that advertisements contain: (1) period-to-date composite performance results;
and (2) composite results for either or both of the following time periods: 1-, 3-, and 5-
year annualized composite performance returns with the end-of-period date clearly
identified; or 5 years of annual composite performance returns. See GIPS at Appendix C,
Section B: Advertising Guidelines (effective January 1, 2006); GIPS at Section III.A and
TII.B: Advertising Guidelines (revised effective January 1, 201 1).

Misleading Magazine Advertisements

- 5. Although ZPR claimed in the advertiscments that it complied with
the GIPS Standards, several advertisements published in Smart Money magazine between
October and December 2008 did not include, among other things, the composite’s period-
to-date performance returns as called for by the GIPS advertising guidelines. ZPR omitted
to disclose this key information, which would have revealed that the firm’s composite was
actually underperforming the Russell 2000 Index (“Russell 2000”) during a more recent '
time period. When ZPR stated that these advertisements were GIPS compliant, it became
obligated to speak fully about any material facts on that subject whose absence would make
the advertisements misleading. In this instance, by not disclosing the period-to-date returns
in these advertisements, as required by the GIPS advertising guidelines, ZPR was able to
conceal the fact that it was underperforming the market.




6. The following is an excerpt from a ZPR advertisement published in
Smart Money magazine’s October 2008 issue:

FINDING AN OPPORTUNITY IN A TOUGH MARKET

Performance ZPR Small Cap | Russell 2000 S&P 500
Thru 6/30/08 Value Accounts | Index Index
Compounded 277.60% 71.21% 32.87%
10 Yr. Return

Annualized 14.21% 5.52% 2.88%

Although ZPR claimed compliance with the GIPS Standards in this advertisement, it
omitted to disclose ZPR’s period-to-date performance returns, which would have shown
that the firm was underperforming its benchmark index. This advertisement instead
misleadingly showed only compounded returns for a 10-year period from July 1, 1998
through June 30, 2008 and compared that to the Russell 2000 and S&P 500 indexes. It also
included a 14.21% figure which is only an annualized return of ZPR’s 10-year ,
compounded return. These performance figures showed the firm as outperforming the
indexes over a long-term period. However, had ZPR included period-to-date returns in this
advertisement, it would have been shown to be underperforming the Russell 2000 during a
more recent time period. Specifically, ZPR would have reported a period-to-date return for
the period from January 1, 2008 through June 30, 2008 of -17.02%. This compares to a
return of -9.38% for the Russell 2000 for the same period. '

7. The following is an excerpt from another advertisement published in
Smart Money magazine’s November 2008 issue in which ZPR again claimed compliance
with GIPS, but omitted to disclose its period-to-date returns, which would have revealed
that it was currently underperforming its benchmark:

FINDING AN OPPORTUNITY IN A TOUGH MARKET

Performance ZPR Small Cap | Russell 2000 S&P 500
Thru 8/31/08 Value Accounts | Index - Index
Compounded 415.14% 148.89% 57.93%
10 Yr. Return

.| Annualized 17.81% 9.53% 4.68%

Similarly, this advertisement was misleading because it only included performance figures
that showed ZPR was outperforming the market over a long-term period. Specifically, the
advertisement showed compounded returns for a 10-year period from September 1, 1998
through August 31, 2008 and compared that to the Russeil 2000 and S&P 500 indexes. In
addition, it contained a 17.81% figure which was an annualized return of ZPR’s 10-year
compounded return. Here, had ZPR included the composite’s period-to-date performance
record from January 1, 2008 through August 31, 2008, it would have reported a return of
-12.70%. This compares to a return of -2.63% for the Russell 2000 for the same period.
Again, ZPR would have been shown to be underperforming during a more recent period.




8. The following is an excerpt from a ZPR advertisement published in
Smart Money’s December 2008 issue:

THINK LONG TERM

Performance | ZPR Small Cap Russell 2000 S&P 500 Index
thru 8/31/08 | Value Accounts Index
Compounded 1187.05% 509.76% 565.18%

20 yr. return
Compounded 357.82% 111.99% 35.20%

10 yr. Return
Compounded 75.45% 47.92% 28.65%

5 yr. Return

Likewise, this advertisement was misleading because it omitted material information. In
this advertisement, ZPR showed 20-year, 10-year, and 5-year compounded returns for the
period ending September 30, 2008 and compared them to the Russell 2000 and the S&P
500 indexes.! However, had ZPR included period-to-date returns in the advertisement, the
firm would have reported a -18.42% return for the period from January 1, 2008 through
September 30, 2008. The Russell 2000’s return for the same period was -10.39%. Again,
7PR would have been shown to be underperforming during a more recent period.

False Claims of Compliance with GIPS in
Magazine Advertisements and Client Newsletters

, 9. The 2008 Smart Money magazine advertisements described above
were also misleading because of ZPR’s false claim that they were in compliance with the
GIPS Standards. In addition to those advertisements, in the February and May 2011 issues
of Smart Money magazine and a March 2011 issue of Barron’s magazine, ZPR advertised
performance returns for its “Global Equity” and “All Asian” composites while claiming
compliance with the GIPS Standards. ZPR also falsely claimed that these advertisement
where GIPS compliant, when in fact they were not. Specifically, these advertisements
failed to include certain GIPS required information such as 3 and 5 year annualized returns
or 5 years of annual returns.

10. In addition, during the relevant period, ZPR, through Zavanelli,
distributed monthly newsletters to the firm’s clients, and made these newsletters available
through ZPR’s website. Several of ZPR’s newsletters disseminated in 2008 and 2009 made
reference to the firm’s GIPS compliance, but failed to include performance returns that
complied with GIPS. For example, ZPR’s April and December 2009 newsletters claimed
compliance with GIPS. Yet, the performance results included in those newsletters did not
include period-to-date returns.

! The performance returns in this advertisement actually reflect data through September 30, 2008.
The reference to “8/31/08” in the heading of the first column of the advertisement is a typographical error.




False Statements Regarding its GIPS Verification Firm and the SEC’s Investigation

11.  ZPR, through Zavanelli, also advertised the gerformance returns for
the Small Cap Composite in reports published by Morningstar, Inc. These Morningstar
reports were advertisements because they were made available to the public on
Morningstar’s website and ZPR referenced its Morningstar rating in its Smart Money and
Barron’s magazine advertisements. In a Morningstar report containing ZPR’s performance
figures for the period ending September 30, 2010, the firm stated that its results had been
“audited for GIPS compliance for the period December 31, 2000 to the present” by
Ashland Partners & Company, LLP (“Ashland”), its GIPS verification firm. This was a
false statement. In fact, Ashland resigned as ZPR’s GIPS verification firm in July 2010
and its last report attesting to ZPR’s compliance with GIPS covered the period ending
December 31, 2009. }

, 12. Moreover, in that same Morningstar report and in a later one for the
period ending March 31, 2011, ZPR falsely indicated in the disclosure checklist section of
the report that it was not under a “pending SEC investigation” at the time.

D. VIOLATIONS

1. As a result of the conduct described above, ZPR willfully violated
Sections 206(1) and 206(2) of the Advisers Act, which make it unlawful for any investment
adviser: (i) to employ any device, scheme, or artifice to defraud any client or prospective
client; and (if) to engage in any transaction, practice, or course of business which operates
as a fraud or deceit upon any client or prospective client.

2. As a result of the conduct described above, Zavanelli willfully
violated or, in the alternative, aided and abetted and caused ZPR’s violations of Sections
206(1) and 206(2) of the Advisers Act, which make it unlawful for any investment adviser:
(i) to employ any device, scheme, or artifice to defraud any client or prospective client; and
(ii) to engage in any transaction, practice, or course of business which operates as a fraud or
deceit upon any client or prospective client. :

3. As a result of the conduct described above, ZPR willfully violated,
and Zavanelli wilifully aided and abetted and caused ZPR’s violations of, Section 206(4) of
the Advisers Act and Rule 206(4)-1(a)(5), promulgated thereunder, which make it unlawful
for any investment adviser to engage in any act, practice, or course of business which is
fraudulent, deceptive or manipulative, including publishing, circulating or distributing any
advertisement which contains any untrue statement of a material fact, or which is otherwise
false or misleading.

2 Morningstar, Inc. is a provider of stock market analysis and mutual fund and other financial
instrument ranking services. Morningstar collects data through monthly surveys of the money managers in
its database and makes this information available to the public on its website.
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1.

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

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

B. What, if any, remedial action is appropriate in the public interest against
Respondent ZPR pursuant to Section 203(e) of the Advisers Act including, but not limited
to, civil penalties pursuant to Section 203 of the Advisers Act; :

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

D. What, if any, remedial action is appropriate in the public interest against

I. Respondents pursuant to Section 9(b) of the Investment Company Act including, but not

limited to, civil penalties pursuant to Section 9 of the Investment Company Act;

E. Whether, pursuant to Section 203(k) of the Advisers Act, Respondents
should be ordered to cease and desist from committing or causing violations of and any
future violations of Sections 206(1), 206(2), and 206(4) of the Advisers Act, and Rule
206(4)-1(a)(5) thereunder.

V.

IT IS ORDERED that a public hearing for the purpose of taking evidence on the

questions set forth in Section III hereof shall be convened not earlier than 30 days and not

later than 60 days from service of this Order at a time and place to be fixed, and before an
Administrative Law Judge to be designated by further order as provided by Rule 1 10 of the
Commission's Rules of Practice, 17 C.F.R. § 201.110. _

IT IS FURTHER ORDERED that Respondents shall each file an Answer to the
allegations contained in this Order within twenty (20) days after service of this Order, as
provided by Rule 220 of the Commission’s Rules of Practice, 17 C.F.R. § 201.220.

If Respondents fail to file the directed answer, or fail to appear at a hearing after
being duly notified, Respondents may be deemed in default and the proceedings may be
determined against them upon consideration of this Order, the allegations of which may be
deemed to be true as provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission’s
Rules of Practice, 17 C.FR. §§ 201.155(a), 201.220(f), 201.221(f) and 201 310.




. This Order shall be served forthwith upon Respondents personally or by certified
mail.

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

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

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

By the Commission.

Elizabeth M. Murphy
Secretary

JII'M. Peterson
Aseistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 3576 / April 4, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15153

In the Matter of " ORDER MAKING FINDINGS AND
IMPOSING REMEDIAL SANCTIONS
Richard F. Tipton, PURSUANT TO SECTION 203(f) OF THE
. INVESTMENT ADVISERS ACT OF 1940 AS
Respondent. 7 TO RICHARD F. TIPTON :
1.

In these proceedings, instituted on December 21, 2012 pursuant to Section 203(f) of the
Investrnent Advisers Act of 1940 (“Advisers Act”), respondent Richard F. Tipton
' (“Respondent”) has submitted an Offer of Settlement (“Offer”) which the Securities and
Exchange Commission (“Commission”) has determined to accept.

II.

Solely for the purpose of these proceedings and any other proceedings brought by or on
behalf of the Commission, or to which the Commission is a party, Respondent consents to the
Commission’s jurisdiction over him and the subject matter of these proceedings and to the entry of
this Order Making Findings and Imposing Remedial Sanctions Pursuant to Section 203(f) of the
Investment Advisers Act of 1940 as to Richard F. Tipton (“Order”), as set forth below.

111
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Respondent was employed at Jim Ward & Associates (“JWA”) beginning in or
about March 2005 and thereafter at JSW Financial Inc. (“JSW™) until it ceased operations.
Respondent became Vice President and a one-third owner of JSW in or about January 2006.
Respondent was responsible for, among other duties at JWA and JSW, investor relations and
strategic planning. From 2006 until at least 2008, JSW was investment adviser to Blue Chip Realty
Fund LLC (“Blue Chip™) and Shoreline Investment Fund, LLC (“Shoreline™) and Respondent was
associated with JSW. Respondent, age 62, currently is incarcerated and previously was a resident of
Palo Alto, California.

2. On December 7, 2011, Respondent pled guilty to one count of conspiracy to commit
mail and wire fraud in violation of Title 18 United States Code, Section 1349, before the United
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States District Court for the Northern District of California, in United States v. Tipton, Case
Number CR-11-00393-003 TEH. On September 26, 2012, a judgment in the criminal case was
entered against Respondent. He was sentenced to a prison term of 18 months followed by three
years of supervised release. .

3. On November 5, 2012, the District Court for the Northern District of California
ordered Respondent to pay restitution, on a joint-and-several basis with three other defendants in the
criminal action, in an amount to be determined after a restitution hearing, which was held on
December 3, 2012. On January 14, 2013, the Court ordered Respondent and three other defendants
to pay criminal restitution of $8,628,963.44 on a joint-and-several basis.

4. The count of the criminal indictment to which Respondent pled guilty alleged, infer
alia, that Respondent, together with the other officers of JSW, engaged ina scheme to defraud
investors in Blue Chip and Shoreline by misrepresenting that investors” money would be and was
being used to make loans secured by deeds of trust on real estate. The indictment further alleged
‘that Respondent and the other officers knew that, at least from September 2005 through October
2008, almost none of the money invested in Blue Chip and Shoreline was used for loans secured by
deeds of trust, but rather was used to make purported interest payments to earlier investors and for
other business expenses. According to the indictment, Respondent thereby knowingly and
intentionally conspired to and did devise a material scheme and artifice to defraud and to obtain
money and property from investors through JSW by means of materially false and fraudulent
pretenses, representations, and promises, and statements containing material omissions, and for the
purpose of executing such scheme and artifice to defraud, knowingly and intentionally caused
matter to be delivered by the United States Postal Service and private and commercial interstate
carriers and transmitted writings and other matter by means of wire in interstate commerce.

5. The conduct that is the basis of Respondent’s criminal conviction arises out of the
conduct of the business of an investment adviser and occurred while Respondent was associated
with an investment adviser.

1v.

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

Accordingly, it is hereby ORDERED pursuant to Section 203(f) of the Advisers Act that
Respondent be, and hereby is:

barred from association with any broker, dealer, investment adviser, municipal
securities dealer, or transfer agent. '

Any reapplication for association by 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 Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;

-




and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

By the Commission.

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

- SECURITIES EXCHANGE ACT OF 1934
Release No. 69306 / April 4,2013

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3451 / April 4, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15261

: ORDER INSTITUTING
In the Matter of : ADMINISTRATIVE
: . - PROCEEDINGS PURSUANT TO
COLLEEN ERIN KELLY BISHOP (CPA), RULE 102(e) OF THE
' ‘ : COMMISSION’S RULES OF
Respondent. : PRACTICE, 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 against Colleen
Erin Kelly Bishop ("Bishop" or “Respondent”) pursuant to Rule 102(e)(3)(i) of the Commission’s
Rules of Practice.’

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

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

/s i Y




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 her and the subject matter of these
proceedings, and the findings contained in Section II1.3 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Rule 102(e)
of the Commission’s Rules of Practice, Making Findings, and Imposing Remedial Sanctions
(“Order™), as set forth below.

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

1. Bishop, is a California resident and is a California Certified Public
Accountant. Bishop is a sole practitioner and conducted audits of the financial statements for
Asthma Disease Management, Inc. (*“ADMI”) for the fiscal year ended May 31, 1993 through the
fiscal year ended May 31, 1999.

A 2. ADMI was, at all relevant times, a Delaware corporation, which had its
principal place of business in Berlin, New Jersey. ADMI marketed proprietary asthma disease
management programs, focusing on allergy testing and diagnostic techniques by primary care
physicians. At all relevant times, ADMI had reporting obligations under Section 15(d) of the
Securities Exchange Act of 1934 (“Exchange Act”), and its stock traded over-the-counter in the

pink sheets.

3. On September 24, 2002, the Commission filed a complaint against Bishop
in SEC v. Asthma Disease Management, Inc., et al. (Civil Action No. 02-CV-7436 (E.D.Pa.)). On
March 14, 2013, the court entered an order permanently enjoining Bishop, by consent, from aiding
and abetting violations of Sections 10(b) and 15(d) of the Exchange Act and Rules 10b-5, 12b-20,
15d-1 and 15d-3 thereunder. _

4. The Commission’s complaint alleged, among other things, that
ADML, along with its former president, CEO, and chairman of the board, and two of its directors,
engaged in a fraudulent marketing scheme in which they issued false press releases, fraudulently
inflated ADMI’s assets and disseminated misleading information in Commission filings by
omitting the anditor’s going concern opinion and by failing to disclose significant stock-based
executive compensation and related party transactions. The complaint further alleges that
Bishop aided and abetted the.fraud by improperly booking a material asset on ADMI’s balance
sheet, by failing to review ADMTI’s Forms 10-K before or after they were filed with the
Commission, and by failing to conduct her audit of ADMI’s financial statements in accordance
with generally accepted auditing standards.




Iv.

In view of the foregoing, the Commission deems it appropriate and in the public mterest to

impose the sanction agreed to in Respondent Bishop’s Offer.

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

Bishop is suspended from appearing or practicing before the Commission as an
accountant.

By the Commission.

Elizabeth M. Murphy
Secretary

By: Kevin M. O'Neill
Deputy Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 3577 / April 4,2013

ADMINISTRATIVE PROCEEDING
File No. 3-15153

. IMPOSING REMEDIAL SANCTIONS
David C. Lin, : PURSUANT TO SECTION 203(f) OF
THE INVESTMENT ADVISERS ACT
Respondent. OF 1940 AS TO DAVID C. LIN
I

In these proceedings, instituted on December 21, 2012 pursuant to Section 203(f) of the
Investment Advisers Act of 1940 (“Advisers Act™), respondent David C. Lin (“Respondent™) has
submitted an Offer of Settiement (“Offer”) which the Securities and Exchange Commission
(“Commission”) has determined to accept.

II.

Solely for the purpose of these proceedings and any other proceedings brought by or on
behalf of the Commission, or to which the Commission is a party, Respondent consents to the
Commission’s jurisdiction over him and the subject matter of these proceedings and to the entry of
this Order Making Findings and Imposing Remedial Sanctions Pursuant to Section 203(f) of the
Investment Advisers Act of 1940 as to David C. Lin (“Order™), as set forth below.

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

1. Respondent was employed at Jim Ward & Associates (“JWA”) beginning in or
about December 2004 and thereafter at JSW Financial Inc. (“JSW?”) until it ceased operations.
Respondent became Secretary and Counsel, and a one-third owner of JSW, in or about January
2006. Respondent was responsible for, among other duties at JWA and JSW, legal compliance
matters and documentation. From 2006 until at least 2008, JSW was investment adviser to Blue
Chip Realty Fund LLC (“Blue Chip™) and Shoreline Investment Fund, LLC (“Shoreline”) and
Respondent was associated with JSW. Respondent; age 45, currently is incarcerated and
previously was a resident of Sunnyvale, Califormia.

2. On May 15, 2012, Respondent was convicted of one count of conspiracy to
commit mail and wire fraud in violation of Title 18 United States Code, Section 1349; one count

T



of wire fraud in violation of Title 18 United States Code, Section 1343; and sixteen counts of
mail fraud in violation of Title 18 United States Code, Section 1341, before the United States
District Court for the Northern District of California, in United States v. Lin, Case Number CR-
11-00393-004 TEH. On September 26, 2012, a judgment in the criminal case was entered
against Respondent. He was sentenced to a prison term of 28 months followed by three years of
supervised release.

3. On November 5, 2012, the District Court for the Northern District of California
ordered Respondent to pay restitution, on a joint-and-several basis with three other defendants in the
criminal action, in an amount to be determined after & restitution hearing, which was held on
December 3, 2012, On January 14, 2013, the Court ordered Respondent and three other defendants
to pay criminal restitution of $8,628,963.44 on a joint-and-several basis.

4, The counts of the criminal indictment of which Respondent was convicted alleged,
inter alia, that Respondent, together with the other officers of JSW, engaged in a scheme to defraud
investors in Blue Chip and Shoreline by misrepresenting that investors’ money would be and was
being used to make loans secured by deeds of trust on real estate. The indictment further alleged
that Respondent and the other officers knew that, at least from September 2005 through October
2008, almost none of the money invested in Blue Chip and Shoreline was used for loans secured by
deeds of trust, but rather was used to make purported interest payments to earlier investors and for
other business expenses. The jury found that Respondent thereby knowingly and intentionally
conspired to and did devise a material scheme and artifice to defraud and to obtain money and
property from investors through JSW by means of materially false and fraudulent pretenses,
representations, and promises, and statements containing material omissions, and for the purpose of
executing such scheme and artifice to defraud, knowingly and intentionally caused matter to be
delivered by the United States Postal Service and private and commercial interstate carriers and
transmitted writings and other matter by means of wire in interstate commerce.

5. The conduct that is the basis of Respondent’s criminal conviction arises out of the
conduct of the business of an investment adviser and occurred while Respondent was associated
with an investment adviser.

IV.

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

Accordingly, it is hereby ORDERED pursuant to Section 203(f) of the Advisers Act that
Respondent be, and hereby is:

barred from association with any broker, dealer, investment adviser, municipal
securities dealer, or transfer agent.

Any reapplication for association by 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 Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served

2.
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. as the basis for the Commission order; {c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;

and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

By the Commission.

Elizabeth M. Murphy
Secretary
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SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-69301; File No. SR-NSCC-2012-810)

- April 4, 2013
Self-Regulatory Organizations; National Securities Clearing Corporation; Notice of No
Objection to Advance Notice Filing to Eliminate the Offset of Its Obligations with Institutional
Delivery Transactions that Settle at The Depository Trust Company for the Purpose of
Calculating Its Clearing Fund Under Procedure XV of Its Rules & Procedures

I.  Introduction

On December 18, 2012, National Securities Clearing Corporation (“NSCC”) filed with

the Securities and Exchange Commission (“Commission”) advance notice SR-NSCC-2012-810
(“Advance Notice;’) pursuant to Section 806(e) of Title VIII of the Dodd-Frank Wall Street
Reform and Consumer Protection Act (“Dodd-Frank Act”),1 entitled the Payment, Clearing, and
Settlement Supervision Act of 2010 (“Clearing Supervision Act” or “Title VIII”) and Rule 19b-

4(n) of the Securities Exchange Act of 1934 (“Exchange Act”). The Advance Notice was

published in the Federal Register on January 17, 2013.2 The Commission received two comment

letters to the Advance Notice from one commenter.’ NSCC responded to both comment letters.”

This publication serves as notice of no objection to the Advance Notice.

! Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. 111-203, 124
Stat. 1376 (2010).

2 Release No. 34-68621 (Jan. 10, 2013), 78 FR 3960 (Jan. 17, 2013). NSCC also filed a
proposed rule change pursuant to Section 19(b)(1) of the Exchange Act on December 17,
2012 seeking Commission approval to permit NSCC to change its rules to reflect the
proposed change described herein. The Commission published notice of the proposed
rule change on December 28, 2012. Release No. 34-68549 (Dec. 28, 2012), 78 FR 792
(Jan. 4, 2013). The Commission extended the period of review of the proposed rule
change on February 5, 2013. Release No. 34-68829 (Feb. 5, 2013), 78 FR 9751 (Feb. 11,
2013).

. 3 Comment Letter from Lek Securities Corporation dated January 25, 2013

(http://sec.gov/comments/sr-nscc-2012-810/nscc2012810-1.pdf), and Comment Letter
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II.  Analysis

NSCC filed the Advance Notice to permit it to make rule changes to its Rules &
Procedures (“Rules”) designed to eliminate the offset of NSCC obligations with institutional
delivery (“ID”) transactions that settle at The Depository Trust Company (*DTC”) for the
purpose of calculating the NSCC clearing fund (“Clearing Fund”) under Procedure XV of its
Rules, as discussed below.

A. ID Offset

NSCC maintains a Clearing Fund to have on deposit assets sufficient to satisfy losses that
may otherwise be incurred by NSCC as the result of the default of an NSCC member
(“Member”) and the resulting closeout of that Member’s unsettled positions under NSCC’s trade
guaranty. Each Member is required to contribute to the Clearing Fund pursuant to a formula
calculated daily. The Cleariné Fund formula accounts for a variety of risk factors through the
application of a number of components, including Value-at-Risk (“VaR”)’ and Market Maker

Domination (“MMDOM”).6

from Lek Securities Corporation dated March 18, 2013 (http://sec.gov/comments/sr-nsce-
2012-810/nscc2012810-3.pdf) (collectively, the “Lek Letters™).

Response Letter from NSCC dated February 22, 2013 (http://sec.gov/comments/sr-nscc-
2012-810/nscc2012810-2.pdf), and Response Letter from NSCC dated March 21, 2013 .
(http://sec.gov/comments/st-nscc-2012-810/nscc2012810-4.pdf).

The VaR component of the Clearing Fund calculation is a core component of the formula
and is designed to calculate the amount of money that may be lost on a portfolio over a
given period of time that is assumed necessary to liquidate the portfolio, within a given
level of confidence. See Release No. 34-68621 (Jan. 10, 2013), 78 FR 3960 (Jan. 17,
2013).

The MMDOM component of the Clearing Fund calculation is charged to market makers
or firms that clear for them. In calculating the MMDOM, if the sum of the absolute
values of net unsettled positions in a security for which the firm in question makes a
market is greater than that firm’s excess net capital, NSCC may then charge the firm an

2




NSCC currently calculates the VaR and MMDOM components of a Member’s Clearing

Fund required deposit after allowing for a Member’s net mseﬁled NSCC positions in a particular
CUSIP to be offset by any pending ID transactions settling at DTC in the same CUSIP, which
have been confirmed and/or affirmed through an institutional delivery system acceptable to
NSCC (“ID Offset.”).7 ID Offset is based on the assumption that in the event of a Member’s
insolvency NSCC will be able to close out any trade for which there is a corresponding ID
transaction settling at DTC by completing that I transaction.®

B. Potential Inability to Complete ID Transactions

Generaliy, when NSCC ceases to act for a Member, it is obligated, for those transactions
that it has guaranteed, to pay for deliveries made by non-defaulting Members that are due to the
failed Member on the day they are due. If NSCC is unable to complete the ID transactions as
contemplated by the current Clearing Fund calculation, then NSCC may need to liquidate a
portfolio that could be substantially differént than the portfolio for which NSCC collected its
Clearing Fund, leaving NSCC potentially under-collateralized and exposed to market risk.

A defaulting Member’s pending ID transactions may not be completed for a number of

reasons. Completion of an ID transaction by its institutional counterparty is voluntary because

amount equal to such excess or'the sum of each of the absolute values of the affected net
unsettled positions, or a combination of both. MMDOM operates to identify
concentration within a given CUSIP. See Release No. 34-68621 (Jan. 10, 2013), 78 FR
3960 (Jan. 17, 2013).

For purposes of the ID Offset, NSCC includes ID transactions that are confirmed and/or
affirmed on trade date, as well as ID transactions affirmed one day after trade date and
remain affirmed through settlement date. See Release No. 34-68621 (Jan. 10, 2013), 78
FR 3960 (Jan. 17, 2013).

ID transactions are included in the ID Offset only if they are on the opposite side of the
market from the Member’s net NSCC position (i.e., only if they reduce the net position).
See Release No. 34-68621 (Jan. 10, 2013), 78 FR 3960 (Jan. 17, 2013).
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that counterparty is not a Merlnber, which means it is not bound by NSCC’s Rules and is not
party to any legally binding contract with NSCC that reciuiresi it or its custodian to complete the
transaction. Moreover, based on news that a Member may be in distress or insolvent, the
institutional counterparty or its investment adviser may take immediate market action with
respect to the ID transaction, in order to reduce its market risk, which effectively eliminates the
option for NSCC to complete the transactions. Finally, ID transactions settle trade-by-trade
between the executing broker and the custodian; the netted ID positions ﬁsed to offset the NSCC
position could be comprised of thousands of individual trades with hundreds of different
counterparties. In the event of a Member default, it could be time consuming for NSCC to
contact the counterparties individually to get their agreement to complete the 1D transactions.
Even if NSCC were to get all of the counterparties to agree to complete the ID transactions, this
could delay the prompt closeout of the defaulter’s open positions and possibly expose NSCC to
additional market risk in excess of the Clearing Fund.

Due to the risk that, in the event it ceases to act for a Member with pending ID
transactions, NSCC may be unable to complete the pending ID transactions in the timeframe
contemplated by its current Clearing Fund calculations and, as a result, may have insufficient
margin in its Clearing Fund, as described above, NSCC will eliminate the ID Offset calculation

from the VaR and MMDOM components of a Member’s Clearing Fund requirement deposit.

C. Implementation Schedule

In order to mitigate the impact of this rule change on its Members, NSCC will implement
the changes set forth in the Advance Notice over an 18-month period. On a date no earlier than
10 days following notice to Members by Important Notice (“Initial Implementation Date”),

NSCC will eliminate ID Offset from ID transactions that have only been confirmed, but have not




- yet been affirmed. Beginning on a date approximately 12 months from the Initial
Implementation Date, and no earlier than 10 days following notice to Members by Important
Notice, NSCC will eliminate from ID Offset all affirmed ID transactions .that have reached
settlement date at the time the Clearing Fund calculations are run. Three months later, or
approximately 15 months following the Initial Implementation Date, and on a date no earlier
than 10 days following notice to Members by Important Notice, NSCC will eliminate from 1D
Offset all affirmed ID transactions that have reached either settlement date or the day prior to
settlement date. Finally, on a date approximately 18 months following the Initial
Implementation Date, and no earlier than 10 days following notice to Members by Important
Notice, NSCC will eliminate ID Offset entirely for all ID transactions. Members will be advised
of each proposed implementation date through issuance of NSCC Important Notices, which arc:I
publicly available at www.dtcc.com.
IMI.  Discussion

Although Title VIII does not specify a standard of review for an Advance Notice, the
stated purpose of Title VIII is instructive.” The stated purpose of Title VIII is to mitigate
systemic risk in the financial system and promote financial stability by, among other things,
. promoting uniform risk management standards for systemically-important financial market
utilities (“FMUs”) and providing an enhanced role for the Federal Reserve Board in the

supervision of risk management standards for systemically-important FMUs."”

o 12 U.8.C. 5461(b).

10 Id.




Section 805(a)(2) of the Clearing Supervision Act'! authorizes the Commission to
prescribe risk management standards for the payment, clearing, and settlement activities of
designated clearing entities and financial institutions engaged in designated activities for which it
is the supervisory agency or the approiariate financial regulator. Section 805(b) of the Clearing
Supervision Act'? states that the objectives and principles for the risk management standards
prescribed under Section 805(a) shall be to:

e promote robust risk management;

e promote safety and soundness;

¢ reduce systemic risks; and

e support the stability of the broader financial system.

The Commission adopted risk managément standards under Section 805(a)(2) of the
Clearing Supervision Act on October 22, 2012 (“Clearing Agency Standards™)."? The Clearing
Agency Standards became effective on January 2, 2013 and require clearing agencies that
perform céntral counterparty (“CCP”) services to establish, implement, maintain, and enforce
written policies and procedures that are reasohably designed to meet certain minimum

requirements for their operations and risk management practices on an ongoing basis.”* As such,

B 12 U.S.C. 5464(a)(2).
1 12 U.S.C. 5464(b).

13 Release No. 34-68080 (Oct. 22, 2012), 77 FR 66219 (Nov. 2, 2012).
14 The Clearing Agency Standards are substantially similar to the risk management
standards established by the Board of Governors of the Federal Reserve System (“Board
of Governors™) governing the operations of designated FMUs that are not clearing
entities and financial institutions engaged in designated activities for which the
Commission or the Commodity Futures Trading Commission is the Supervisory Agency.
See Financial Market Utilities, 77 FR 45907 (Aug. 2, 2012).




it is appropriate for the Commission to review Advance Notices against these risk management

standa.fds that the Commission promulgated under Section 805(a) and the objectives and
principles of these risk management standards as described in Section 805(b).

As a CCP, NSCC occupies an important role in the securities settlement system by
interposing itself between counterparties to financial transactions, thereby reducing certain risks
faced by Members and contributing to global financial stability. In this role, however, NSCC is
necessarily subject to certain risks in the event of the default of a Member.

NSCC'’s proposal to eliminate ID Offsets, as described above, is designed to help
mitigate the risk that NSCC will be under-collateralized if it ceases to act for a defaulting
Member and is unable to complete the offsetting ID transactions in the time currently
contemplated by its Clearing Fund calculation. Consistent with Section 805(a), the Commission
believes this proposal promotes robust risk management, as well as the safety and soundness of
NSCC’s operations, while reducing systemic risks and supporting the stability of the broader
financial system, by improving NSCC’s risk management systems in preparation for a possible
Member default via a more accurate representation of risk in its Clearing Fund calculation. As
discussed above, NSCC’s calculation of its Clearing Fund margin will be more accurate in that it
will not include an assumption of trade closeouts following a Member insolvency with respect to
trades for which there is a correqunding ID transaction.

. Additionally, Commission Rule 17Ad-22(b)(1) regarding measurement and management
of credit exposure,'® adopted as part of the Clearing Agency Standards,'® requires a CCP to

establish, implement, maintain and enforce written policies and procedures reasonably designed

15 17 CFR 240.17Ad-22(b)(1).

te Release No. 34-68080 (Oct. 22, 2012), 77 FR 66219 (Nov. 2, 2012).




to measure its credit exposures to its participants at least once a day and limit its exposures to
potential losses from defaults by its participants under normal market conditions so that the
operations of the CCP would not be disrupted and non-defaulting participants would not be

1.!7 Here, as described in detail above,

exposed to losses that they cannot anticipate or contro
NSCC’s proposal to eliminate ID Offsets should help to limit its exposure and non-defaulting
members’ exposure to potential losses from a defaulting Member, while minimizing disruption
to its CCP operations, by more accurately reflecting its risks in the calculation of its Clearing
Fund margin.

Furthermore, Commission Rules 17Ad-22(d)(4) regarding identification and mitigation of
operational risk,'® and 17Ad-22(d)(11) regarding default procedures,19 also both adopted as part
of the Clearing Agency Standards,”® require that registered clearing agencies “establish,
implement, maintain and enforce written policies and procedures reasonably designed to, as
applicable: ...Identify sources of operational risk and minimize them through the development of
appropriate systems, controls, and procedures.. 2! and .. .establish default procedures that
ensure that the clearing agency can take timely action to contain losses and liquidity pressures

3522

and to continue meeting its obligations in the event of a participant defauit,” respectively.

Here, as described in detail above, the elimination of ID Offsets should help NSCC better

| 17 17 CFR 240.17Ad-22(b)(1).

18 17 CFR 240.17Ad-22(d)(4).

19 17 CFR 240.17Ad-22(d)(11).

20 Release No. 34-68080 (Oct. 22, 2012), 77 FR 662i9 (Nov. 2, 2012).
2 17 CFR 240.17Ad-22(d)(4).

2 17 CFR 240.17Ad-22(d)(11).




. minimize settlement risks and better ensure that it can contain losses and liquidity pressures, and
meet its obligations in a timely fashion, by more accurately accounting for those risks in a
Clearing Fund calculation that is designed to satisfy potential losses in a timely manner.

In its assessment of the Advance Notice, the Commission assessed whether the issues
raised by the Lek Letters relate to the level or nature of risks presented by NSCC’s proposal,
which is designed to mitigate risks to NSCC, as discussed above. After evaluating NSCC’s
responses to the Lek Letters, the Commission believes that the issues rf_iised in the Lek Letters
relate to the potential competitive effects of NSCC’s proposal, not the level or nature of risks
presented by it.2® As such, the issues raised by the Lek Letters are not considered within the
context of this Notice of No Objection to the Advance Notice under Title VIII; rather, they are
considered within an analysis of the proposal’s consistency with Section 17A of the Exchange

. Act and the applicable rules and regulations thereunder, which the Commission did in its “Order
Approving Proposed Rule Change to Eliminate the Offset of [NSCC’s] Obligations with
Institutional Delivery Transactions that Settle at The Depository Trust Company for the Purpose
of Calculating Its Clearing Fund Under Procedure XV of Its Rules & Procedures” (File No. SR-

NSCC-2012-10).%

= See Lek Letters, supra note 3.

. 2 See Release No. 34-69302 (Apr. 4, 2013).
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. 1V. Conclusion

IT IS THEREFORE NOTICED, pursuant to Section 806(e)(1)(I) of the Clearing

Supervision Act,”® that the Commission DOES NOT OBJECT to the proposed rule change
described in the Advance Notice (File No. SR-NSCC-2012-810) and that NSCC be and hereby is
AUTHORIZED to implement the proposed rule change as of the date of this notice or the date of
the “Order Approving Proposed Rule Change to Eliminate the Offset of [NSCC’s] Obligations
with Institutional Delivery Transactions that Settle at The Depository Trust Company for the
Purpose of Calculating Its Clearing Fund Under Procédure XV of Its Rules & Procedures™ (File
No. SR-NSCC-2012-10),%° whichever is later.

By the Commission. %’Nv\ ?Y‘ . O‘ m“

Kevin M. O’Neill
Deputy Secretary

2 12 U.S.C. 5465(e)(1)(D). LT s

. % Release No. 34-69302 (Apr. 4, 2013). R
10




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 3575/ April 4, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15153

IMPOSING REMEDIAL SANCTIONS
Edward G. Locker, PURSUANT TO SECTION 203(f) OF THE
INVESTMENT ADVISERS ACT OF 1940 AS
Respondent. TO EDWARD G. LOCKER
1.

In these proceedings, instituted on December 21, 2012 pursuant to Section 203(f) of the
Investment Advisers Act of 1940 (“Advisers Act”), respondent Edward G. Locker
(“Respondent™) has submitted an Offer of Settlement (“Offer”) which the Securities and
Exchange Commission (“Commission”) has determined to accept.

IL.

Solely for the purpose of these proceedings and any other proceedings brought by or on
behalf of the Commission, or to which the Commission is a party, Respondent consents to the
Commission’s jurisdiction over him and the subject matter of these proceedings and to the entry of
this Order Making Findings and Imposing Remedial Sanctions Pursuant to Section 203(f) of the
Investment Advisers Act of 1940 as to Edward G. Locker (“Order”), as set forth below.

1L
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Respondent was employed at Jim Ward & Associates (“JWA”) beginning in or
about October 2002 and thereafter at JSW Financial Inc. (“JSW”) until it ceased operations. From
2003 to 2006, JWA was investment adviser to Blue Chip Realty Fund LLC (“Blue Chip”) and
Respondent was associated with JWA. Respondent became President and a one-third owner of
JSW in or about January 2006. Respondent was responsible for, among other duties at JWA and
JSW, investor relations, loan decisions, project management, and property acquisitions. Respondent
also directly supervised employees who handled accounting and bookkeeping for JIWA and JSW.
From 2006 until at least 2008, JSW was investment adviser to Blue Chip and Shoreline Investment
Fund, LLC (“Shoreline”), and Respondent was associated with JSW. Respondent, age 37, currently
is incarcerated and previously was a resident of Highland Heights, Ohio.
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2. On December 7, 2011, Respondent pled guilty to one count of conspiracy to commit
mail and wire fraud in violation of Title 18 United States Code, Section 1349, before the United
States District Court for the Northern District of California, in United States v. Locker, Case
Number CR-11-00393-002 TEH. On October 16, 2012, a judgment in the criminal case was
entered against Respondent. He was sentenced to a prison term of 30 months followed by three
years of supervised release.

3. On November 5, 2012, the District Court for the Northern District of California
ordered Respondent to pay restitution, on a joint-and-several basis with three other defendants in the
criminal action, in an amount to be determined after a restitution hearing, which was held on
December 3, 2012, On January 14, 2013, the Court ordered Respondent and three other defendants
to pay criminal restitution of $8,628,963.44 on a joint-and-several basis.

4, The count of the criminal indictment to which Respondent pled guilty alleged, inter
alia, that Respondent, together with the other officers of JWA and JSW, engaged in a scheme to

. defraud investors in Blue Chip and Shoreline by misrepresenting that investors’ money would be

and was being used to make loans secured by deeds of trust on real estate. The indictment further
alleged that Respondent and the other officers knew that, at least from September 2005 through

" October 2008, almost none of the money invested in Blue Chip and Shoreline was used for loans

secured by deeds of trust, but rather was used to make purported interest payments to earlier
investors and for other business expenses. According to the indictment, Respondent thereby
knowingly and intentionally conspired to and did devise a material scheme and artifice to defraud
and to obtain money and property from investors through JWA and JSW by means of materially
false and fraudulent pretenses, representations, and promises, and statements containing material
omissions, and for the purpose of executing such scheme and artifice to defraud, knowingly and
intentionally caused matter to be delivered by the United States Postal Service and private and
commercial interstate carriers and transmitted writings and other matter by means of wire in
interstate commerce.

5. The conduct that is the basis of Respondent’s criminal conviction arises out of the
conduct of the business of an investment adviser and occurred while Respondent was associated
with an investinent adviser.

Iv.

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

Accordingly, it is hereby ORDERED pursuant to Section 203(f) of the Advisers Act that
Respondent be, and hereby is:

barred from association with any broker, dealer, investment adviser, municipal
securities dealer, or transfer agent.

Any reapplication for association by 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 Respondent, whether or not the Commission has fully or partially
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waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

By the Commission.

Elizabeth M. Murphy
Secretary

i M. Peterson
Assistant Secretary




. In the Matter of

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 69326 / April 5, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15264

ORDER OF FORTHWITH SUSPENSION
PURSUANT TO RULE 102(e)(2) OF THE

. Eddie Douglas Austin Jr., Esq. : COMMISSION’S RULES OF PRACTICE

Respondent

L
The Securities and Exchange Commission deems it appropriate to issue an order of
forthwith suspension of Eddie Douglas Austin, Jr., Esq. (“Austin”) pursuant to Rule 102(e)(2) of
the Commission’s Rules of Practice [17 C.F.R. 200.102(e)(2)].!

II.

.. ... . The Commission finds that;. e U

1. Austin was an attorney admitted to practice law in Louisiana.

2. Austin was investigated by the Louisiana Office of Disciplinary Counsel for
professional misconduct relating to the misuse of client funds.

3. On April 11, 2011, Austin submitted to the Supreme Court of Louisiana his
Petition for Voluntary Permanent Resignation from the Practice of Law in Lieu of
. Discipline.

4. On May 3, 2011, the Supreme Court of Louisiana entered an order permanént]y
barring Austin from practicing law in Louisiana or any other jurisdiction.

! Rule 102(e)(2) provides in pertinent part: “Any attorney who has been suspended or disbarred by a court

of the United States or of any State; or any person whose license to practice as a[]-. . . professional or expert has
been revoked or suspended in any State . . . shall be forthwith suspended from appearing or practicing before the
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IIL.

In view of the foregoing, the Commission finds that Austin is an attorney who has been
disbarred from practicing law within the meaning of Rule 102(e)(2) of the Commission’s Rules
of Practice.

Accordingly, it is HEREBY ORDERED that Austin is forthwith suspended from

appearing or practicing before the Commission pursuant to Rule 102(e)(2) of the Commission’s
Rules of Practice.

By the Commission.

Elizabeth M. Murphy
Secretary

| M. Peterson
seistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 69327/ April 5,2013

ACCOUNTING AND AUDITING ENFORCEMENT

- Release No. 3452 / April 5, 2013

ADMINISTRATIVE PROCEEDING
File No. 3-15265 |

_ ORDER INSTITUTING CEASE-AND- .
In the Matter of DESIST PROCEEDINGS PURSUANT TO
: ‘ SECTION 21C OF THE SECURITIES
Koninklijke Philips EXCHANGE ACT OF 1934, MAKING
Electronics N.V., FINDINGS, AND IMPOSING A CEASE-
' ‘ AND-DESIST ORDER AND
Respondent. ' DISGORGEMENT
L.

The Securities and Exchange Commission (“Commission™) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the Securities
Exchange Act of 1934 (“Exchange Act™), against Koninklijke Philips Electronics N.V. (“Philips™
or “Respondent™). “

IL

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

-proceedings, which are admitted, Respondent consents to the entry of this Order Instituting Cease-

and-Desist Proceedings Pursuant to Section 21C of the Securities Exchange Act of 1934, Making
Findings, and Imposing a Cease-and-Desist Order and Disgorgement (“Order”), as set forth below.
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1II.

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

Summary

1. This matter concerns violations of the books and records and internal controls
provisions of the Foreign Corrupt Practices Act (“FCPA”) by Philips. The violations took place
through Philips’s operations in Poland from at least 1999 through 2007. The violations relate to
improper payments made by employees of Philips’s Polish subsidiary, Philips Polska sp. z o.0.
(“Philips Poland”) to healthcare officials in Poland regarding public tenders proffered by Polish
healthcare facilities to purchase medical equipment.

Respondent

2. Koninklijke Philips Electronics N.V. is a Netherlands-based parent of an
affiliation of companies that manufacture and supply goods and services related to healthcare,
consumer lifestyle, lighting business sectors (collectively referred to as “Philips™). Philips’s New
York Registry Shares are listed on the New York Stock Exchange and the company files periodic
reports pursuant to Section 12 of the Exchange Act as a foreign private issuer. Philips’s common -
shares are also listed on Euronext Amsterdam.

Facts

3. Since at least 1999, Philips has participated in public tenders to sell medical
equipment to Polish healthcare facilities. From 1999 through 2007, in at least 30 transactions,
employees of Philips Poland made improper payments to public officials of Polish healthcare

facilities to increase the likelihood that public tenders for the sale of medical equipment would ibe
awarded to Philips.

4. Representatives of Philips Poland entered into arrangements with officials of
various Polish healthcare facilities whereby Philips submitted the technical specifications of its
medical equipment to officials drafting the tenders who incorporated the specifications of Philips’
equipment into the contracts. Incorporating the specifications of Philips’ equipment in the tenders’
requirements greatly increased the likelihood that Philips would be awarded the bids.

5. Certain of the healthcare officials involved in the arrangements with Philips also
decided whom to award the tenders, and when Philips was awarded the contracts, the officials were
paid the improper payments by employees of Philips Poland.

6. The improper payments made by employees of Philips Poland to the Polish
healthcare officials usually amounted to 3% to 8% of the contracts’ net value.

! The findings herein are made pursuant to Respondent's Offer of Settlement and are not binding
on any other person or entity in this or any other proceeding.
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7. At times, Philips Poland employees also kept a portion of the improper payments as
a “commission.” The Philips Poland employees involved in the improper payments often utilized a
third party agent to assist with the improper arrangements and payments to Polish healthcare
officials.

8. The improper payments made by employees of Philips Poland to Polish healthcare
officials were falsely characterized and accounted for in Philips’s books and records as legitimate
expenses. At times those expenses were supported by false documentation created by Philips
Poland employees and/or third parties. Philips Poland’s financial statements are consolidated into
Philips’ books and records.

Discovery, Internal Investigation and Self Report

S. Philips became aware of misconduct by Philips Poland employees in August 2007,
when Polish officials conducted searches of three of Philips’ offices in Poland and arrested two
Philips Poland employees.

10. " Inresponse to the search of Philips’ offices and arrests of its employees, Philips
conducted an internal audit in 2007. Philips failed to discover the improper payments to Polish
healthcare officials in its internal audit, but terminated and disciplined several Philips Poland
employees and made substantial changes to Philips Poland’s management and significant revisions

. to the company’s internal controls.

11. In December 2009, the Prosecutor’s Office in Poznan, Poland, indicted 23
individuals, including three former Philips Poland employees and 16 healthcare officials, for
. -violating laws.related to_public.tenders for the purchase of medical equipment._That indictment_
described the improper payments discussed in this Order,

12. Inresponse to the Polish authorities’ indictment, Philips conducted an internal
investigation. The findings of the investigation supported the allegations of the 2009 indictment
and revealed that Philips Poland employees had made unlawful payments to Polish healthcare
officials, that its books, records and accounts failed to accurately account for the improper
payments and that its internal controls failed to ensure that transactions were properly recorded by
Philips in its books and records.

13,  Inearly 2010, Philips self-reported its internal investigation to the staff of the
Commission and to the Department of Justice. As the internal investigation progressed, Philips
shared the results of the investigation with the staff and undertook significant remedial measures.

Philips’s Remedial Measures

14, Inresponse to its internal audit and investigation, Philips terminated and disciplined
several Philips Poland employees and installed new management at Philips Poland, as stated
. above. Philips also retained three law firms and two auditing firms to conduct the investigation
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and design remedial measures to address weaknesses in its internal controls. Included in changes
to internal controls, Philips established strict due diligence procedures related to the retention of
third parties, formalized and centralized its contract administration system and enhanced its
coniract review process, and established a broad-based verification process related to contract
payments. In addition, Philips has made significant revisions to its Global Business Principles
policies and continually revises the policies to keep them current and relevant. Philips also
established and enhanced an anti-corruption training program that includes a certification process
and a variety of training applications to ensure broad-based reach and effectiveness,

Yiolations
A. Standard for the Issuance of a Cease-and-Desist Order

15. Under Section 21C(a) of the Exchange Act, the Commission may impose a cease-
and-desist order upon any person who is violating, has violated, or is about to violate any provision
of the Exchange Act or any rule or regulation thereunder,

B. The Requirements of Sections 13(b)(2)(A) and 13(b)(2)(B) of the Exchange Act

16.  Section 13(b)(2)(A) of the Exchange Act requires reporting companies to make and
keep books, records, and accounts, which, in reasonable detail, accurately and fairly reflect the
transactions and disposition of the assets of the issuer. 15 U.S.C. § 78m(b)(2)(A).

7. Section 13(b)(2)(B) of the Exchange Act requires reporting companies to, among
other things, devise and maintain a system of internal accounting controls sufficient to provide
reasonable assurances that the transactions: (i) are executed in accordance with management’s
general or specific authorization; and (i) are recorded as necessary to_permit preparation.of __
financial statements in conformity with GAAP or any other criteria applicable to such statements,
and to maintain accountability for assets. 15 U.S.C. § 78m(b)(2)(B).

C. Philips Violated Sections 13(b)(2)(A) and 13(b)(2)(B)

18.  Employees of Philips Poland made improper payments to healthcare officials in
Poland to increase the likelihood that Philips would be awarded public tenders to sell medical
equipment to Polish heaithcare facilities. The payments were improperly recorded in Philip’s
books and records as legitimate expenses. Philips Poland employees also utilized falsified records
to support the false accounting entries. Accordingly, as a result of its misconduct, Philips failed to
make and keep books, records, and accounts which, in reasonable detail, accurately and fairly
reflected its transactions and the disposition of its assets as required by Section 13(b)(2)(A) of the
Exchange Act.

‘ 19. Philips Poland’s improper payments to healthcare officials in Poland related to at
least 30 public tenders over a period of eight years. Philips’s intemnal controls failed to detect or
prevent the improper payments and false recordings of those transactions during that time. Asa
result, Philips failed to devise and maintain a system of internal accounting controls sufficient to
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~———-—(1) Respondent may.tfransmit payment electronically to.the Commission, which will

provide reasonable assurances that transactions were properly recorded by Philips in its books and
records. Philips also failed to implement an FCPA compliance and training program
commensurate with the extent of its international operations, Accordingly, Philips violated Section
13(b)(2)(B) of the Exchange Act.

Commission Consideration of Philips’s Remedial Efforts

In determining to accept the Offer, the Commission considered remedial acts promptly
undertaken by Respondent and cooperation afforded the Commission staff

Iv.

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

Accordingly, it is hereby ORDERED that:

20.  Pursuant to Section 21C of the Exchange Act, Respondent cease and desist from
committing or causing any violations and any future violations of Sections 13(b)(2)(A) and
13(b)(2)(B) of the Exchange Act. ‘

_ 21.  Respondent shall, within 10 days of the entry of this Order, pay disgorgement o