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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

April 7, 2006

ORDER OF SUSPENSION
OF TRADING

IN THE MATTER OF
KSW INDUSTRIES, INC.

|
l
|
|
I
File No. 500-1 |
|

It appears to the Securities and Exchange Commission (“Commission”) that there is a
lack of current and accurate information concerning the securities of KSW Industries, Inc.
(“KSW Industries”) because of questions regarding the accuracy of assertions by KSW
Industries in statements made to investors concerning, among other things: (1) the identity of
KSW Industries’ current chief executive officer and president; and (2) its business activities,
including a joint venture it purportedly entered into in or about November 2005, a letter of intent
it issued in or about February 2006, and negotiations it entered into in or about March 2006 to
license the company’s purported EM-100 process.

The Commission is of the opinion that the public interest and the protection of investors

‘ require a suspension of trading in the securities of the above-listed company.
Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act of

1934, that trading in the above-listed company is suspended for the period from 9:30 a.m. EDT,
April 7, 2006 through 11:59 p.m. EDT, on April 21, 2006.

By the Commission.

Nancy M. Morris
Secretary

¥: J. Lynn Tavior
Assistant Secretary




Before the
SECURITIES AND EXCHANGE COMMISSION
April 19, 2006

. UNITED STATES OF AME

ADMINISTRATIVE PROCEEDING
File No. 3-12266

In the Matter of
ORDER INSTITUTING ADMINISTRATIVE
SHARON E. VAUGHN and PROCEEDINGS PURSUANT TO SECTION
DIRECTORS FINANCIAL 15(b) OF THE SECURITIES EXCHANGE
GROUP, LTD,, ACT OF 1934 AND SECTIONS 203(e) AND
203(f) OF THE INVESTMENT ADVISERS
Respondents. ACT OF 1940

L.

The Securities and Exchange Commission (the “Commission”) deems it appropriate and in
the public interest that public administrative proceedings be, and hereby are, instituted against
Directors Financial Group, Ltd. (“DFG”) pursuant to Section 203(e) of the Investment Advisers
. Act of 1940 (the “Advisers Act”), and against Sharon E. Vaughn pursuant to Section 15(b) of the
Securities Exchange Act of 1934 (the “Exchange Act”) and Section 203(f) of the Advisers Act
(Vaughn and DFG referred to collectively as the “Respondents™).

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

1. DFG is an investment adviser registered with the Commission since
December 1998. DFG is an Illinois corporation organized in 1992, with its principal place of
business in Lake Forest, Illinois. Vaughn is the sole owner of DFG which she operates out of her
home. DFG also is the managing member of, and investment adviser to a private hedge fund,
Directors Performance Fund, LLC (the “Fund”).

2. Vaughn, age 63, resides in Lake Forest, Illinois. Vaughn is the President
and sole owner of DFG which she runs out of an office in her home. As President of DFG,
Vaughn provides investment advice and portfolio management services to high net worth
individuals and manages the investments of the Fund. Vaughn also has been a registered
representative with a broker-dealer, Milestone Financial Services, Inc., since May 5, 1999.

3. On March 2, 2006, the Commission filed a Complaint in the United States
‘ District Court for the Northern District of [llinois against Vaughn and DFG captioned Securities




and Exchange Commission v. Sharon E. Vaughn and Directors Financial Group, Ltd., No. 06-C-
1135.

4. The Commission’s Complaint alleged, among other things, that, in the
course of investing $25 million of the Fund’s assets in a fraudulent “Prime Bank” scheme, DFG
and Vaughn (a) made material misrepresentations to the Fund’s investors regarding the Fund’s
trading strategy, permitted investments, and risk of loss, (b) did not properly investigate the
Trading Program investment before committing the Fund’s assets, (c) failed to disclose material
facts to investors regarding their investments, including the nature and structure of the Fund’s
investment in the fraudulent scheme, and (d) produced inaccurate records to, and withheld other
records from, the Commission’s exam staff during the Commission’s examination of DFG. Based
on those allegations, the Complaint asserted that Vaughn and DFG violated Section 17(a) of the
Securities Act of 1933 (the “Securities Act”), Section 10(b) of the Exchange Act and Rule 10b-5
thereunder, and Sections 206(1) and 206(2) of the Advisers Act. It also asserted that DFG, aided
and abetted by Vaughn, violated Section 204 of the Advisers Act and Rule 204-2 thereunder.

5. On March 2, 2006, the Court entered an order that, among other things,
permanently enjoined Vaughn and DFG from violating Section 17(a) of the Securities Act,
Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, and Sections 206(1) and 206(2) of
the Advisers Act. The Court’s March 2 order also enjoined DFG from violating, and Vaughn
from aiding and abetting any violation of, Section 204 of the Advisers Act and Rule 204-2
thereunder. In a written consent, Vaughn and DFG agreed to the entry of the order of permanent
injunction.

IIL.

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 proceedings be instituted
to determine:

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

B. What, if any, remedial action is appropriate in the public interest against DFG
pursuant to Section 203(e) of the Advisers Act and against Vaughn pursuant to Section 15(b) of the
Exchange Act and Section 203(f) of the Advisers Act.

Iv.

IT IS ORDERED that a public hearing for the purpose of taking evidence on the questions
set forth in Section III hereof shall be convened at a time and place to be fixed, and before an
Administrative Law Judge to be designated by further order as provided by Rule 110 of the
Commission's Rules of Practice, 17 C.F.R. § 201.110.




IT IS FURTHER ORDERED that Respondents shall 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 a Respondent fails to file the directed answer, or fails to appear at a hearing after being
duly notified, that Respondent may be deemed in default and the proceedings may be determined
against that Respondent upon consideration of this Order, the allegations of which may be deemed
to be true as provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission's Rules of
Practice, 17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f) and 201.310.

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

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 210 days from the date of service of this Order, pursuant to Rule 360(a)(2) of
the Commission’s Rules of Practice.

In the absence of an appropriate waiver, no officer or employee of the Commission engaged
in the performance of investigative or prosecuting functions in this or any factually related
proceeding will be permitted to participate or advise in the decision of this matter, except as witness
or counsel in proceedings held pursuant to notice. Since this proceeding is not “rule making” within
the meaning of Section 551 of the Administrative Procedure Act, it is not deemed subject to the
provisions of Section 553 delaying the effective date of any final Commission action.

‘ By the Commission.

Nancy M. Morris

Secretary
() (QIW

~ By:\Jill 0. Peterson
.~ pssistani Secretary

xall




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 53801 / May 15, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12294

In the Matter of ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
DONNA YEAGER and PURSUANT TO SECTION 15(b) OF THE
ROBERT YEAGER, SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
Respondents. REMEDIAL SANCTIONS
L

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”) against Donna Yeager
(“D.Yeager”) and Robert Yeager (“R.Yeager”) (collectively “Respondents”).

I1.

In anticipation of the institution of these proceedings, Respondents have submitted Offers
of Settlement (the “Offers”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over them and the subject matter of these
proceedings, and the findings contained in Section II1.3 below, which are admitted, Respondents
consent to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions
(“Order™), as set forth below.




',

. 111

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

1. D.Yeager is the president of American Enterprises, Inc. (“American Enterprises”), a
broker-dealer not registered with the Commission. D.Yeager, 42 years old, is a resident of
Hahnville, Louisiana.

2. R.Yeager is the sole shareholder and a director of American Enterprises, a broker-
dealer not registered with the Commission. R.Yeager, 63 years old, is a resident of Hahnville,
Louisiana.

3. On April 20, 2006, a final judgment was entered by consent against D.Yeager and
R.Yeager, permanently enjoining them from future violations of Sections 5 and 17(a) of the
Securities Act of 1933 (“Securities Act”), Sections 10(b) and 15(a) of the Exchange Act and Rule
10b-5 thereunder, in the civil action entitled Securities and Exchange Commission v. American
Enterprises, Inc., et al., Civil Action Number 06-20975-CIV-Huck/Simonton, in the United States
District Court for the Southern District of Florida.

4. The Commission’s complaint alleged that, since at least 1998, and in connection
with the offer and sale of unregistered securities in the form of investments in various
entertainment ventures, D.Yeager and R.Yeager misrepresented, among other things, the amount,
risk and source of investor returns, the existence and amount of sales commissions, and otherwise

‘ engaged in a variety of conduct which operated as a fraud and deceit on investors.

Iv.

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

Accordingly, it is hereby ORDERED:

Pursuant to Section 15(b)(6) of the Exchange Act, that Respondents D.Yeager and R.Yeager
be, and hereby are barred from association with any broker or dealer.

Any reapplication for association by the Respondents will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondents, whether or not the Commission has fully or
partially waived payment of such disgorgement; (b) any arbitration award related to the conduct




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

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

By the Commission.

Nancy M. Morris
Secretary

By: J. Lynn Taylor
Assistant Secretary

(8]




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

May 19, 2006

In the Matter of
ORDER OF SUSPENSION OF TRADING

China Energy Savings Technology,
Inc.,

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of China Energy Savings Technology, Inc.
(““China Energy”), a Nevada corporation headquartered in Hong Kong.

The Commission is concerned that certain China Energy affiliates and shareholders may
have unjustifiably relied upon Rule 144 of the Securities Act of 1933 (“Securities Act”) in
conducting an unlawful distribution of securities that failed to comply with the resale restrictions
of Rule 144 of the Securities Act. The Commission is also concerned that China Energy may
have unlawfully relied upon Form S-8 of the Securities Act to issue unrestricted securities.

Questions also have arisen regarding the accuracy and completeness of information
contained in China Energy’s public filings with the Commission concerning, among other things,
statements regarding the company’s shareholder base.

The Commission is of the opinion that the public interest and the protection of investors
require a suspension of trading in the securities of the above-listed company.

Therefore, it is ORDERED, pursuant to Section 12(k) of the Securities Exchange Act of

1934, that trading in the above-listed company is suspended for the period from 12:01 am. EDT,
May 19, 2006, through 11:59 p.m. EDT, on June 2, 2006.

By the Commission.

Nancy M. Morris
Secretary

3y J. Lynn Tavlor
Assistant Secretary



UNITED STATES OF AMERICA
’ Before the
SECURITIES AND EXCHANGE COMMISSION

June 26, 2006

IN THE MATTER OF :
Rudy 45 : : ORDER OF SUSPENSION
OF TRADING
File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Rudy 45 (“RDYF’’) because
the company has failed to make required periodic corporate filings and/or has made
inadequate or incomplete periodic corporate filings since December 2004, because of
questions raised regarding the accuracy and adequacy of publicly disseminated
information concerning, among other things, an acquisition announced by Rudy 45, and
because of possible manipulative conduct occurring in the market for the company’s
stock.

The Commission is of the opinion that the public interest and the protection of
investors require a suspension of trading in the securities of the above-listed company.

Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act
of 1934, that trading in the above-listed company is suspended for the period from 9:30
a.m. EDT, on June 26, 2006 through 11:59 p.m. EDT, on July 10, 2006.

By the Commission.

M?/L;{ 6(}34267 Lecviaf
Nancy M. ‘
Secretary

orris



UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 54093 / July 3, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12354

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
In the Matter of SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
IRVING J. STITSKY, REMEDIAL SANCTIONS
Respondent.
L

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

IL

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III.C. and IILE. below, which are admitted,
Respondent consents to the entry of this Order Instituting Administrative Proceedings Pursuant to
Section 15(b) of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial
Sanctions (“Order”), as set forth below.







Iv.

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

Accordingly, it i1s hereby ORDERED:

Pursuant to Section 15(b)(6) of the Exchange Act, Respondent be, and hereby is, barred
from participating in any offering of a penny stock, including: acting as a promoter, finder,
consultant, agent or other person who engages in activities with a broker, dealer or issuer for
purposes of the issuance or trading in any penny stock, or inducing or attempting to induce the
purchase or sale of any penny stock.

By the Commission:
WM e
Nancy M. Morris
Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

July 5, 2006

IN THE MATTER OF

ADZONE RESEARCH, INC. : ORDER OF SUSPENSION
OF TRADING
File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of AdZone Research, Inc.
("AdZone”), a Delaware corporation headquartered in Calverton, New York. Questions
have arisen regarding the accuracy of assertions by AdZone, and by others, in press
releases and internet postings to investors concerning, among other things: (1) the
company’s contracts with two non-profit organizations, (2) the nature and extent of the
orders that the company has received for the sale of licenses of its software products, and
(3) the company’s recent contributions to its employee Incentive Stock Plan.

The Commission is of the opinion that the public interest and the protection of
investors require a suspension of trading in the securities of the above-listed company.

Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act

of 1934, that trading in the above-listed company is suspended for the period from 9:30
a.m. EDT, July 5, 2006, through 11:59 p.m. EDT, on July 18, 2006.

By the Commission.

Nancy M. Morris
Secretary




UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION
July §, 2006
Administrative Proceeding
File No. 3-12355
)
In the Matter of ) ORDER INSTITUTING PUBLIC
: ) ADMINISTRATIVE AND CEASE-AND-
VERITAS FINANCIAL ADVISORS, ) DESIST PROCEEDINGS AND
LLC, VERITAS ADVISORS, INC., ) NOTICE OF HEARING PURSUANT TO
PATRICK J. COX and ) SECTION 21C OF THE SECURITIES
RITA A. WHITE, ) EXCHANGE ACT OF 1934 AND
) SECTIONS 203(e), 203(f) AND 203(k)
Respondents. ) OF THE INVESTMENT ADVISERS
) ACT OF 19%40
)

I.

The Securities and Exchange Commission (“Commission™) deems it appropriate and in
the public interest that public administrative and cease-and-desist proceedings be instituted
against: Veritas Financial Advisors, LLC, pursuant to Sections 203(e) and 203(k) of the
Investment Advisers Act of 1940 (“Advisers Act™); Veritas Advisors, Inc., pursuant to Section
21C of the Securities Exchange Act of 1934 (“Exchange Act”) and Sections 203(¢) and 203(k) of
the Advisers Act; Patrick J. Cox, pursuant to Section 21C of the Exchange Act and Sections
203(f) and 203(k) of the Advisers Act; and Rita A. White, pursuant to Section 21C of the
Exchange Act and Section 203(f) of the Advisers Act.

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

A. RESPONDENTS

1. Veritas Financial Advisors, LLC (“Veritas Financial”), a Massachusetts limited
liability company, is located in Boston, Massachusetts. Veritas Financial was formed on or about
January 30, 2004, and it has been registered with the Commission as an investment adviser
pursuant to Section 203(a) of the Advisers Act since on or about March 4, 2004,




2. Yeritas Adyvisors, Inc. (“Veritas Advisors™), a Massachusetts corporation, is
located in Boston, Massachusetts. Veritas Advisors was formed on or about November 2, 1993,
and was registered with the Commission as an investment adviser pursuant to Section 203(a) of
the Advisers Act from at least August 31, 1998 through July 31, 2001, when the Commission
canceled its registration because Veritas Advisors ceased making requisite filings with the
Commission. Thereafter and through at least April 2005, Veritas Advisors continued to be an
investment adviser within the meaning of Section 202(a)(11) of the Advisers Act.

3. Patrick J. Cox (“Cox”), age 50, resides in Wellesley, Massachusetts. Cox has
been the sole owner and principal of both Veritas entities since their formation, and at all
relevant times he was a person associated with an investment adviser pursuant to Section
202(a)(17) of the Advisers Act. He is a licensed Certified Public Accountant in the State of
Ohio, although his license is inactive.

4, Rita A. White (“White”), age 37, resides in Boston, Massachusetts. Between at
least January 1999 and March 2005, White was an employee of Veritas Advisors who performed
bookkeeping and other administrative tasks. At all relevant times, White was a person associated
with an investment adviser pursuant to Section 202(a)(17) of the Advisers Act.

B. FACTS
Summary
5. This matter involves fraudulent schemes through which Veritas Advisors, Cox

and White collectively misappropriated at least $2,500,000 from a female client, currently age 57
and residing in Brookline, Massachusetts, who sought Veritas Advisors’ services as she was
going through a divorce and looking for someone she could trust to manage her financial affairs
(the “Client”). From at least March 1998 through March 2005, Cox made unauthorized transfers
of at least $1,200,000 from at least three of the Client’s bank or investment accounts to himself
or to Veritas Advisors. From at least January 1999 through March 2005, White misappropriated
at least $1,300,000 from at least one of the Client’s bank accounts for her own use.

6. Both Veritas entities, which were controlled solely by Cox at all relevant times,
also fraudulently failed to disclose their precarious financial condition to clients, and they did not
maintain certain required books and records for investment advisers. Veritas Advisors also did
not maintain proper custody of client funds.

7. As aresult of the foregoing conduct, Veritas Financial, Veritas Advisors, Cox and
White variously willfully violated or willfully aided and abetted and caused violations of the
antifraud and other provisions of the Exchange Act and Advisers Act.



The Veritas Entities and Their Investment Advisory Services

8. From its formation on or about November 2, 1993 until it ceased operating in or
about April 2005, Veritas Advisors continuously provided a range of financial and investment
advisory services to clients, which included tracking client investments, advising clients on the
tax consequences of investments, selecting, interacting with and evaluating investment managers,
paying bills for clients, tax return preparation and tax and estate planning. In the course of
providing these services, Cox, as Veritas Advisors’ principal, had varying amounts of discretion
over client bank and brokerage accounts, including, in some cases, authority to transfer funds
from client accounts and purchase or sell securities in client accounts.

9. During the foregoing period, Cox informed Veritas Advisors clients about several
investment opportunities in which the clients ultimately invested, including a venture operated by
Cox’s brother to market instructional golf videotapes, and two hedge funds managed by a college
acquaintance of Cox. Some clients discussed potential investments with Cox, as Veritas
Advisors’ principal, while other clients sought investment advice from Cox.

10. During the foregoing period, clients compensated Veritas Advisors by paying a
flat fee for all of its services.

11. In October 1998, the Securities Division of the Secretary of the Commonwealth of
Massachusetts (“Securities Division™) entered a consent order against Veritas Advisors and Cox,
which found that, from 1994 through 1998, Veritas Advisors and Cox had provided investment
advisory services while not being registered as investment advisers. The Securities Division
censured them, required them to register with the Securities Division and the Commission, and
ordered Veritas Advisors to pay back registration fees and administrative costs.

12. On or about August 31, 1998, Veritas Advisors registered with the Commission as
an investment adviser (SEC File Number 801-55833).

13. After 1999, Veritas Advisors ceased making the filings with the Commission
which were necessary to maintain its registration as an investment adviser. The Commission
canceled Veritas Advisors’ investment adviser registration on or about July 31, 2001. Thereafter
and through at least April 2005, Veritas Advisors continued to provide the same investment
advisory services to clients as described above, and Cox, as Veritas Advisors’ principal, had
equal or greater discretion over client bank and brokerage accounts.

14. On or about January 30, 2004, Cox formed Veritas Financial as an investment
advisory business. Veritas Financial registered with the Commission as an investment adviser on
or about March 4, 2004 (CRD Number 130614; SEC File No. 801-62868). It has not withdrawn
its registration to date, although it has not made requisite filings with the Commission since at
least March 31, 2005.




15. Between at least January 30, 2004 and March 31, 2005, the Veritas entities had
some common clients and personnel and provided similar services, and, by their own terms, the
code of ethics and compliance manual that Veritas Financial adopted in or about October 2004
also applied to Veritas Advisors employees.

16. On or about March 31, 2005, all employees of Veritas Advisors and Veritas
Financial, excluding Cox, resigned.

Misappropriation of Client Funds by Veritas Advisors and Cox

17. Between at least March 1998 and March 2005, there were more than fifty
unauthorized transfers of cash, totaling at least $1,200,000, from at least three of the Client’s
bank or investment accounts to Veritas Advisors and Cox. These transfers are listed in Exhibit
A.

18. The majority of the unauthorized transfers to Veritas Advisors and Cox occurred
through checks drawn on the Client’s personal checking account (“‘checking account”), and
deposited into either the Veritas Advisors operating account or Cox’s personal checking account.
Most of the checks were “signed” with a stamp copy of the Client’s signature (“signature
stamp”’). The Client had arranged for Veritas Advisors to pay her household expenses from her
checking account, and Veritas Advisors kept the signature stamp at its offices for that purpose.
In some cases, Cox, who was a signatory on the Client’s checking account, signed the checks.

19. A few of the unauthorized transfers to Veritas Advisors and Cox were made by
wire, as reflected in Exhibit A. The wire transfers originated from one of three of the Client’s
accounts — her checking account, an investment account and, in one instance, a charitable
remainder trust account. These transfers occurred pursuant to written requests from Veritas
Advisors that were signed by Cox.

20. The Client’s investment account (“bond account™) consisted of bonds that had to
be sold in order to generate cash. During the relevant period, there were at least monthly
transfers of cash from the Client’s bond account (following the sale of bonds) to her checking
account. These transfers all were made by wire at the direction of Veritas Advisors, and Cox
signed the wire transfer requests. Cox knew of these transfers and also knew that bonds in the
bond account had to be sold in order to generate the cash that was transferred to the checking
account and, in some cases, directly to Veritas Advisors and Cox.

21.  Atall relevant times, Cox continuously withdrew funds from the Veritas Advisors
operating account by making checks payable to himself and depositing them into his personal
checking account. Therefore, Cox personally benefitted from at least some of the cash transfers
from the Client’s accounts to Veritas Advisors.
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. misappropriating funds from the Client’s accounts, Veritas Advisors, Cox and White all engaged
in fraud in violation of these provisions.

33. As a result of the conduct described above, Respondent Cox willfully aided and
abetted and caused Veritas Advisors’ violations of Section 10(b) of the Exchange Act and Rule
10b-5 thereunder by effectuating unauthorized transfers of cash from the Client’s accounts to
Veritas Advisors and/or himself.

Adyvisers Act Violations—Antifraud Provisions

34. As a result of the conduct described above, Respondents Veritas Advisors and
Cox willfully violated Sections 206(1) and 206(2) of the Advisers Act. Section 206(1) of the
Advisers Act prohibits an investment adviser from, directly or indirectly, employing any device,
scheme or artifice to defraud any client or prospective client. Section 206(2) of the Advisers Act
prohibits any transaction, practice or course of business which operates as a fraud or deceit upon
any client or prospective client. Veritas Advisors was an investment adviser at all relevant times
and owed a fiduciary duty to its clients, including the Client. By making unauthorized transfers
of cash from the Client’s accounts, Veritas Advisors, acting through Cox, breached its fiduciary
duty and willfully violated Sections 206(1) and 206(2). Veritas Advisors is liable for Cox’s
misappropriation of funds from the Client’s accounts because Cox’s knowledge, intent and
conduct can be imputed to Veritas Advisors. Cox is directly liable for primary violations of

. Sections 206(1) and 206(2) for his misappropriation of funds from the Client.

35. As a result of the conduct described above, Respondent Cox willfully aided and
abetted and caused Veritas Advisors’ violations of Sections 206(1) and 206(2) of the Advisers
Act by effectuating unauthorized transfers of cash from the Client’s accounts to Veritas Advisors.

36. As a result of the conduct described above, Respondents Veritas Financial and
Veritas Advisors, acting through Cox, willfully violated Section 206(4) of the Advisers Act and
Rule 206(4)-4 thereunder. Section 206(4) of the Advisers Act prohibits investment advisers from
engaging in acts, practices or courses of business which are fraudulent, deceptive or
manipulative, as defined by rules and regulations thereunder. Rule 206(4)-4 requires investment
advisers registered or required to be registered with the Commission to disclose to clients all
material facts with respect to financial conditions that are reasonably likely to impair the
adviser’s ability to meet contractual commitments to clients if the adviser has discretionary
authority or custody over client funds or securities. The Veritas entities met these criteria and
had financial difficulties, known to Cox, which should have been disclosed to clients but were
not disclosed.

37.  Asaresult of the conduct described above, Respondent Veritas Advisors, acting
through Cox, willfully violated Section 206(4) of the Advisers Act and Rule 206(4)-2 thereunder.
Rule 206(4)-2 imposes requirements upon investment advisers registered or required to be
registered with the Commission concerning custody of client funds or securities. Veritas










IV.

IT IS ORDERED that a public hearing for the purpose of taking evidence on the
questions set forth in Section III hereof shall be convened not earlier than 30 days and not later
than 300 days from service of this Order at a time and place to be fixed, and before an
Administrative Law Judge to be designated by further order as provided by Rule 110 of the
Commission's Rules of Practice, 17 C.F.R. § 201.110.

IT IS FURTHER ORDERED that Respondents shall file 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. § 2( 220.

If Respondents fail to file the directed answer, or fail to appear at a hearing after being
duly notified, the Respondents may be deemed in default and the proceedings may be determined
against them upon consideration of this Order, the allegations of which may be deemed to be true
as provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission's Rules of Practice, 17
CF.R. §§201.155(a), 201.220(f), 201.221(f) and 201.310.

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

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

In the absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any factually
related proceeding will be permitted to participate or advise in the decision of this matter, except
as witness or counsel in proceedings held pursuant to notice. Since this proceeding is not “rule
making” within the meaning of Section 551 of the Administrative Procedure Act, it is not deemed
subject to the provisions of Section 553 delaying the effective date of any final Commission action.

By the Commission.

sgs &

Nancy M. Morris
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 54099 / July 5, 2006

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2457 / July 5, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12356

In the Matter of ORDER INSTITUTING CEASE-
AND-DESIST PROCEEDINGS,
Craig M. Waggy MAKING FINDINGS, AND
IMPOSING A CEASE-AND-DESIST
Respondent. ORDER PURSUANT TO SECTION
21C OF THE SECURITIES
EXCHANGE ACT OF 1934

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 Craig M. Waggy (“Waggy™).

II.

In anticipation of the institution of these proceedings, Waggy has submitted an Offer of
Settlement (“Offer”), which the Commission has determined to accept. Solely for the purpose of
these proceedings and any other proceedings brought by or on behalf of the Commission or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission’s jurisdiction over him and the subject matter of these proceedings, which are
admitted, Waggy consents to the entry of this Order Instituting Cease-and-Desist Proceedings,
Making Findings, and Imposing a Cease-and-Desist Order Pursuant to Section 21C of the
Securities Exchange Act of 1934 (“Order”), as set forth below.

III.

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

' The findings herein are made pursuant to Waggy’s offer of settlement and are not binding on
any other person or entity in this or any other proceeding.










paid in the form of advertising run by Gemstar at Gemstar’s discretion in 2001. For the year 2001,
Gemstar ran IPG advertising for Fantasy Sports and recorded and reported a total of $20 million in
IP Sector revenue from Fantasy Sports. No cash payment from Fantasy Sports to Gemstar for the
$20 million in purported advertising was ever made. TV Guide, in consultation with Gemstar’s
CFO and outside auditors, recorded and, through Gemstar, reported the $20 million in 2001. The
$20 million in recorded and reported revenue from Fantasy Sports for 2001 was material to
Gemstar’s separately reported IP Sector financial results.

Gemstar’s recognition of revenue from the Fantasy Sports transaction throughout 2001 did
not conform with GAAP. First, the advertising revenue was never earned because it resulted from
a transaction that lacked economic substance and was merely a pretext to permit Gemstar to record
IP Sector revenue. Second, Gemstar lacked any reasonable basis to determine the fair value of the
IPG advertising because Gemstar did not have stand-alone IPG advertising transactions with
unrelated parties from which the company received cash in amounts comparable to those
recognized in connection with the Fantasy Sports transaction. See APB Opinion No. 29 (revenue
from non-monetary transactions must be based on fair value of assets involved). In November
2002, Gemstar reversed the recognition of the $20 million in IP Sector revenue from Fantasy
Sports.

d. Motorola and Tribune

In October 2000, Gemstar entered into an agreement with Motorola, Inc. (*Motorola”),
under which Motorola agreed to pay Gemstar $188 million in cash and to allow Gemstar to
characterize $17.5 million of that as advertising to be run over a 48 month period. Under the
agreement, Gemstar retained final discretion as to timing and placement of the advertising. In
April 2001, Gemstar and The Tribune Company (“Tribune”) entered into a transaction which
included, among others, two agreements: (1) a Stock Purchase Agreementi which Tribune paid
$106 million 1n cash to Gemstar for the stock of one of TV Guide’s businesses; and (2) an
Advertising Agreement in which Tribune committed to purchase $100 million of advertising from
Gemstar over a six-year period, regardless of whether Tribune used the advertising. The
documentation for the transaction was split at the direction of Gemstar into these two component
parts. Gemstar controlled the timing and placement of the advertising that it ran for Tribune. In
2001 and the quarter ended March 31, 2002, Gemstar ran IPG advertising for Motorola and
Tribune and recognized and reported a total of $34.5 million in IP Sector revenue. Of the $34.5
million, TV Guide, in consultation with Gemstar’s CFO, recognized, recorded, and, through
Gemstar, reported $17.9 million. This revenue was material to Gemstar’s separately reported IP
Sector results.

Gemstar improperly recognized the $34.5 million in IP Sector advertising revenue from
its transactions with Motorola and Tribune, because the fair value of the IPG advertising
provided by Gemstar was not realizable, verifiable, or objectively determinable. See American
Institute of Certified Public Accountants, Statement of Position 97-2, “Software Revenue
Recognition,” paragraph 10 (“[i}f an arrangement includes multiple elements, the fee should be
allocated to the various elements based on vendor-specific objective evidence of fair value,
regardless of any separate prices stated within the contract for each element”); SAB 101,
Frequently Asked Questions and Answers, Question 4 (revenue from multi-element transaction




should be allocated to various elements based on fair value that is reliable, verifiable, and
objectively determinable; prices listed in multi-element arrangement may not be representative
of fair value because prices of different components of transaction can be altered in negotiations
and still result in same aggregate consideration). In March 2003, Gemstar reversed the
recognition of the $34.5 million as IP Sector revenue and allocated it to other sectors.

2. Wagey’s Conduct

From September 1997 to May 2002, Waggy was the CFO of TV Guide, which became a
Gemstar subsidiary in July 2000. After July 2000 TV Guide’s books and records were consolidated
into Gemstar’s financial statements and reported in Gemstar’s periodic reports. Waggy was
responsible for TV Guide’s books and records, including causing TV Guide to record the Awards
Show expense and the Roush, Fantasy Sports, Motorola, and Tribune revenue.

While performing his duties as TV Guide’s CFO, including consulting with Gemstar’s
CFO and outside auditors, Waggy leamed certain information regarding the Awards Show, Roush,
Fantasy Sports, Motorola, and Tribune transactions and Gemstar’s IPG advertising. In causing TV
Guide to record the expense and revenue discussed above, Waggy was negligent in not knowing,
based on information that he had received and/or could have reasonably determined, that the
expense or revenue was improperly recognized and recorded at TV Guide and that revenue would
be improperly recognized, recorded, and reported by Gemstar.

E. LEGAL DISCUSSION

1. Causing Gemstar’s Violations of the Reporting Provisions of Section
13(a) of the Exchange Act, and Rules 12b-20, 13a-1, and 13a-13
Thereunder

Section 13(a) of the Exchange Act and Rules 13a-1 and 13a-13 thereunder require issuers
of securities registered pursuant to Section 12 of the Exchange Act, such as Gemstar, to file with
the Commission certain annual and quarterly reports. Implicit in these provisions is the
requirement that the reports accurately reflect the issuer’s financial condition and operating results.
See SEC v. IMC Int’l, Inc., 384 F. Supp. 889, 893 (N.D. Tex.), aff’d mem., 505 F.2d 733 (5th Cir.
1974). Rule 12b-20 under the Exchange Act further requires the inclusion of any additional
material information that is necessary to make required statements, in light of the circumstances
under which they were made, not misleading. No showing of scienter is required to establish a
violation of Section 13(a) of the Exchange Act. See SEC v. Savoy Indus., Inc., 587 F.2d 1149,
1167 (D.C. Cir. 1978). Moreover, Regulation S-X requires that financial statements filed with the
Commission pursuant to Section 13(a) of the Exchange Act be prepared in accordance with
GAAP. See Peritus Software Services, Inc., Exchange Act Rel. No. 42673 (Apr. 13, 2001) (settled
proceeding). Otherwise, such financial statements shall be presumed inaccurate.

Gemstar committed primary reporting violations by filing with the Commission periodic
reports for 2000, 2001, and the first quarter of 2002 that improperly reported Awards Show,
Roush, Fantasy Sports, Motorola, and Tribune IP Sector revenue. Waggy was a cause of those
reporting violations, because he caused TV Guide to record IP Sector revenue from, or expenses
for, the Awards Show, Roush, Fantasy Sports, Motorola, and Tribune, and he was negligent in




not knowing, based on information he had received and/or could have determined through
additional inquiry, that the revenue or expense was improperly recognized and recorded at TV
Guide and would be improperly reported by Gemstar.?

2. Causing Gemstar’s Violations of the Record-Keeping Provisions of
Section 13(b)(2)(A) of the Exchange Act and Committing Violations of
Rule 13b2-1 Thereunder

Section 13(b)(2)(A) of the Exchange Act requires reporting companies registered
pursuant to Section 12 of the Exchange Act to “make and keep books, records, and accounts,
which in reasonable detail, accurately and fairly reflect the transactions . . . of the issuer.” No
showing of scienter is required to establish a violation of Section 13(b)(2)(A). SEC v. World-
Wide Coin Invs., Ltd., 567 F. Supp. 724, 751 (N.D. Ga. 1983). Rule 13b2-1 under the Exchange
Act also prohibits any person from directly or indirectly falsifying any book, record, or account
described in Section 13(b)(2)(A).

Gemstar committed primary violations of the record-keeping provisions of Section
13(b)(2)(A) of the Exchange Act by improperly recording Awards Show, Roush, Fantasy Sports,
Motorola, and Tribune IP Sector revenue. Waggy was a cause of those record-keeping violations
and violated Rule 13b2-1 under the Exchange Act, because he caused TV Guide to record IP
Sector revenue from, or expenses for, the Awards Show, Roush, Fantasy Sports, Motorola, and
Tribune, and he was negligent in not knowing, based on information he had received and/or
could have determined through additional inquiry, that the revenue or expense was improperly
recognized and recorded at TV Guide and Gemstar.

? Under Section 21C(a) of the Exchange Act, the standard for establishing that a person was a
culpable cause of another person’s violation is that the person engaged in an act or omission that
he “knew or should have known would contribute” to the primary violation. This standard
requires negligence for causing the type of non-scienter violations at issue in this case. KPMG
Peat Marwick, Exchange Act Rel. No. 43862 (June 19, 2001), aff’d, KPMG v. SEC, 289 F. 3d
109 (D.C. Cir. 2002).




®

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

Accordingly, it is hereby ORDERED that Waggy cease and desist from causing any
violations and any future violations of Sections 13(a) and 13(b)(2)(A) of the Exchange Act and
Rules 12b-20, 13a-1, and 13a-13 thereunder and committing or causing any violations and any

future violations of Rule 13b2-1 thereunder.

By the Commission.

Nancy M. Morris
Secretary

By:\dill M. Peterson
Assistant Secretary

. > Waggy has agreed to pay a $25,000 civil penalty in a civil action in the Central District of
California entitled SEC v. Yuen, et al., Case No. CV 03-4376 MRP (PLAX).
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Grounds for Remedial Action
Failure to comply with periodic filing requirements
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unable to cure delinquencies or meet current filing obligations. Held, it is necessary and
appropriate for protection of investors to revoke the registration of issuer's securities.
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L
Eagletech Communications, Inc. ("Eagletech") appeals from an administrative law judge's

decision finding that Eagletech had violated Section 13(a) of the Securities Exchange Act of
1934 and Rules 13a-1 and 13a-13 thereunder by failing to file its quarterly reports for any period
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stock to "naked" short selling between January 2000 and August 2002. 6/ Eagletech blames
these alleged schemes for the financial decline of the company. While we make no findings as to
the cause, Eagletech was experiencing extreme financial difficulties at the time it ceased making
the filings at issue here. In its last quarterly report, filed on February 19, 2002, for its fiscal
quarter ending December 31, 2001, Eagletech reported net losses exceeding $16 million and a
net working-capital deficiency exceeding $2 million. Eagletech also reported that it was
delinquent in its accounts payable, interest payments on its convertible notes, and employee
salaries. Eagletech also stated that there were substantial doubts about its ability to continue as a
going concern. By June 28, 2002, Eagletech's situation had deteriorated to the point that it filed a
notice with the Commission stating its inability to file timely its annual report because it could
not prepare its financial statements. Eagletech's former outside auditor has since resigned. At
one time, Eagletech maintained an office in Fort Lauderdale, Florida, but it now operates from
the president's home in Plantation, Florida.

Eagletech represents that it has taken steps to redress the injuries it has suffered as a result
of the alleged criminal schemes. Eagletech has sued forty individuals allegedly involved in the
separate schemes identified by Eagletech. 7/ Eagletech represented at the prehearing conference
that any monetary recovery in its civil litigation would be used to fund an effort to cure its filing
delinquencies and file current reports. As of the date of the prehearing conference, a trial date
had not been set for Eagletech's civil case against the alleged manipulators, although Eagletech
expected that the trial would be scheduled for some time in 2006.

I
Eagletech admits that it has failed to file the annual or quarterly reports required under

Exchange Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder for any period after
December 31, 2001. Eagletech's representation regarding its current inability to cure its filing

5/ (...continued)
fraudulently sold Eagletech stock between August 1999 and December 2001 as part of a
pump-and-dump manipulation. See SEC v. Labella, No. 05-CIV-852 (WGB) (D.N.J.).
In January 2005, the United States Attorney for the District of New Jersey indicted four
individuals for criminal securities manipulation in connection with the same pump-and-
dump scheme targeting Eagletech stock. See United States v. Labella, No. 05-CR-87
(D.N.1).

6/ "Naked" short selling is a technique in which speculators sell shares they do not own and
never deliver, causing failed transactions and, typically, downward pressure on the stock's
price. See Short Sales, 68 Fed. Reg. 62,972, 62,975 (Nov. 6, 2003) (Notice of Proposed
Rulemaking for Regulation SHO).

7/ Eagletech asserts that neither the Commission nor any other law enforcement agency has
taken any action against the alleged naked short sellers.
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delinquencies or make current filings suggests that the delinquencies are likely to continue for the
indefinite future.

Eagletech asserts as an affirmative defense that it has been the victim of criminal activity
by third parties that has made Eagletech financially unable to comply with its filing obligations.
Even if the facts are as Eagletech represents them to be, however, the alleged criminal activity
does not alter the fact of Eagletech's failure to file its quarterly and annual reports or its present
inability to cure these deficiencies, the only matters relevant to this proceeding.

Eagletech devotes much of its brief to a description of the short-selling scheme and
Eagletech's efforts to bring it to the Commission's attention. In this connection, Eagletech
criticizes the Commission's alleged lack of understanding of the impact of naked short selling on
the markets. In particular, Eagletech identifies perceived inadequacies in the Commission's
recently adopted Regulation SHO, a measure addressing abuses in short selling. 8/ Eagletech
then argues on this basis that Eagletech shareholders are, or will be, victims of two takings of
property by the Commission without due process and without just compensation in violation of
the Takings Clause of the Fifth Amendment. 9/ Eagletech alleges that the first taking occurred
when the Commission adopted Regulation SHO. Eagletech alleges that Regulation SHO
deprived Eagletech shareholders of property in violation of the Fifth Amendment "when it
'grandfathered' all pre-Regulation SHO delivery failures." Eagletech then ¢ 2ges that an illeg;
taking will occur when the Commission's deregistration of Eagletech's stock "leaves behind a
pool of shareholders who hold shares which exceed the number of shares issued by the
company." Eagletech argues that

Grandfathering and De-registration, both acts of "Discretion of the Law" by the
Commission, has and will reward the criminal perpetrators by the inverse taking
of the value of the shares from legitimate shareholders who paid for those shares
with hard earned cash and transfers or will transfer 100% of the value to a group
of manipulators who have broken the law by selling counterfeit shares of the
company that they will never be required to deliver. 10/

8/ See 17 C.F.R. §§ 242.200-203. The Commission adopted Regulation SHO on July 28,
2004, with a compliance date of January 3, 2005.

9/ The Fifth Amendment provides that, in pertinent part, "[n]o person shall . . . be deprived
of . . . property, without due process of law; nor shall private property be taken for public
use without just compensation.” U.S. Const. amend. V.

10/ The record does not reflect whether Eagletech refers to an actual counterfeiting of share
certificates or a situation in which naked short sales reflect sales volume that exceeds the
number of publicly available shares.
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This deregistration proceeding is not the appropriate forum in which to argue a claim that
adoption of Regulation SHO somehow resulted in an unconstitutional taking. Regulation SHO
was promulgated and adopted pursuant to the requirements of the Administrative Procedure
Act, 11/ and all interested and affected persons were afforded ample process in that rulemaking

by which to assert their rights. Affected parties have received all the process that is due under
the provisions of the Administrative Procedure Act.

With respect to any revocation of the registration of Eagletech's securities that may result
from this proceeding, the process that is due to Eagletech is specified in the Exchange Act and
includes the instant review proceeding as a component. Moreover, the deregistration of
Eagletech's securities, should it occur, would not be a taking, much less an uncompensated
taking. The revocation of the registration of Eagletech's securities would lessen, but not
eliminate, the shareholders' ability to transfer their Eagletech securities, which, in turn, may
further diminish the value of the securities. The diminution of property values caused by
government action is not a regulatory taking. 12/ We find that the revocation of the registration
of Eagletech's securities would not constitute an unconstitutional uncompensated taking.

We conclude that Eagletech has violated Exchange Act Section 13(a) and Rules 13a-1
and 13a-13 thereunder.

° -

Under Exchange Act Section 12(j), the Commission 1s authorized, "as it deems necessary
or appropriate for the protection of investors,"” to revoke the registration of a security or suspend
for a period not exceeding twelve months if it finds, after notice and an opportunity for hearing,
that the issuer of the security has failed to comply with any provision of the Exchange Act or
rules thereunder. 13/ In determining an appropriate sanction under Section 12(j) when an issuer
has violated Exchange Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder by failing to
make required filings we are guided by our recent decision in Gateway International Holdings,
Inc. 14/ There we held that

[o]ur determination, in such proceedings, of what sanctions will ensure that
investors will be adequately protected therefore turns on the effect on the

—
T
S~

5 U.8.C. § 500 et seq.

12/ Penn Central Transp. Co. v. New York City, 438 U.S. 104, 131 (1978) (stating that courts
"uniformly reject the proposition that diminution in property value" is a regulatory
taking).

. 13/ 5US.C.§78m().

Exchange Act Rel. No. 53907 (May 31, 2006),  SEC Docket .

—_—
KN
~
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investing public, including both current and prospective investors, of the issuer’s
violations, on the one hand, and the Section 12(j) sanctions, on the other hand. In
making this determination, we will consider, among other things, the seriousness
of the issuer’s violations, the isolated or recurrent nature of the violations, the
degree of culpability involved, the extent of the issuer's efforts to remedy its past
violations and ensure future compliance, and the credibility of its assurances, if
any, against further violations. 15/

Failure to file periodic reports violates a central provision of the Exchange Act. The
purpose of the periodic filing requirements is to supply investors with current and accurate
financial information about an issuer so that they may make sound decisions. Those
requirements are "the primary tool[s] which Congress has fashioned for the protection of
investors from negligent, careless, and deliberate misrepresentations in the sale of stock and
securities.” 16/ Proceedings initiated under Exchange Act Section 12(j) are an important remedy
to address the problem of publicly traded companies that are delinquent in the filing of eir
Exchange Act reports, and thereby deprive investors of accurate, complete, and timely
information upon which to make informed investment decisions. 17/ Here, Eagletech's failure to
comply with its reporting obligations under Section 13 has deprived the investing public of such
information with respect to Eagletech's operations and financial condition for a period of more
than three years. These are serious and recurring violations.

Eagletech has stated that its violations will continue unless and until it receives a
monetary recovery in its civil litigation against the alleged manipulators, a recovery the amount,
timing, and likelihood of which are at best speculative. While Eagletech's asserted financial
inability to comply with its reporting obligations suggests not only that there is no basis for
concluding that Eagletech's failure to file is the product of a desire to flout the law, but that such
failure may be, in fact, unavoidable, Eagletech nonetheless is unable to remedy its past violations
or ensure future compliance.

In weighing the harm to the current and prospective shareholders from the sanction we
impose, we note that in any deregistration current shareholders could be harmed by a diminution
in the liquidity and value of their stock by virtue of the deregistration. Here, however, the
liquidity and value of Eagletech stock are already greatly diminished by the financial straits in
which the corporation finds itself, and deregistration is unlikely to have a significant additional
incremental effect. On the other hand, both existing and prospective shareholders are harmed by
the continuing lack of current, reliable, and audited financial information, a harm for which, as

15/ Gateway, SEC Docket at (footnote omitted).

16/ SEC v. Beisinger Indus. Corp., 552 F.2d 15, 18 (1st Cir. 1977).

17/ See e-Smart Tech., Inc., Exchange Act Rel. No. 50514 (Oct. 12, 2004), 83 SEC Docket
3586, 3590-91 n.14.
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Eagletech concedes, there is no cure in sight. Therefore, suspension of registration for a period
not exceeding twelve months in the hope Eagletech would be able to return to compliance within
that period would almost certainly result only in the necessity for another proceeding under
Section 12(j) at the end of that period. Accordingly, we conclude that deregistration is necessary
and appropriate for the protection of investors.

Eagletech objects to the Commission's apparent failure to respond to Eagletech's urging
that the Commission take action against the individuals Eagletech believes engaged in the naked
short-sale manipulation. The Division has construed these objections as an attempt to argue that
Eagletech is the victim of improper selective prosecution because the Commission has proceeded
against Eagletech but not the naked short sellers. To succeed on a claim of improper selective
prosecution, Eagletech must establish that it was singled out for enforcement action while others
who were similarly situated were not, and that its prosecution was motivated by arbitrary or
unjust considerations such as race, religion, or the desire to prevent the exercise of a
constitutionally protected right. 18/ Eagletech has failed to allege, much less prove, any of these
elements, and we find that Eagletech was not the victim of improper selective prosecution. To
the extent that the gravamen of Eagletech's complaint is that the Commission has decided not to
take enforcement action against the naked short sellers, any such decision would be within the
Commission's prosecutorial and regulatory discretion and would be presumptively
unreviewable. 19/

Accordingly, we find that it is necessary and appropriate for the protection of investors to
revoke the registration of all classes of Eagletech's securities.

An appropriate order will issue. 20/

By the Commission (Chairman COX and Commissioners GLASSMAN, ATKINS,
CAMPOS and NAZARETH).

Aan M

Nancy M. Morris
Secretary

18/ See United States v. Huff, 959 F.2d 731, 735 (8th Cir. 1992); Brian Prendergast,
Securities Exchange Act Rel. No. 44632 (Aug. 1, 2001), 75 SEC Docket 1525, 1542.

19/ Heckler v. Chaney, 470 U.S. 821, 831-35 (1985); Board of Trade of City of Chicago v.
SEC, 883 F.2d 525, 531 (7th Cir. 1989).

20/ We have considered all of the parties' contentions. We have rejected or sustained them to
the extent that they are inconsistent or in accord with the views expressed in this opinion.
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By the Commission.
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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) and 203 (k) of the Investment
Advisers Act of 1940 (“Advisers Act”) against Warwick Capital Management, Inc.
“Warwick”) and pursuant to Sections 203(f) and 203(k) against Carl Lawrence
(“Lawrence”) (collectively “Respondents”).

II.

After an investigation, the Division of Enforcement alleges that:
SUMMARY

1. This proceeding concerns materially misleading advertising by Warwick
and Lawrence. From at least 1998 through March 2005, Warwick and Lawrence
distributed through third-party subscription services (the “database services”) false and
misleading information about Warwick that: (i) overstated Warwick’s assets under
management; (ii) overstated the number of Warwick’s clients: (iii) falsely represented
performance returns that Warwick and Lawrence knew were false and misleading;

(iv) falsely represented that Warwick was in compliance with the Association for
Investment Management and Research Performance Presentation Standards (“AIMR-




PPS”); (v) falsely claimed that Warwick was registered with the Commission; and

(vi) overstated the length of time Warwick had been in the investment advisory business.
In its Form ADYV filings from 1998 through 2000, Warwick and Lawrence also overstated
the number of clients Warwick had and its assets under management.

2. As a result of the false and misleading returns Lawrence supplied to the
database services, Warwick repeatedly ranked at or near the top of certain database
services’ rankings of investment advisers and money managers. Because of the false
information provided to the database services, Warwick appeared to have a greater
amount of assets under management than it actually managed and appeared to have a
longer operating history than it actually had. As of July 2004, at least five of Warwick’s
nine clients had entered into advisory agreements with Warwick as a result of the false
information Warwick and Lawrence disseminated to the database services.

3. While registered as an investment adviser with the Commission, Warwick
did not maintain books and records that the Advisers Act requires registered investment
advisers to maintain, such as copies of advertisements and other communications that the
investment adviser circulates to over 10 persons, as well as documents necessary to form
the basis for Warwick’s performance returns.

RESPONDENTS
4, Warwick is a New York corporation located in Bronxville, New York.

Warwick was registered as an investment adviser with the Commission from March 15,
1996 through January 2002. Warwick was established in 1991 as a sole proprietorship,
and was incorporated in 1994. Lawrence and Joan Lawrence, his spouse, each own 50%
of Warwick and are its sole employees. Warwick engaged for compensation in the
business of advising clients on investing in securities.

5. Lawrence, age 70 and a resident of Bronxville, New York, is Warwick’s
founder, president and sole control person. At all relevant times, Lawrence was
responsible for the management of Warwick’s business, and made all of Warwick’s
investment and business decisions. Lawrence engaged for compensation in the business of
advising clients on investing in securities.




OTHER RELEVANT ENTITIES

6. Nelson MarketPlace' (“Nelson’s”), Mobius Group, Inc.” (“Mobius”)
and Plan Sponsor Network, Inc.’ (“Plan Sponsor Network™) (collectively “database
services”’) are database services that obtain, on a voluntary basis, information from
money managers regarding each adviser’s performance returns and the adviser’s assets
under management. Nelson’s, Mobius and Plan Sponsor Network use the data to create
databases that institutional investors and high net worth individuals can access by
subscription. Mobius also provided performance numbers to Money Management
Executive, an industry publication. An additional database service, Money Manager
Review, does not maintain a database, but publishes the data on each reporting firm.

FACTS

Lawrence and Warwick’s Misrepresentations Through the
Database Services Concerning Warwick’s Performance Returns

7. Lawrence supplied the database services with false and misleading
performance returns for 2003 that were at least double the performance returns that
Lawrence listed in Warwick’s own marketing brochure. Lawrence transmitted these false
monthly performance returns, by telephone or in writing, to the database services. The
2003 performance returns that Lawrence supplied to the database services varied and far
exceeded the returns in Warwick’s marketing brochure:

Warwick Nelson’s Mobius * Plan Sponsor
Brochure Network
25.6% 56.3% 77.07% 60.37%
8. In 2004, two prospective clients brought the discrepancy between

Warwick’s and Nelson’s 2003 performance returns to Lawrence’s attention. In response,
Lawrence told the prospective clients that Warwick’s brochure represented the accurate

! Nelson’s is a unit of Thompson Financial.

2 The Mobius group was acquired by CheckFree Corporation in 1999 and the
business unit renamed M-Solutions and the database product was branded M-Search. In
2006, Informa Investment Solutions, an Informa Financial Company, acquired the M-
Solutions unit of CheckFree Corporation.

? Informa Investment Solutions owns the Plan Sponsor Network database.

! The annual returns presented here are for the “Equity Only” returns, which

exclude cash and fixed income investments.




performance returns. However, Lawrence never changed the 2003 inflated performance
returns that Nelson’s was publishing. Based upon the inflated performance returns
Lawrence supplied, Nelson’s repeatedly ranked Warwick at or among the top money
managers for returns on investments in equity products.

9. In addition to including Warwick’s performance returns in its subscription
services, Mobius supplied money manager performance data to Money Management
Executive, an industry publication for investment professionals that compiles rankings
based upon the performance data. In June 2004, Money Management Executive, using
Lawrence’s inflated performance numbers, ranked Warwick among the “Top Ten
Performing SMA Institutional Managers” for domestic equity, reporting that Warwick
generated a 51.26% return from the first quarter of 2003 through the first quarter of 2004.
Money Management Executive also ranked Warwick among the “Top Ten Performing
SMA Institutional Managers” during the last half of 2003 based upon inflated
performance numbers.

10.  In addition to including Warwick’s returns in its subscription services,
Plan Sponsor Network included Warwick’s inflated performance returns in their “Top
Gun” rankings based upon information collected through their investment manager
questionnaires, placing Warwick within the top ten investment advisers in the “Top Gun”
rankings in all four quarters of 2003.

11.  Lawrence also supplied Mobius with purported historical performance
returns for Warwick for the time period 1987 to 1990, when Warwick did not even exist.
In 2004, Mobius made this data available to its subscribers.

12.  As of July 2004, five of Warwick’s nine clients had contacted Lawrence to
open accounts after seeing Warwick’s performance results in Mobius, Nelson’s, and/or
Money Manager Review.

Lawrence’s Misrepresentations Concerning Warwick’s Assets
Under Management, Its Number of Clients, and Its Registration Status

13. At various times between 1998 and 2004, Lawrence supplied through the
database services materially misleading numbers that inflated Warwick’s assets under
management and the number of Warwick’s clients. Lawrence provided these inflated
numbers to make Warwick appear larger than it actually was to induce prospective clients
to open advisory accounts with Warwick. Lawrence inflated these numbers by including
the “accounts” to which he made investment recommendations, but which Warwick did
not actively manage, in his calculation of the number of clients and Warwick’s assets
under management. From 1998 to 2004, Warwick actively managed money for between
4 and 10 clients. Lawrence, however, provided inflated numbers through the database
services that showed that Warwick had between 9 and 26 clients during this same time
period. Further, from 1998 to 2000, Warwick and Lawrence overstated the number of
clients that Warwick had and its total assets under management in its Form ADV filings
with the Commission.




14.

number of clients Warwick actively managed:

Warwick’s Assets Under Management

The following charts summarize Warwick and Lawrence’s
misrepresentations concerning (i) Warwick’s assets under management and (ii) the

Date | Actual As As As Published | As As
Assets Reported | Published | by Mobius Published | Published
Under in Form by by Plan by Money
Management | ADV Nelson’s Sponsor | Manager

Network | Review

1Q04 | $9.5M $94.2M

2003 | $10.5M $95.2M $95.2M

4Q03 $64.5M

3Q03 $64.5M

1Q03 $57.5M

2002 | $6M $54.5M $64.5M

4Q02 $64.5M

3Q02 $58.2M $58.2M

2001 | $6M $26.9M $26.86M $28M

2Q01 $37.5M

2000 | $4M $35.2M $355M $35M $36M

3Q00 $48.5M

2Q00 $35M

1999 | $2M $37.2M $47.2M $47.2M

1998 | $15M $29.4M $35.8M

1997 $28.9M $31.6M

1996 $25M

1995 $42.5M




Warwick’s Number of Clients Actively Managed

Date Actual As As As Published | As Published by
Number of | Reported in | Published | by Mobius Plan Sponsor
Clients Form ADV | by Nelson’s Network

2004 8 26

1Q04 26

2003 8 26 26

4Q03 26

3Q03 125

1Q03 20

2002 5 20 20

4Q02 20

3Q02 18 19

2001 5 9 9 12

2Q01 11

2000 4 11 11 11

3Q00 11

2Q00 11

1999 2 16 15 15

1998 10 15 17

1997 14 17

1996 14

1995 15

15.  In 2004 and 2005, Warwick and Lawrence misrepresented through the
database services that Warwick was registered with the Commission. The Commission
terminated Warwick’s registration with the Commission in January 2002, and Warwick
was not registered with the Commission thereafter.

Lawrence Knew the Database Services Were Reporting
False and Misleading Information for Warwick

16.  Lawrence knew that the database services were reporting false and
misleading information concerning Warwick. Lawrence personally provided the
information to the database services, either by telephone or in writing. Further, on at
least two occasions, prospective clients brought the inaccuracies and inconsistent
numbers to Lawrence’s attention. After the prospective clients brought these
discrepancies to Lawrence’s attention, Lawrence did not access the database services to
verify that the information the database services were reporting was correct. Finally,
Lawrence knew that he was supplying information to the database services for the
purpose of soliciting potential clients, and he intended that prospective clients rely on the
database services rankings in considering and selecting Warwick as an investment
adviser.




Warwick’s False Statements Through the Database
Services Regarding Its AIMR-PPS Compliance

17.  Lawrence and Warwick falsely represented through each database service
that Warwick was in compliance with AIMR-PPS. Since Lawrence claimed Warwick
was AIMR-PPS compliant, he was required to report Warwick’s performance returns,
assets under management, and number of clients in compliance with AIMR-PPS. AIMR-
PPS require investment advisers, in a composite presented, to include only clients to
whom the adviser provides discretionary investment advisory services. When calculating
and reporting Warwick’s assets under management and number of clients to the database
services, Lawrence improperly included assets under management and clients for which
he did not actively manage money. Furthermore, Lawrence and Warwick did not capture
and maintain data and information necessary to support Warwick’s performance
presentation in the database services in accordance with AIMR-PPS.

Warwick’s Inadequate Record Keeping

18.  While registered as an investment adviser with the Commission, Warwick
did not maintain many of the books and records that the Advisers Act requires registered
investment advisers to maintain, such as copies of advertisements and other
communications that the investment adviser circulates to over 10 persons, as well as
documents necessary to form the basis for Warwick’s performance returns.

Warwick’s Improper Registration With the Commission
19. From 1998 to 2002, Warwick never had $25 million in assets under
management, and therefore, Warwick was improperly registered with the Commission as

an investment adviser.

VIOLATIONS

20. As a result of the conduct described above, Respondent Warwick willfully
violated, and Lawrence willfully aided and abetted and caused Warwick’s violations of,
Section 204 of the Advisers Act and Rule 204-2(a)(11) thereunder, by failing to maintain
and/or make available for inspection by the Commission copies of each notice, circular,
advertisement, newspaper article, investment letter, bulletin or other communication that
Warwick circulated or distributed, directly or indirectly, to 10 or more persons;

21.  Asaresult of the conduct described above, Respondent Warwick willfully
violated, and Lawrence willfully aided and abetted and caused Warwick’s violations of,
Section 204 of the Advisers Act and Rule 204-2(a)(16) thereunder by failing to keep all
documents that are necessary to form the basis for, or demonstrate the calculation of, the
performance or rate of return of any or all managed accounts that it used in
advertisements or other communications distributed to 10 or more persons;




22.  Asaresult of the conduct described above, Respondent Warwick willfully
violated Section 206(1) and 206(2) of the Advisers Act and Lawrence willfully violated,
or willfully aided and abetted and caused Warwick’s violations of, Section 206(1) and
206(2) of the Advisers Act by employing devices, schemes or artifices to defraud clients
or engaging in transactions, practices or courses of business that defrauded clients or
prospective clients;

23.  Asaresult of the conduct described above, Respondent Warwick willfully
violated, and Lawrence willfully aided and abetted and caused Warwick’s violations of,
Section 206(4) of the Advisers Act and Rule 206(4)-1(a)(5) thereunder by engaging in
acts, practices or courses of business which were fraudulent, deceptive or manipulative,
including publishing, circulating or distributing advertisements that contained untrue
statements of material facts, or that were otherwise false or misleading;

24.  As aresult of the conduct described above, Respondent Warwick willfully
violated Section 207 of the Advisers Act and Lawrence willfully violated, or willfully
aided and abetted and caused Warwick’s violations of, Section 207 of the Advisers Act
by making untrue statements of a material fact in registration applications or reports
Warwick filed with the Commission and willfully omitting to state in such applications or
reports material facts which were required to be stated therein; and

25.  Asaresult of the conduct described above, Respondent Warwick willfully
violated, and Lawrence willfully aided and abetted and caused Warwick’s violations of,
Section 203A of the Advisers Act for having improperly registered with the Commission.

III.

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

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

B. What, if any, of the following remedial action is appropriate in the public
interest against Respondents, including, but not limited to, an investment advisory bar
pursuant to Section 203(f) of the Advisers Act and civil penalties pursuant to Section
203(1) of the Advisers Act; and

C. 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 203A, 204, 206(1), 206(2), 206(4), and 207 of the Advisers
Act and Rules 204-2(a)(11), 204-2(a)(16) and 206(4)-1(a)(5) thereunder.




Iv.

IT IS ORDERED that a public hearing for the purpose of taking evidence on the
questions set forth in Section III hereof shall be convened not earlier than 30 days and not
later than 60 days from service of this Order at a time and place to be fixed, and before an
Administrative Law Judge to be designated by further order as provided by Rule 110 of the
Commission’s Rules of Practice, 17 C.F.R. § 201.110.

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

If Respondent fails to file the directed answer, or fails to appear at a hearing after
being duly notified, the Respondent may be deemed in default and the proceedings may be
determined against him upon consideration of this Order, the allegations of which may be
deemed to be true as provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission's
Rules of Practice, 17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f) and 201.310.

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

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

In the absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any factually
related proceeding will be permitted to participate or advise in the decision of this matter,
except as witness or counsel in proceedings held pursuant to notice. Since this proceeding is
not “rule making” within the meaning of Section 551 of the Administrative Procedure Act, it
is not deemed subject to the provisions of that Section 553 delaying the effective date of any
final Commission action.

By the Commission.

Nancy M. Morris

Secretary Z

By: J. Lynn Tayloy
Assistant Secretary
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Joint Final Rules: Application of the Definition of Narrow-Based Security Index to
Debt Securities Indexes and Security Futures on Debt Securities

AGENCIES: Commodity Futures Trading Commission and Securities and Exchange
Commission.

ACTION: Joint final rules.

SUMMARY: The Commodity Futures Trading Commission ("CFTC") and the
Securities and Exchange Commission ("SEC") (together, the "Commissions") are
adopting a new rule and amending an existing rule under the Commodity Exchange Act
("CEA") and adopting two new rules under the Securities Exchange Act of 1934
("Exchange Act™). The rules will modify the applicable statutory listing standards
requirements to permit security futures to be based on individual debt securities or a
narrow-based security index composed of such securities. In addition, these rules and
rule amendment will exclude from the definition of "narrow-based security index" debt
securities indexes that satisfy specified criteria. A future on a debt securities index that is
ex 1ded from the definition of narrow-based security index will not be a security future

and may trade subject to the exclusive jurisdiction of the CFTC.

EFFECTIVE DATE: [Insert date 30 days from publication in the Federal Register.]




FOR FURTHER INFORMATION CONTACT:
CFTC: Elizabeth L. Ritter, Deputy General Counsel, at 202/418-5052, or Julian E.
Hammar, Counsel, at 202/418-5118, Office of General Counsel; or Thomas M. Leahy,
Jr., Associate Director, Product Review, at 202/418-5278, Division of Market Oversight,
Commodity Futures Trading Commission, Three Lafayette Centre, 1155 21 Street, NW,
Washington, DC 20581.
SEC: Yvonne Fraticelli, Special Counsel, at 202/551-5654; or Leah Mesfin, Special
Counsel, at 202/551-5655, Office of Market Supervision, Division of Market Regulation,
Securities and Exchange Commission, 100 F Street, NE, Washington, DC 20549-6628.
SUPPLEMENTARY INFORMATION:

The Commissions are adopting Rule 41.15 and amending Rule 41.21 under the
CEA,! and adding Rule 3a55-4 and Rule 6h-2 under the Exchange Act.?
I. Introduction

A. Background

Futures contracts on single securities and on narrow-based security indexes
(collectively, "security futures") are jointly regulated by the CFTC and the SEC.?> The
definition of narrow-based security index under both the CEA and the Exchange Act sets
forth the criteria for such joint regulatory jurisdiction. Futures on indexes that are not
narrow-based security indexes are subject to the exclusive jurisdiction of the CFTC.

Under the CEA and the Exchange Act, an index is a narrow-based security index if it

! All references to the CEA are to 7 U.S.C. 1 et seq.
All references to the Exchange Act are to 15 U.S.C. 78a et seq.

3 See Section 1a(31) of the CEA, 7 U.S.C. 1a(31); Section 3(a)(55)(A) of the
Exchange Act, 15 U.S.C. 78¢c(a)(55)(A).




meets any one of four criteria.® Further, the CEA and Exchange Act provide that,
notwithstanding the statutory criteria, an index is not a narrow-based security index if a
contract of sale for future delivery on the index is traded on or subject to the rules of a
board of trade and meets such requirements as are jointly established by rule, regulation,
or order of the Commissions.’

The statutory definition of narrow-based security index was designed primarily
for indexes composed of equity securities, not debt securities.® For example, while three
criteria in the narrow-based security index definition evaluate the composition and
weighting of the securities in the index, another criterion evaluates the liquidity of an
index's component securities. The liquidity criterion in the statutory definition of narrow-
based security index, which is important for indexes composed of common stock, is not
an appropriate criterion for indexes composed of debt securities because debt securities
generally do not trade in the same manner as equity securities. In particular, because few
debt securities meet the ADTV criterion in the statutory definition of narrow-based

security index, most indexes composed of debt securities, regardless of the number or

The four criteria are as follows: (1) it has nine or fewer component securities; (2)
any one of its component securities comprises more than 30% of its weighting;
(3) any group of five of its component securities together comprise more than
60% of its weighting; or (4) the lowest weighted component securities
comprising, in the aggregate, 25% of the index's weighting have an aggregate
dollar value of average daily trading volume ("ADTV") of less than $50 million
(or in the case of an index with 15 or more component securities, $30 million).
See Section 1a(25)(A)(i)-(iv) of the CEA, 7 U.S.C. 1a(25)(A)(i)-(iv); Section
3(a)(55)(B)(1)-(iv) of the Exchange Act, 15 U.S.C. 78c(a)(55)(B)(i)-(iv).

5 See Section 1a(25)(B)(vi) of the CEA, 7 U.S.C. 1a(25)(B)(vi); Section
3(a)(55)(C)(vi) of the Exchange Act, 15 U.S.C. 78c(a)(55)(C)(vi).

Debt securities include notes, bonds, debentures, or evidences of indebtedness.




amount of underlying component securities in the index, would fall within the statutory
definition of narrow-based security index.

On April 10, 2006, the Commissions proposed rules’ that would exclude debt
securities indexes that satisfied certain criteria from the statutory definition of narrow-
based security index. Futures on debt securities indexes that satisfy the criteria of the
exclusion would not be security futures and thus would be subject to the exclusive
jurisdiction of the CFTC. In addition, the proposed rules and rule amendment would
modify the statutory listing standards to permit the trading of security futures on single
debt securities and narrow-based security indexes composed of debt securities.

The Commissions received comment letters on the proposed rules from two
futures exchanges, the Chicago Mercantile Exchange ("CME") and the Board of Trade of
the City of Chicago ("CBOT"),? and from the Futures Industry Association ("FIA™).” All
of the commenters generally supported the Commissions' proposal. The CME and the

CBOT requested the opportunity for public comment on the listing standards that would

7 See Securities Exchange Act Release No. 53560 (March 29, 2006), 71 FR 18030
(April 10, 2006) ("Proposing Release").

8 See letter from Craig S. Donohue, Chief Executive Officer, CME, to Jean A.
Webb, Secretary, CFTC, and Jonathan G. Katz, Secretary, SEC, dated April 25,
2006 ("CME Letter"); letter from Bernard Dan, CBOT, to Jean A. Webb,
Secretary, CFTC, and Nancy M. Morris, Secretary, SEC, dated May 10, 2006
("CBOT Letter").

’ See letter from John M. Damgard, President, FIA, to Jean A. Webb, Secretary,
CFTC, and Nancy M. Morris, Secretary, SEC, dated May 16, 2006 ("FIA
Letter"). In addition, the FIA supported the comments of the CME and the CBOT
and urged the Commissions to propose a regulatory standard governing the offer
and sale of security futures contracts on indexes composed of non-U.S. equities
that trade on or are subject to the rules of exchanges or boards of trade located
outside of the United States. Because the proposed rules did not relate to indexes
composed of non-U.S. equities, the Commissions are not addressing this comment
in this release.




apply to security futures on debt securities and indexes composed of debt securities.'® In
addition, the CBOT suggested that the Commissions reduce the minimum remaining
outstanding principal amount requirement from $250,000,000 to $100,000,000."!

The FIA asked the Commissions to confirm that: (1) a debt security index that
meets the criteria 1n the rules would be broad-based even if the index included products
or instruments that are not securities; and (2) in a debt securities index that includes both
exempted securities and securities that are not exempted securities, it would be necessary
to take into account only securities that are not exempted securities in determining
compliance with the criteria in the rules.'” These comments are discussed more fully
below.

B. Overview of Adopted Rules

After careful consideration, the Commissions have determined to adopt the rules
and rule amendment largely as proposed, with changes to address certain issues raised by
the commenters. The Commissions believe it is appropriate to exclude certain debt
securities indexes from the statutory definition of narrow ased security index using
criteria that differ in certain respects from the criteria applicable to indexes composed of
equity securities. The Commissions believe that such modified criteria for debt securities
indexes are necessary or appropriate in the public interest and consistent with the
protection of investors because the criteria recognize the fferences between equity and

debt and would permit security futures to be based on debt securities indexes."> In

10 e CME Letter, supra note 8, at 2; CBOT Letter, supra note 8, at 3-4.

e CBOT Letter, supra note §; at 2-3.

12 e FIA Letter, supra note 9, at 2.

B3 e 15 U.S.C. 78mm(a)(1).
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particular, the Commissions believe that the modified criteria addressing diversification
and public information about, and market familiarity with, the issuers of the securities
underlying a debt securities index will reduce the likelihood that a future on such an
index would be readily susceptible to manipulation and thus are more appropriate criteria
for debt securities indexes.
1. CEA Rule 41.21 and Exchange Act Rule 6h-2

The Commissions are amending CEA Rule 41.21 and adopting Exchange Act
Rule 6h-2 to modify the statutory listing standards for security futures to permit the
trading of security futures based on debt securities that are notes, bonds, debentures, or
evidences of indebtedness and indexes composed of such securities.

2. CEA Rule 41.15 and Exchange Act Rule 3a55-4

The Commissions are adopting CEA Rule 41.15 and Exchange Act Rule 3a55-4,
which exclude from the definition of narrow-based security index any debt securities
index that satisfies certain criteria. Specifically, CEA Rule 41.15 and Exchange Act Rule
3a55-4 provide that a debt securities index will not be considered a narrow-based security
index for purposes of Section 3(a)(55) of the Exchange Act and Section 1a(25) of the
CEA if: (1) each index component is a security that is a note, bond, debenture, or
evidence of indebtedness; (2) the index is comprised of more than nine securities issued
by more than nine non-affiliated issuers; (3) the securities of any issuer included in the
index do not comprise more than 30% of the index's weighting; (4) the securities of any
five non-affiliated issuers included in the index do not comprise more than 60% of the
index's weighting; and (5) the issuer of a security included in an index‘satisﬁes certain

requirements.




For securities that are not exempted securities, CEA Rule 41.15 and Exchange
Act Rule 3a55-4 require that the issuer of a component security: (1) be required to file
reports pursuant to section 13 or 15(d) of the Exchange Act; (2) have worldwide market
value of its outstanding common equity held by non-affiliates of $700 million or more;
(3) have outstanding securities that are notes, bonds, debentures, or evidences of
indebtedness with a total remaining principal amount of at least $1 billion; or (4) be a
government of a foreign country or a political subdivision of a foreign country.

In addition, CEA Rule 41.15 and Exchange Act Rule 3a55-4 require each security
of an issuer included in an index to have a total remaining principal amount outstanding
of at least $250,000,000. Alternatively, to respond to the CBOT's comment, the final rule
permits a municipal security in the index to have only $200,000,000 total remaining
principal amount outstanding if the issuer of such municipal security has outstanding debt
securities with a total remaining principal amount of at least $1 billion.

CEA Rule 41.15 and Exchange Act Rule 3a55-4 provide a de minimis exception
from the issuer eligibility and minimum outstanding principal balance criteria if a
predominant percentage of the securities comprising the index's weighting satisfy all of
the applicable criteria.

In addition, in response to the FIA's comments, the Commissions are adding an
alternative provision that would permit exempted securities that are debt securities (other
than municipal securities) to be excluded from an index in determining whether such

index is not a narrow-based security index under the rules.




Finally, CEA Rule 41.15 and Exchange Act Rule 3a55-4 contain a definition of

"control” solely to assess affiliation among issuers for purposes of determining

satisfaction of the criteria established in the rules.

I1. Discussion of Final Rules

A. Modification of the Statutory Listing Standards Requirements for
Security Futures Products

The Commodity Futures Modernization Act of 2000'* amended the Exchange Act
and the CEA by, among other things, establishing the criteria and requirements for listing
standards for securities on which security futures products can be based. The Exchange
Act" provides that it is unlawful for any person to effect transactions in security futures
products that are not listed on a national securities exchange or a national securities
association registered pursuant to Sections 6(a) or 15A(a), respectively, of the Exchange
Act.'® The Exchange Act'” further provides that such exchange or association is
permitted to trade only security futures products that conform with listing standards filed
with the SEC and that meet the criteria specified in Section 2(a)(1)(D)(i) of the CEA.'®
The CEA' states that no board of trade shall be designated as a contract market with
respect to, or registered as a derivatives transaction execution facility ("DTEF") for, any
contracts of sale for future delivery of a security futures product unless the board of trade

and the applicable contract meet the criteria specified in that section. Similarly, the

1 Pub. L. No. 106-554, 114 Stat. 2763 (2000).

15 Section 6(h)(1) of the Exchange Act, 15 U.S.C. 78f(h)(1).
16 15 U.S.C. 78f(a) and 780-3(a).

17 Section 6(h)(2) of the Exchange Act, 15 U.S.C. 78f(h)(2).
13 7 U.S.C. 2(a)(1)(D)().

19 Section 2(a)(1)(D)(i) of the CEA, 7 U.S.C. 2(a)(1}D)().



Exchange Act” requires that the listing standards filed with the SEC by an exchange or
association meet specified requirements.

In particular, the Exchange Act?! and the CEA® require that, except as otherwise
provided in a rule, regulation, or order, a security future must be based upon common
~ stock and such other equity securities as the Commissions jointly determine appropriate.
A security future on a debt security or a debt securities index currently would not satisfy
this requirement.

The Exchange Act and the CEA, however, provide the Commissions with the
authority to jointly modify this requirement to the extent that the modification fosters the
development of fair and orderly markets in security futures products, is necessary or
appropriate in the public interest, and 1s consistent with the protection of investors.”
Pursuant to this authority, the Commissions have determined that it is appropriate in the
public interest and consistent with the protection of investors to amend CEA Rule 41.21
and adopt Exchange Act Rule 6h-2 to permit the trading of security futures based on debt
securities that are notes, bonds, debentures, or evidences of indebtedness and indexes
composed of such securities. This modification is necessary to allow the listing and
trading of new and potentially useful financial products.

Security futures on debt securities or indexes composed of debt securities must
also conform with the listing standards of the national securities exchange or national

securities association on which they trade. The Exchange Act requires, among other

20 Section 6(h)(3) of the Exchange Act, 15 U.S.C. 78f(h)(3).
2! Section 6(h)(3)(D) of the Exchange Act, 15 U.S.C. 78f(h)(3)(D).
2 Section 2(a)(1)(D)(D(III) of the CEA, 7 U.S.C. 2(a)(1)D)()(IL)).

2 Section 6(h)(4)(A) of the Exchange Act, 15 U.S.C. 78f(h)(4)(A); Section
2(a)(1)(D)(v)() of the CEA, 7 U.S.C. 2(@)(1)(D)(vXD).
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things, that such listing standards be no less restrictive than comparable listing standards
for options traded on a national securities exchange or national securities association.”*
In addition, the issuer of any security underlying the security future, including each
component security of a narrow-based security index, would have to be subject to the
reporting re;quirements of the Exchange Act due to the requirement that the security be
fegistered under Section 12 of the Exchange Act.”” The listing standards for a security
future also must 'require that trading in the security future not be readily susceptible to
manipulation of the price of such security future, nor to causing or being used in the
manipulation of the price of an underlying security, option on such security, or option on
a group or index including such securities.”® Because these listing standards will
continue to provide important investor protections and safeguards against such products
being readily susceptible to manipulation or causing or being used in the manipulation of
any underlying security or option on such underlying security or securities, the
Commissions believe that new Exchange Act Rule 6h-2 and the amendments to CEA
Rule 41.21 will foster the development of fair and orderly markets in security futures
products, are appropriate in the public interest, and are consistent with the protection of
investors.

B. Rules Excluding Certain Debt Securities Indexes from the Definition
of Narrow-Based Security Index

g Section 6(h)(3)(C) of the Exchange Act, 15 U.S.C. 78f(h)(3)(C).

2 Section 2(a)(1)(D)(i)(I) of the CEA, 7 U.S.C. 2(a)(1)(D)(1)(I); Section 6(h)(3)(A)
of the Exchange Act, 15 U.S.C. 78{f(h)(3)(A).

2 Section 2(a)(1)(D)(i)(VII) of the CEA, 7 U.S.C. 2(a)(1)(D)()(VII); Section
6(h)(3)(H) of the Exchange Act, 15 U.S.C. 78£(h)(3)(H).
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' The Commissions are adopting new CEA Rule 41.15 and Exchange Act Rule
3a55-4, which exclude from the statutory definition of narrow-based security index any
debt securities index that satisfies certain criteria. A futures contract on such an index
would not be a security future and thus would be subject to the exclusive jurisdiction of
the CFTC. The Commissions believe that the criteria in the rules, including the
requirements relating to the maximum weighting and concentration of securities of an
issuer in an index, the eligibility conditions for issuers, and the minimum remaining
outstanding principal amount requirement should reduce the likelihood that a future on
such an index would be readily susceptible to manipulation or could be used to
manipulate the market for the underlying debt securities.*’

1. Index composed solely of debt securities

‘ The new rules require that, for an index to qualify for the exclusion from the
definition of "narrow-based security index," each component security of the index must
be a security28 that is a note, bond, debenture, or evidence of indebtedness.”’ Further,

none of the securities of an issuer included in the index may be an equity security, as

27 Although broad-based debt securities indexes that meet the criteria in the rules
should have a reduced likelihood of being readily susceptible to manipulation,
such indexes also must be determined to be not readily susceptible to
manipulation, in accordance with Section 2(a)(1)(C)(ii)(Il) of the CEA, 7 U.S.C.

2(@)(H(O)DAD).

28 The term "security" is defined in Section 2(a)(1) of the Securities Act of 1933 (the
"Securities Act"), 15 U.S.C. 77b(a)(1), and Section 3(a)(10) of the Exchange Act,
15 U.S.C. 78c(a)(10).

2 See Exchange Act Rule 3a55-4(a)(1); CEA Rule 41.15(a)(1). The federal
securities laws do not contain a single definition of "debt security." The
Commissions, therefore, are using the terms found in the Trust Indenture Act of
‘ 1939, 15 U.S.C. 77aaa-bbb (which governs debt securities of all types), to define
the debt securities for purposes of these rules and rule amendment.




12

defined in Section 3(a)(11) of the Exchange Act and the rules adopted thereunder.*’
Thus, any security index that includes an equity security will not qualify for the exclusion
for indexes composed of debt securities.”!

The FIA asked the Commissions to confirm that a debt security index that meets
the criteria in the rules would be broad-based even if the index included products or
instruments that are not securities.*> The Commissions' proposed rules required that each
component security of an index be a security that is a note, bond, debenture, or evidence
of indebtedness. The Commissions did not propose or solicit comment on whether, and
to what extent, indexes that include instruments that are not securities should be excluded
from the definition of narrow-based security index and have not, to date, considered the
regulatory implications of so excluding futures on indexes composed of different product
classes. Accordingly, the Commissions are adopting these requirements as proposed
without permitting indexes under the criteria to include products or instruments that are
not securities.

2. Number and weighting of index components
The exclusion also includes conditions relating to the minimum number of

securities of non-affiliated issuers that must be included in an index and the maximum

30 15 U.S.C. 78¢(a)(11). See Exchange Act Rule 3a55-4(a)(2); CEA Rule
41.15(a)(2). A security convertible into an equity security is an equity security
under the Exchange Act and the Securities Act.

3 Indexes that include both equity and debt securities would be subject to the
criteria for narrow-based security indexes enumerated in Section 1a(25) of the
CEA and Section 3(a)(55) of the Exchange Act.

32 See FIA Letter, supra note 9, at 2. The FIA letter did not elaborate on what these
other products or instruments might be.
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permissible weighting of securities in the index. The new rules provide that, for an index
to qualify for the exclusion:
e The index must be composed of more than nine securities issued by more than
nine non-affiliated issuers;33
e The securities of any issuer cannot comprise more than 30% of the index's
weighting;** and
e The securities of any five non-affiliated issuers cannot comprise more than 60%
of the index's weighting.*®
The foregoing conditions are virtually identical to the criteria contained in the Exchange
Act and the CEA that apply in determining if a security index would not be a narrow-
based security index.*®
In addition, the new rules provide that the term "issuer" includes a single issuer or
group of affiliated issuers.>” An issuer would be affiliated with another issuer for
purposes of the exclusion if it controls, is controlled by, or is under common control with,
that other issuer. The rules define control, solely for purposes of the exclusion, to mean

ownership of 20% or more of an issuer's equity or the ability to direct the voting of 20%

or more of an issuer's voting equity.*® The definition of control will apply solely to CEA

3 See Exchange Act Rule 3a55-4(a)(3); CEA Rule 41.15(a)(3).
3 See Exchange Act Rule 3a55-4(a)(4); CEA Rule 41.15(a)(4).

3 See Exchange Act Rule 3a55-4(a)(5); CEA Rule 41.15(a)(5).

36 See supra note 4.

37 See Exchange Act Rule 3a55-4(b); CEA Rule 41.15(b).

38 While the definition of affiliate under the federal securities laws is generally a

facts-and-circumstances determination based on the definition of affiliate
contained in such laws, see, e.g., Securities Act Rule 405, 17 CFR 230.405;
Exchange Act Rule 12b-2, 17 CFR 240.12b-2, certain rules under the Exchange
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Rule 41.15 and Exchange Act Rule 3a55-4 and is designed to provide a clear standard for
determining control and affiliation for purposes of the exclusion. Determining whether
issuers are affiliated is important in assessing whether an index satisfies the conditions in
the rules adopted today because the debt securities of all affiliated issuers included in an
index must be aggregated.

The number and weighting criteria require that an index meet minimum
diversification conditions with regard to both issuers and the underlying securities. These
criteria provide that for purposes of weighting, all debt securities of all affiliated issuers
included in the index are aggregated so that the indexes are not concentrated in the
securities of a small number of issuers and their affiliates. These criteria are important
elements of the Commissions' determination that the rules are consistent with the
pfotection of investors because they reduce the likelihood that a future on such a debt
securities index would be overly dependent on the price behavior of a component single
security, small group of securities or issuers, or group of securities issued by affiliated
parties.

3. Issuer or security eligibility criteria

New CEA Rule 41.15 and Exchange Act Rule 3a55-4 require that, for an index to
qualify for the exclusion from the definition of narrow-based security index, the issuer of
each component security that is not an exempted security under the Exchange Act and the

rules thereunder must satisfy one of the following:

Act contain a 20% threshold for purposes of determining a relationship between
two or more entities. See, e.g., Exchange Act Rule 13d-1(c), 17 CFR
240.13d-1(c); Securities Exchange Act Release No. 39538 (January 12, 1998), 63
FR 2854 (January 16, 1998). See also Rule 3-05 under Regulation S-X, 17 CFR
210.3-05.
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o The issuer is required to file reports pursuant to Sections 13 or 15(d) of the
39
Exchange Act;
° The issuer has a worldwide market value of its outstanding common

equity held by non-affiliates of $700 million or more; or

° The issuer has outstanding securities that are notes, bonds, debentures, or
evidences of indebtedness having a total remaining principal amount of at
least $1 billion.

These issuer eligibility criteria are aimed at conditioning the exclusion for a debt
securities index from the definition of narrow-based security index on the public
availability of information about the issuers of the securities included in the index. For
example, an issuer that is required to file reports pursuant to Sections 13 or 15(d) of the
Exchange Act*® makes regular and public disclosure through its Exchange Act filings.
For issuers that are not required to file reports with the SEC under the Exchange Act, the
Commissions similarly believe that issuers having worldwide equity market
capitalization of $700 million or $1 billion in outstanding debt are likely to have public
information available about them.*! Accordingly, the issuer eligibility criteria are
designed to provide that, other than with respect to exempted securities in the index, the
debt securities index includes debt securities of issuers for which public information is
available, thereby reducing the likelihood that an index qualifying for the exclusion

would be readily susceptible to manipulation.

3 15 U.S.C. 78m and 780(d).
40 15 U.S.C. 78m and 780.

4 These thresholds are similar to ones the SEC recently adopted in its Securities
Offering Reform rules. See Securities Act Release No. 8591 (July 19, 2005), 70
FR 44722 (August 3, 2005).
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. Under the rules adopted by the Commissions today, the issuer eligibility criteria
do not apply to index components that are exempted securities, as defined in the
Exchange Act,*” or to an issuer that is a government of a foreign country or a political
subdivision of a foreign country. The Commissions believe that it is appropriate to allow
indexes qualifying for the exclusion to include exempted securities and the debt
obligations of foreign countries and their political subdivisions. Current law permits
futures on individual exempted debt securities, other than municipal securities, and on
certain foreign sovereign debt obligations.* Because a future may be based on one of
these exempted debt securities, the Commissions believe that it is reasonable and
consistent with the purposes of the CEA and the Exchange Act to allow futures to be
based on indexes composed of such debt securities.

‘ 4. Minimum principal amount outstanding

The rules require that, for a securities index to qualify for the exclusion, each

index component, other than a municipal security in certain cases, must have a total
remaining principal amount of at least $250,000,000. Although trading in most debt

securities is limited, trading volume 1s generally larger for debt securities with

42 See 15 U.S.C. 78c(a)(12). While issuers of exempted securities are not subject to
the same issuer eligibility conditions, other existing rules and regulatory regimes
applicable to most of such issuers provide for ongoing public information about
such issuers. See, e.g., Exchange Act Rule 15¢2-12, 17 CFR 240.15¢2-12.

3 Section 2(a)(1)(C)(iv) of the CEA, 7 U.S.C. 2(a)(1)(C)(iv), prohibits any person

from entering into a futures contract on any security except an exempted security
under Section 3(a)(12) of the Exchange Act, 15 U.S.C. 78c(a)(12), other than a
municipal security, as defined in Section 3(a)(29) of the Exchange Act, 15 U.S.C.
78c(a)(29). In addition, Exchange Act Rule 3a12-8, 17 CFR 240.3a12-8, deems
the debt obligations of specified foreign governments to be exempted securities

. for the purpose of permitting the offer, sale, and confirmation of futures contracts
on those debt obligations in the United States.
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$250,000,000 or more in total remaining principal amount outstanding.** The new rules
do not require that the securities included in the index have an investment grade rating.
Nor do the rules require particular trading volume, due to the generally lower trading
activity in the debt markets compared to the equity markets. Trading activity in a debt
security generally increases as the principal amount of the debt security increases.
However, non-investment-grade debt securities generally trade more frequently than
inve nent-grade debt securities. As a result of the type of trading activity that occurs in
the debt markets, the Commissions do not believe that trading volume is an appropriate
criterion for determining whether a debt securities index is narrow-based. Instead, the
Commissions are adopting a minimum principal amount criterion which is intended,
toge er with the other criteria in the rules adopted today geared to the debt securities
market, to provide a substitute criterion for trading volume. Accordingly, the
Commissions believe that including a minimum remaining principal amount criterion,
toge er with the other criteria, will decrease the likelihood that a future on an index
qualifying for the exclusion from the definition of narrow-based security index would be
readily susceptible to manipulation.

‘The CBOT urged the Commissions to reduce the minimum remaining outstanding
principal amount threshold from $250,000,000 to $100,000,000.*> The CBOT presented
data 1dicating that only a small number of municipal debt securities are issued in
principal amounts exceeding $250,000,000 and argued that it would be difficult to

construct an index qualifying for the exclusion composed of municipal securities. The

4 This is based on data obtained from the Trace Reporting and Compliance Engine
(TRACE) database supplied by NASD.
45

See CBOT Letter, supra note §, at 2-3.
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CBOT believed a $100,000,000 threshold was appropriate because it would make it more
likely that an exchange would be able to identify a sufficient number of municipal debt
securities to be included in an index. The CBOT did not provide any data regarding other
debt securities or any data or arguments to demonstrate how its proposed $100,000,000
threshold was consistent with the principle that an index based on municipal debt
securities meeting its threshold would not be readily susceptible to manipulation.

The Commissions intend the $250,000,000 threshold to be a proxy for the
statutory trading volume criterion for equity securities. As discussed above, trading
activity in a debt security generally increases as the principal amount of the debt security
increases. The $250,000,000 threshold is not designed to maximize the number of
securi s that may be included in an index qualifying for an exclusion from the definition
of narrow-based security index. Rather, by limiting an index primarily to more liquid
securities, this criterion increases the likelihood that information about such securities
will be publicly available and that the securities will have a larger market following. The
$250,000,000 threshold, together with the other criteria, is designed to reduce the
likelihood that the index would be readily susceptible to manipulation.

The Commissions are addressing the CBOT's comment in the final rules by
adopting an alternate test for municipal securities. A municipal security could either:

(1) mev the original $250,000,000 threshold; or (2) meet the following two-part test: (a)
the security has a remaining principal amount outstanding of $200,000,000; and (b) the
issuer of the security has outstanding securities that are notes, bonds, debentures, or

evidences of indebtedness having a total remaining principal amount of at least $1
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billion.** As discussed above, the Commissions believe that issuers with $1 billion or
more in outstanding debt are likely to be followed in the market, and that information
about such issuers is more likely to be publicly available.*” Providing an alternate lower
threshold for principal amount outstanding should provide some flexibility in
constructing indexes that include municipal securities by expanding the number of
municipal securities issues that could be eligible. At the same time, the alternate
$20C 00,000 threshold is designed to reduce the likelihood that the market for a security
is not highly illiquid and thus more readily susceptible to manipulation.*® Furthermore,
the requirement that the issuer of the security have total debt outstanding of at least
$1 billion increases the likelihood that information about the issuer and its securities will
be publicly available. The availability of such information should reduce the likelihood
that the issuer's securities — including those with a minimum principal amount
outs ding of $200,000,000 — would be readily susceptible to manipulation.
5. De minimis exception

As the Commissions proposed, the final rules exclude an index from the
defir ion of "narrow-based security index” even if certain of the issuers of the underlying
securities do not meet the issuer eligibility and the securities do not meet the minimum

outstanding principal balance requirements. Specifically, an index will still qualify for

46 CEA Rule 41.15(a)(1)(vii)(B); Exchange Act Rule 3a55-4(a)(1)(vii)(B).

4 See supra note 41 and accompanying text.

“® In a 2004 study of the municipal securities market, the SEC staff found that, over
a 10.5-month period, one-third of municipal issuers had no trades in their debt
securities and two-thirds of municipal issuers had 25 or fewer trades in their
securities. Only 2% of municipal issuers had 1,000 or more trades in their
securities during that 10.5-month period. See Office of Economic Analysis,
Office of Municipal Securities, and Division of Market Regulation, Report on
Transactions in Municipal Securities (2004), at 17.
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the exclusion even if an issuer does not satisty the eligibility criteria described above*® or
the securities do not have $250,000,000, or, for municipal securities of issuers with at
least 1 billion in outstanding principal amount of debt, $200,000,000 in remaining
principal amount, as applicable, if:
. All securities of such issuer included in the index represent less than 5%
of the index's weighting;*® and
. Securities comprising at least 80% of the index's weighting satisfy the
issuer eligibility and minimum outstanding principal balance criteria."
The Commissions believe that an index that includes a very small proportion of
securities and issuers that do not satisfy certain of the above criteria should nevertheless
be excluded from the definition of narrow-based security index. To satisfy the exclusion,
both the 5% and the 8§0% weighting thresholds must be met at the time of the assessment.
The 5% weighting threshold is designed to provide that issuers and securities not
satisfying certain of the criteria will comprise only a very small portion of the index. The
80% weighting threshold is designed to provide that a predominant percentage of the
securities and the issuers in the debt securities index satisfy the criteria. By allowing debt

securities indexes that include debt securities of a small number of issuers and securities

that do not satisfy certain of the criteria to qualify for the exclusion, the de minimis

o See supra notes 28-46 and accompanying text.

50 In determining whether the 5% threshold is met, all securities of an issuer and its
affiliates would be aggregated because of the potential for concentrated risk of the
index in a limited group of issuers.

! The 80% calculation is based on the entire index's weighting without subtracting
issuers that are not required to satisfy the issuer eligibility criteria and minimum
outstanding principal amount criteria. This is important to ensure that a
predominant percentage of the index satisfies the required criteria.
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exception provides some flexibility in constructing an index or determining whether a
debt securities index satisfies the exclusion. The Commissions believe that the de
minimis exemption is appropriate for indexes that are predominantly composed of
securities that satisfy the specified criteria, and that providing such flexibility is
consistent with the protection of investors and is not likely to increase the possibility that
an index that qualifies for the exclusion would be readily susceptible to manipulation.
6. Indexes that Include Exempted Securities

The FIA asked the Commissions to confirm that, in an index that includes
exempted securities and securities that are not exempted securities, only securities that
are not exempted securities must be taken into account in determining compliance with
the nn :s' criteria.”® To address the FIA's comment and to clarify the treatment of an
index that includes both exempted debt securities and debt securities that are not
exempted securities, the final rules permit, but do not réquire, certain of the index's
exempted debt securities (other than municipal securities) to be excluded from the index
in determining whether the index is not a narrow-based security index under the rules.*
Persons making the determination regarding the appropriate treatment under the rules of a
debt security index that includes both exempted and non-exempted debt securities may
use either test for determining whether the debt security index is not narrow-based.
Under the alternative method for determining whether a debt §ecurity index is not
narrow-based, exempted debt securities (other than municipal securities) may be
excluded from the application of the rule criteria. If exempted debt securities are

excluded from the application of the rule criteria, the remaining portion of the index must

>3 e CEA Rule 41.15(a)(2); Exchange Act Rule 3a55-4(a)(2).

> See FIA Letter, supra note 9, at 2.
Se
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satisfy each of the rule's criteria without taking into account the portion of the index -
composed of the exempted debt securities in order for the index as a whole to not be a
narrow-based security index under the rules.

The Commissions believe this new provision is consistent with the objective and
intent of the proposed rules. The Commissions also believe it responds to the FIA's
request for clarification of the treatment of indexes that include exempted securities and
securities that are not exempted securities.

C. Tolerance Period

Section 1a(25)(B)(iii) of the CEA™* and Section 3(a)(55)(C)(iii) of the Exchange

| Act” provide that, under certain conditions, a future on a security index may continue to
trade as a broad-based index future, even when the index temporarily assumes

- characteristics that would render it a narrow-based security index under the statutory
definition. An index qualifies for this tolerance and therefore is not a narrow-based
security index if: (1) a future on the index traded for at least 30 days as an instrument
that was not a security future before the index assumed the characteristics of a narrow-
based secur | 7 index; and (2) the index does not retain the characteristics of a narrow-
based security index for more than 45 business days over three consecutive calendar

months.*®

S 7U.8.C. 1a@25)B)iii).

55 15 U.S.C. 78¢(a)(55)(C)(iii).

36 If the index becomes narrow-based for more than 45 days over three consecutive

calendar months, the statute then provides an additional grace period of three
months during which the index is excluded from the definition of narrow-based
security index. See Section 1a(25)(D) of the CEA, 7 U.S.C. 1a(25)(D); Section
3(a)(55)(E) of the Exchange Act, 15 U.S.C. 78¢c(a)(55)(E).
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In addition, current CEA Rule 41.12°" and Exchange Act Rule 3a55-2°% address
the circumstance when a broad-based security index underlying a future becomes narrow-
base during the first 30 days of trading. In such case, the future does not meet the
requ :ment of having traded for at least 30 days to qualify for the tolerance period
granted by Section 1a(25)(B)(iii) of the CEA®® and Section 3(a)(55)(C)(iii) of the
Exchange Act.®” These rules, however, provide that the index will nevertheless be
excluded from the definition of narrow-based security index throughout that ﬁrst 30 days,
if the index would not have been a narrow-based security index had it been in existence
for an uninterrupted period of six months prior to the first day of trading.

ITI.  Listing Standards for Security Futures on Debt Securities

The listing standards requirements for security futures are set forth in Section
2(a)(1)(D)(i) of the CEA® and Section 6(h)(3) of the Exchange Act.*> Among other
things, the listing standards for security futures products must be no less restrictive than
comparable listing standards for options traded on a national securities exchange or
national securities association,” and the listing standards must require that trading in the
secu y futures product not be readily susceptible to manipulation of the price of the

secu y futures product, or to causing or being used in the manipulation of the price of an

> 17 CFR 41.12.

58 17 CFR 240.3a55-2.

> 7 U.S.C. 1a(25)(B)(iii).

60 15 U.S.C. 78¢(a)(55)(C)(iii).

61 7 U.S.C. 2(a)(1)(D)().

62 15 U.S.C. 78f(h)(3).

63 See Section 6(h)(3)(C) of the Exchange Act, 15 U.S.C. 78£(h)(3)(C).




24

underlying security, option on such security, or option on a group or index including such
securities.®*

The CME and CBOT urged the SEC to publish for comment the listing standards
that would apply to security futures on debt securities.*” The commenters maintained that

-interested parties should have anlopponunity to provide meaningful comment on the
listing standards for such security futures.

As noted above, the Exchange Act and the CEA require that the listing standards
for security futures be no less restrictive than comparable listing standards for exchange-
traded options.®® This statutory standard does not require that the SEC adopt rules.
Instead, the Exchange Act contemplates that exchanges proposing to list and trade
security futures products must file proposed rule changes that include listing standards
that, among other things, are consistent with this standard.®’ Currently, the only debt
securities on which options trade are U.S. Treasury securities.®® The SEC, however,
recently published for comment a proposed rule change by the Chicago Board Options
Exchange to list options on certain corporate debt securities.’ The SEC would welcome
comments from the CME and others on the CBOE's proposal, particularly as it relates to

comparable listing standards for security futures on debt securities.

64 See Section 2(a)(1)(D)(i)(VII) of the CEA, 7 U.S.C. 2(a)(1)(D)(1)(VII); Section
6(h)(3)(H) of the Exchange Act, 15 U.S.C. 78f(h)(3)(H).

6 See CME Letter, supra note 8, at 2; CBOT Letter, supra note 8, at 3-4.

66 See supra note 63.

67 A proposed rule change must, among other things, satisfy the substantive

requirements of Section 6 of the Exchange Act and the procedural requirements of
Section 19 of the Exchange Act.

68 See CBOE Rule 21.1 et seq.

69 See Securities Exchange Act Release No. 53935 (June 2, 2006), 71 FR 34174
(June 13, 2006).
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III.  Paperwork Reduction Act
CFTC:

The Paperwork Reduction Act of 1995 ("PRA"),” imposes certain requirements
on federal agencies (including the CFTC) in connection with their conducting or
sponsoring any collection of information as defined by the PRA. The rule and rule
amendment do not require a new collection of information on the part of any entities.
SEC:

The PRA does not apply because new Exchange Act Rules 3a55-4 and 6h-2 do
not impose any new "cqllection of information” requirements within the meaning under
the PRA.

IV.  Costs and Benefits of Final Rules
CFTC:

Section 15(a) of the CEA”" requires the CFTC to consider the costs and benefits
of its actions before issuing new regulations under the CEA. By its terms, Section 15(a)
does not require the CFTC to quantify the costs and benefits of new regulations or to
determine whether the benefits of the regulations outweigh their costs. Rather, Section
15(a) requires the CFTC to "consider the cost and benefits" of the subject rules in light of
five broad areas of market and public concern: (1) protection of market participants and
the public; (2) efficiency, competitiveness, and financial integrity of futures markets;
(3) price discovery; (4) sound risk management practices; and (5) other public interest
considerations. The CFTC mayj, in its discretion, give greater weight to any one of the

five enumerated areas of concern and may, in its discretion, determine that,

70 44 U.S.C. 3501 et seq.
7 7U.S.C. 15(a).




26

notwithstanding its costs, a particular rule is necessary or appropriate to protect the public
interest or to effectuate any of the provisions or to accomplish any of the purposes of the
CEA.

The rule and rule amendment will foster the protection of market participants and
the public by establishing criteria for futures on broad-based debt securities indexes that
will reduce the likelihood that these products would be readily susceptible to
manipulation. The statutory listing standards for security futures provide for similar
protection of market participants with regard to security futures on narrow-based debt
securities indexes and individual debt securities that will be made available for listing and
trading pursuant to the final rules.

In addition, the rule and rule amendment will encourage the efficiency and
competitiveness of futures markets by permitting the listing for trading of new and
potentially useful products on debt securities and security indexes. In the absence of the
rule and rule amendment, futures on debt securities indexes that meet the proposed
criteria for non-narrow-based security index treatment, as well as security futures on
narrow-based debt securities indexes and individual debt securities, would be prohibited.
Efficiencies will also be achieved because the rule and rule amendment, in establishing
criteria for broad-based debt securities indexes, take into consideration the characteristics
of such indexes and the issuers of the underlying debt securities that render joint SEC and
CFTC regulation unnecessary. By not subjecting futures on debt securities indexes that
meet the criteria to joint SEC and CFTC regulation, the costs for listing such products

will be minimized.
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The rule and rule amendment will have no material impact from the standpoint of
imposing costs or creating benefits, on price discovery, sound risk management practices,
or any other public interest considerations.

Although exchanges may incur costs in order to determine whether a debt
securities index meets the criteria to be considered broad-based established by the rules,
the CFTC believes that these costs are outweighed in light of the factors and benefits
discussed above.

SEC:

New Exchange Act Rule 6h-2 permits a national securities exchange to list and
trade security futures based on a security that is a note, bond, debenture, or evidence of
indebtedness or on a narrow-based index composed of such securities. New Exchange
Act Rule 3a55-4 excludes from the definition of "narrow-based security index" those debt
securities indexes that satisfy certain criteria.

A. Benefits

The benefits of new Exchange Act Rules 6h-2 and 3a55-4 are related to the
benefits that will accrue as a result of expanding the range of securities on which security
futures and other index futures may be based. By permitting the trading of security
futures based on debt securities or debt securities indexes and excluding certain indexes
based on debt securities from the definition of narrow-based security index, new
Exchange Act Rule 6h-2 permits a greater variety of financial products to be listed and
traded that potentially could facilitate price discovery and the ability to hedge. New
Exchange Act Rule 3a55-4 provides clear, objective criteria for excluding from the

jurisdiction of the SEC futures contracts on certain debt securities indexes. By providing
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an objective rule to :termine when a debt securities index is not a narrow-based
securities index for purposes of the Exchange Act Section 3(a)(55), new Exchange Act
Rule 3a55-4 alleviates any additional regulatory costs of dual CFTC and SEC jurisdiction
where it is appropriate to do so. Futures contracts on debt securities indexes that do not
meet the criteria in Exchange Act Rule 3a55-4 for the exclusion from the definition of
narrow-based debt security index will be subject to the joint jurisdiction of the SEC and
CFTC. Futures on debt securities indexes that do meet the criteria for the exclusion,
however, will be subject to the exclusive jurisdiction of the CFTC and may be traded
only on designated contract markets and registered DTEFs. Investors generally will
benefit from the new rules by having a wider choice of financial products to buy and sell.
The amount of the benefit will likely be correlated to the volume of trading in these new
instruments.

B. Costs

In complying with the new rules, a national securities exchange, national
securities association, designated contract market, registered DTEF, or foreign board of
trade (eéch a "listing market") that wishes to list and trade futures contracts based on debt
secu ies indexes will incur certain costs.”> A listing market that wishes to list and trade
such a futures contract will be required to ascertain whether the underlYing debt securities
index is or is not a narrow-based debt security index, according to the criteria set forth in
Rule 3a55-4, and thus whether a future on such debt security index is subject to the

exclusive jurisdiction of the CFTC or to the joint jurisdiction of the SEC and CFTC. This

72 In the Proposing Release, supra note 7, the Commissions requested comment on

the costs and benefits associated with the proposed rules and rule amendment but
did not receive any specific cost or benefit data in response.
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analysis will have to be performed at the initial listing and monitored periodically to
ensure continued compliance under new Exchange Act Rule 3a55-4. The SEC notes,
however, that in the absence of new Exchange Act Rule 3a55-4, a listing market desiring
to list futures on a debt securities index would still have to bear the costs associated with
performing a similar analysis under the statutory definition of narrow-based security
index. The costs associated with new Exchange Act Rule 3a55-4 would largely replace
the costs of performing an analysis under the statutory definition of narrow-based
security index for debt securities indexes and, therefore, there is little or no cost increase.
The determination of whether a debt securities index is excluded from the
definition of narrow-based debt security index will require listing markets to make certain
caler 1itions based on the type of issuer and concentration of the security in the index,
including calculations, as appropriate, relating to the issuer eligibility provisions,”” the
total outstanding principal of each of the underlying securities, and calculations related to
the weighting of each of the securities in the index. A listing market may incur costs if it
contracts with an outside party to perform these calculations. In addition, a listing market
may incur costs associated with obtaining and accessing appropriate data from an
independent third-party vendor. For example, a listing market may be required to pay
certain fees to a vendor to acquire the necessary information. Furthermore, if these
calct itions require data that are not readily available, particularly if foreign data are

needed, a listing market may possibly incur additional costs to obtain such data.

73 . e epeqs . . .
The issuer eligibility calculations for issuers of non-exempted securities, non-

Exchange Act reporting issuers, or issuers that are not foreign governments could
include the worldwide market value of outstanding common equity held by non-
affiliates of such issuer or the aggregate remaining principal amount of
outstanding debt of such issuer.
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Market participants that elect to create debt securities indexes for trading futures
thereon will also incur non-regulatory costs associated with constructing these products.
Such costs will be the ordinary costs of doing business.

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

SEC:

Section 3(f) of the Exchange Act’ requires the SEC, when engaged in a
rulemaking that requires it to consider or determine whether an action is necessary or
appropriate in the public interest, to consider whether the action will promote efficiency,
competition, and capital formation. Section 23(a)(2) of the Exchange Act” requires the
SEC, in adopting rules under the Exchange Act, to consider the impact any rule will have
on competition. In particular, Section 23(a)(2) of the Exchange Act prohibits the SEC
from adopting any rule that will impose a burden on competition not necessary or
appropriate in furtherance of the purposes of the Exchange Act. In the Proposing
Release, the SEC requested comment on these statutory considerations and received none
that addressed them specifically.

New Exchange Act Rule 6h-2 will permit the listing and trading of security
futures based on debt securities and narrow-based debt securities indexes. New
Exchange Act Rule 3a55-4 sets forth clear methods and guid‘elines for a listing market to
distinguish futures contracts on debt securities indexes that are subject to joint
jurisdiction of the SEC and CFTC from futures contracts on debt securities indexes that

are subject to the exclusive jurisdiction of the CFTC. The SEC believes that the new

™ 15 U.S.C. 78¢(h).
» 15. U.S.C. 78w(a)(2).
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rules, by allowing listing markets to list and trade new financial products, will promote
efficiency and compeﬁtion. The new rules will create opportunities for listing markets to
compete in the market for such new products and perhaps to create new products that will
compete with existing products. The resulting increased competition and more efficient
markets should not have an adverse impact on capital formation.

VI.  Regulatory Flexibility Act Certifications

CFTC:

The Regulatory Flexibility Act ("RFA")76 requires federal agencies, in
promulgating rules, to consider the impact of those rules on small entities. The rules
herein will affect contract markets and registered DTEFs. The CFTC previously
estal shed certain definitions of "small entities" to be used by the CFTC in evaluating
the impact of its rules on small entities in accordance with the RFA.”” In its previous
determinations, the CFTC has concluded that contract markets and DTEFs are not small
entities for the purpose of the RFA."

SEC:

In the Proposing Release, the Commission certified, pursuant to Section 605(b) of
the RFA,” that new Exchange Act Rules 3a55-4 and 6h-2 would not have a significant
economic impact on a substantial number of small entities. The Commission solicited

comment as to the nature of any impact on small entities, including empirical data to

76 5 U.S.C. 601 et seq.

7 See 47 FR 18618 (April 20, 1982).

8 See 47 FR 18618, 18619 (April 20, 1982) (discussing contract markets); 66 FR
42256, 42268 (August 10, 2001) (discussing DTEFs).

7 5U.8.C. 605(b).
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support the extent of such impact costs and benefits associated with the proposed
amendment, and no comments were received.
VII. Statutory Authority

Pursuant to the CEA and the Exchange Act, and, particularly, Sections
1a(25)(B)(vi) and 2(a)(1)(D) of the CEA® and Sections 3(a)(55)(C)(vi), 3(b), 6(h), 23(a),
and 36 of the Exchange Act,®' the Commissions are adopting Rule 41.15 and
amendments to Rule 41.21 under the CEA,** and Rules 3a55-4 and 6h-2 under the
Exchange Act.® |
VIII. Text of Adopted Rules
List of Subjects
17 CFR Part 41

Security futures products.
17 CFR Part 240

Securities.
Commodity Futures Trading Commission

In accordance with the foregoing, Title 17, chapter L, part 41 of the Code of
Federal Regulations is proposed to be amended as follows:
PART 41 - SECURITY FUTURES PRODUCTS

1. The authority citation for part 41 continues to read as follows:

80 7 U.S.C. 1a(25)(B)(vi) and 2(a)(1)(D).

8 15 U.S.C. 78c(a)(55)(C)(vi), 78¢(b), 78f(h), 78w(a), and 78mm.
82 17 CFR 41.15 and 41.21.

83 17 CFR 240.3a55-4 and 240.6h-2.
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Authority: Sections 206, 251 and 252, Pub. L. 106-554, 114 Stat. 2763, 7 U.S.C. 1a, 2,
6f, 6), 7a-2, 12a; 15 U.S.C. 78g(c)(2).

% ok ok ok Xk

Subpart B—Narrow-based Security Indexes
* % x k %
2. Add Section 41.15 to read as follows:

§ 41 5 Exclusion from Definition of Narrow-Based Security Index for Indexes
Composed of Debt Securities

(a) An index is not a narrow-based security index if:

ey (1) Each of the securities of an issuer included in the index is a security, as
defined in section 2(a)(1) of the Securities Act of 1933 and section 3(a)(10) of the
Securities Exchange Act of 1934 and the respective rules promulgated thereunder, that is
a note, bond, debenture, or evidence of indebtedness;

(i1) None of the securities of an issuer included in the index is an equity
security, as defined in section 3(a)(11) of the Securities Exchange Act of 1934 and the
rules promulgated thereunder;

(iii)  The index is comprised of more than nine securities that are issued by
more than nine non-affiliated issuers;

(iv)  The securities of any issuer included in the index do not comprise more
than 30 percent of the index's weighting;

(v) The securities of any five non-affiliated issuers included in the index do
not comprise more than 60 percent of the index's weighting;

(vi)  Except as provided in paragraph (a)(1)(viii) of this section, for each

security of an issuer included in the index one of the following criteria is satisfied:




34

(A)  The issuer of the security is required to file reports pursuant to section 13
or section 15(d) of the Securities Exchange Act of 1934;

(B)  The issuer of the security has a worldwide market value of its outstanding
common equity held by non-affiliates of $700 million or more;

(C)  The issuer of the security has outstanding securities that are notes, bonds,
debentures, or evidences of indebtedness having a total remaining principal amount of at
least $1 billion;

(D)  The security is an exempted security as defined in section 3(a)(12) of the
Securities Exchange Act of 1934 and the rules promulgated thereunder; or

(E)  The issuer of the security is a government of a foreign country or a
political subdivision of a foreign country; and

(vil)  Except as provided in paragraph (a)(1)(viii) of this section, for each
security of an issuer included in the index one of the following criteria is satisfied:

(A)  The security has a total remaining principal amount of at least
$250,000,000; or

(B)  The security is a municipal security (as defined in section 3(a)(29) of the
Securities Exchange Act of 1934 and the rules promulgated thereunder) that has a total
remaining principal amount of at least $200,000,000 and the issuer of such municipal
security has outstanding securities that are notes, bonds, debentures, or evidences of
indebtedness having a total remaining principal amount of at least $1 billion; and

(viil) Paragraphs (a)(1)(vi) and (a)(1)(vii) of this section will not apply to

securities of an issuer included in the index if:
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(A)  All securities of such issuer included in the index represent less than five
percent of the index's weighting; and

(B)  Securities comprising at least 80 percent of the index's weighting satisfy
the provisions of paragraphs (a)(1)(vi) and (a)(1)(vii) of this section.

(2)(1) The index includes exempted securities, other than municipal securities as
defined in section 3(a)(29) of the Securities Exchange Act of 1934 and the rules
promulgated thereunder, that are:

(A) Notes, bonds, debentures, or evidences of indebtedness; and

(B)  Not equity securities, as defined in section 3(a)(11) of the Securities
Exchange Act of 1934 and the rules promulgated thereunder; and

(i)  Without taking into account any portion of the index composed of such
exempted securities, other than municipal securities, the remaiﬁing portion of the index
would not be a narrow-based security index meeting all the conditions under paragraph
(a)(1) of this section.

(b) For purposes of this section:

¢)) An issuer is affiliated with another issuer if it controls, is controlled by, or
is un :r common control with, that issuer.

2 For purposes of this section, "control" means ownership of 20 percent or
more of an issuer's equity, or the ability to direct the voting of 20 percent or more of the
issuer's voting equity.

3) The term "issuer" includes a single issuer or group of affiliated issuers.

* ok k % %

Subpart C—Requirements and Standards for Listing Security Futures Products




3. Amend Section 41.21 by:

a. Removing "or" at the end of paragraph (a)(2)(1);

b. Removing "; and," at the end of paragraph (a)(2)(ii) and adding ", or" in its
place;

c. Adding paragraph (a)(2)(iii);

d. Removing "or" at the end of paragraph (b)(3)(1)

e. Removing "; and," at the end of paragraph (b)(3)(i1) and adding ", or" in
its place; and

f. Adding paragraph (b)(3)(1i1).
The revisions and additions read as follows:
§ 41.21 Requirements for underlying securities
(a) * * *

2) The underlying security is:

(1) Common stock,

(i1) Such other equity security as the Commission and the SEC jointly deem
appropriate, or

(ii1)  anote, bond, debenture, or evidence of indebtedness; and,

(3) * * *

(b) * * *

3) The securities in the index are:

(1) Common stock,

(1) Such other equity securities as the Commission and the SEC jointly deem

appropriate, or
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(iii))  anote, bond, debenture, or evidence of indebtedness; and,

(4) * * *
Securities and Exchange Commission

In accordance with the foregoing, Title 17, chapter II, part 240 of the Code of
Federal Regulations is amended as follows:
PART 240--GENERAL RULES AND REGULATIONS, S‘ECURITIES
EXCHANGE ACT OF 1934

1. The authority citation for part 240 continues to read, in part, as follows:

Authority: 15 U.S.C. 77¢c, 77d, 77g, 77y, 77s, 772-2, 77z-3, 77eee, 77ggg, 77nnn,
TTsss, T7ttt, 78c, 78d, 78e, 781, 78g, 781, 78), 78)-1, 78k, 78k-1, 781, 78m, 78n, 780, 78p,
78q, 78s, 78u-5, 78w, 78x, 7811, 78mm, 79q, 79t, 80a-20, 80a-23, 80a-29, 80a-37, 80b-3,
80b-4, 80b-11, and 7201 et seq.; and 18 U.S.C. 1350, unless otherwise noted.

* ok k k
2. Section 240.3a55-4 is added to read as follows:

§240.3a55-4 Exclusion from definition of narrow-based security index for indexes
composed of debt securities.

(a) An index is not a narrow-based security index if:

(1)(1) Each of the securities of an issuer included in the index is a security, as
defined in section 2(a)(1) of the Securities Act of 1933 (15 U.S.C. 77b(a)(1)) and section
3(a)(10) of the Act (15 U.S.C. 78¢c(a)(10)) and the respective rules promulgated
thereunder, that is a note, bond, debenture, or evidence of indebtedness;

(i1) None of the securities of an issuer included in the index 1s an equity security,

as defined in section ?;(a)( 11) of the Act (15 U.S.C. 78c(a)(11)) and the rules promulgated

thereunder;
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‘ (i11) The index is comprised of more than nine securities that are issued by more
than nine non-affiliated issuers;

(iv) The securities of any issuer included in the index do not comprise more than
30 percent of the index's weighting;

(v) The securities of any five non-affiliated issuers included in the index do not
comprise more than 60 percent of the index's weighting;

(vi) Except as provided in paragraph (a)(1)(viti) of this section, for each security
of an issuer included in the index one of the following criteria is satisfied:

(A) The issuer of the security is required to file reports pursuant to section 13 or
section 15(d) of the Act (15 U.S.C. 78m and 780(d));

(B) The issuer of the security has a worldwide market value of its outstanding

‘ common equity held by non-affiliates of $700 million or more;

(C) The issuer of the security has outstanding securities that are notes, bonds,
debentures, or evidences of indebtedness having a total remaining principal amount of at
least $1 billion;

(D) The security fs an exempted security as defined in section 3(a)(12) of the Act
(15 U.S.C. 78c(a)(12)) and the rules promulgated thereunder; or

(E) The issuer of the security is a government of a foreign country or a political
subdivision of a foreign country;

(vit) Except as provided in paragraph (a)(1)(viii) of this section, for each security
of an issuer included in the index one of the following criteria is satisfied:

(A) The security has a total remaining principal amount of at least $250,000,000;

‘ )
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(B) The security is a municipal security, as defined in section 3(a)(29) of the Act
(15 U.S.C. 78c(a)(29)) and the rules promulgated thereunder that has a total remaining
principal amount of at least $200,000,000 and the issuer of such municipal security has
outstanding securities that are notes, bonds, debentures, or evidences of indebtedness
having a total remaining principal amount of at least $1 billion; and

(viii) Paragraphs (a)(1)(vi) and (a)(1)(vii) of this section will not apply to
securities of an issuer included in the index if:

(A) All securities of such issuer included in the index represent legs than five
percent of the index's weighting; and

(B) Securities comprising at least 80 percent of the index's weighting satisfy the
provisions‘of paragraphs (a)(1)(vi) and (a)(1)(vii) of this section; or

(2) (1)The index includes exempted securities, other than municipal securities, as
defined in section 3(a)(29) of the Act and the rules promulgated thereunder, that are:

(A) Notes, bonds, debentures, or evidences of indebtedness; and

(B) Not equity securities, as defined in section 3(a)(11) of the Act (15 U.S.C.
78c(a)(11)) and the rules promulgated thereunder; and

(i) Without taking into account any portion of the index composed of such
exempted securities, other than municipal securities, the remaining portion of the index
would not be a narrow-based security index meeting all the conditions under paragraph
(a)(1) of this section.

(b)  For purposes of this section:

D An issuer is affiliated with another issuer if it controls, is controlled by, or

is under common control with, that issuer.
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(2) For purposes of this section, control means ownership of 20 pércent or
more of an issuer's equity, or the ability to direct the voting of 20 percent or more of the
issuer's voting equity.

3) The term issuer includes a single issuer or group of affiliated issuers.

3. Section 240.6h-2 is added to read as follows:

§240.6h-2 Security future based on note, bond, debenture, or evidence of
indebtedness.

A security future may be based upon a security that is a note, bond, debenture, or
evidence of indebtedness or a narrow-based security index composed of such securities.
Dated:

By the Commodity Futures Trading Commission.

Eileen A. Donovan
Acting Secretary

By the Securities and Exchange Commission.

Y

J. Lynn Taylor
Assistant Secretary

Dated: July 6, 2006




UNITED STATES OF AM
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 54108 / July 6, 2006

INVESTMENT ADVISERS ACT OF 1940
Release No. 2531 / July 6, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12358

) ORDER INSTITUTING

In the Matter of ADMINISTRATIVE PROCEEDINGS

: PURSUANT TO SECTION 15(b) OF THE
TODD J. COHEN, SECURITIES EXCHANGE ACT OF 1934
AND SECTION 203(f) OF THE
Respondent. INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS

I

The Securities and Exchange Commission (“Commission”) deems it appropriate and in
the public interest that public administrative proceedings be, and hereby are, instituted pursuant
to Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”) and Section 203(f) of
the Investment Advisers Act of 1940 (“Advisers Act”) against Todd J. Cohen (“Cohen” or
“Respondent”).

IL

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission’s jurisdiction over him and the subject matter of
these proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative Proceedings Pursuant to Section 15(b) of the Securities Exchange Act of 1934




and Section 203(f) of the Investment Advisers Act of 1940, Making Findings, and Imposing
Reme al Sanctions (“Order”), as set forth below.

1I11.
On the basis of this Order and Respondent’s Offer, the Commission finds' that:
A. ESPONDENT

Todd J. Cohen, age 40, was a principal at Suncoast Capital Group, Ltd. (“Suncoast™), a
registered broker-dealer based in Ft. Lauderdale, Florida, from the time he and another person
founded the firm in 1993 until its sale to another broker-dealer in 2000. He was also Suncoast’s
president and the supervisor of the trading desk. Cohen had a one-third interest in the general
partner that owned approximately sixty-five percent of Suncoast. Cohen currently heads the
mark: ng department of a registered investment adviser located in Weston, Florida. Cohen holds
NASD Series 7 and 24 licenses. Cohen lives in Weston, Florida.

B. OTHER RELEVANT ENTITIES AND INDIVIDUALS

1. Suncoast was a broker-dealer registered with the Commission from 1993 to 2000
pursuant to Section 15(b) of the Exchange Act. Suncoast's principal place of business was in Fort
Laud lale, Florida. Suncoast’s assets were sold to another broker-dealer in 2000.

2. New York Life Insurance Company, Inc. ("New York Life"), a mutual insurance
comp 1y headquartered in New York City, is owned by its policyholders and regulated by the
New York State Department of Insurance. From late 1997 through 1999, New York Life was a
customer of Suncoast with regard to certain proprietary investments made by New York Life.

3. Anthony Dong-Yin Shen ("Shen") was employed by New York Life from 1995
until approximately October 1999 as a trader of government agency and mortgage-backed
secur es held in New York Life's proprietary accounts. Shen was Suncoast's contact at New
York ife.

! 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.

2 The Commission filed a civil action against Shen on March 22, 2001, and Shen consented, without

admiti g or denying the allegations in the Commission’s Complaint, to a final judgment that was entered on
November 19, 2003, enjoining Shen from violating Section 17(a) of the Securities Act of 1933 (“Securities Act”)
and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder. The final judgment also ordered Shen to pay
disgorgement of $278,000. See SEC v. Anthony D. Shen, et al., 01 Civ. 2438 (GDB) (S.D.N.Y.), Litigation Release
No. 18478 (November 24, 2003).




4. Deborah J. Breckenridge ("Breckenridge") was a registered representative and
salesperson at Suncoast from 1993 until approximately August 1999. Breckenridge was the
Suncoast salesperson assigned to the New York Life account.?

5. Howard S. Singer (“‘Singer”), age 57, was a trader at Suncoast from July 1998 until
the sale of its assets to another broker-dealer in 2000. At Suncoast, Singer worked as a trader on
the trading desk and had primary responsibility for trading Treasury securities. While at Suncoast,
Singer worked under Cohen’s supervision. Singer no longer works in the securities industry.*

6. A Suncoast trader who worked under Cohen’s supervision (“Trader A”) from
August 1997 until the sale of Suncoast’s assets to another broker-dealer in 2000 had primary
responsibility for trading mortgage-backed securities.

C. BACKGROUND

Over a seventeen-month period in 1998 and 1999, Breckenridge, a registered representative
at broker-dealer Suncoast, paid cash bribes and kickbacks and arranged for other gifts and
gratuities to Shen, a trader at Suncoast’s largest client, New York Life. In exchange, Shen directed
anun er of transactions in Treasury securities and mortgage-backed securities to Suncoast. Most
of the trades that Shen directed to Suncoast were executed at prices that were off-market or at
prices that were more favorable to Suncoast and detrimental to New York Life than the prices that
were otherwise available in the market. Most of the trades that Shen directed to Suncoast were
executed by Singer or Trader A. Singer and Trader A both knew that the prices Suncoast charged
in many of these transactions bore no reasonable relationship to prevailing market prices.

3 The Commission filed a civil action against Breckenridge on March 22, 2001, and Breckenridge consented,

without admitting or denying the allegations in the Commission’s Complaint, to a final judgment that was entered
on March 31, 2004, enjoining her from violating Section 17(a) of the Securities Act and Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder. The final judgment also ordered Breckenridge to pay $236,562 in
disgorgement and prejudgment interest. See SEC v. Anthony D. Shen, et al., 01 Civ. 2438 (GDB) (S.D.N.Y.),
Litigation Release No. 18667 (April 13, 2004). On April 13, 2004, the Commission instituted settled administrative
proceedings pursuant to Section 15(b) of the Exchange Act barring Breckenridge from association with any broker
or dealer.

4 On September 25, 2003, the Commission instituted settled administrative and cease-and-desist proceedings

against Singer pursuant to Section 8A of the Securities Act and Sections 15(b) and 21C of the Exchange Act. In
those proceedings, the Commission found that Singer executed six trades in U.S. Treasury securities at prices that
were off-market and not reasonably related to prevailing market prices, and that Singer thereby violated Section
17(a) of the Securities Act and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder. The Commission also
found that Singer willfully aided and abetted Breckenridge and Shen’s violations of Section 10(b) of the Exchange
Act and Rule 10b-5 thereunder. In settlement of those proceedings, Singer consented, without admitting or denying
the Commission’s findings, to the issuance of an order that: (i) ordered him to cease and desist from committing or

" causing any violations and any future violations of Section 17(a) of the Securities Act and Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder, (ii) suspended Singer from association with any broker or dealer for a
period of three months, and (iii) ordered him to pay a civil money penalty of $25,000.

3




. D. COHEN’S FAILURE TO SUPERVISE

1. Cohen directly supervised Singer from July 1998 until the sale of Suncoast’s assets
in 2000. Cohen failed reasonably to supervise Singer with a view to detecting and preventing
Singer’s violations of the federal securities laws. Cohen failed to respond to various “red flags”
relating to Singer’s trading activity, including the fact that the prices charged in several of the
trades of Treasury securities executed for New York Life were excessively marked down and not
reasonably related to prevailing market prices, as well as the unusually high commissions earned
by Suncoast on those trades.

2. Six of the Treasury securities trades executed by Singer included markdowns of
5.5/32 percent to 10/32 percent of the face value of the securities. The Commission found that,
under the relevant particular facts, including industry practice, prices on comparable transactions,
and the riskless nature of the securities transactions, the prices on the Treasury trades were
excessively marked down and not reasonably related to prevailing market prices. Singer
consented, without admitting or denying the Commission’s findings, to the issuance of an order
that: (i) ordered him to cease and desist from committing or causing any violations and any future
violations of Section 17(a) of the Securities Act and Section 10(b) of the Exchange Act and Rule
10b-5 thereunder, (ii) suspended Singer from association with any broker or dealer for a period of
three months, and (iii) ordered him to pay a civil money penalty of $25,000.

3. The Commission also found that Singer had a duty to treat Suncoast's customers
' fairly and to inform Suncoast's customers of material information relevant to their trading
relationship. Singer failed to disclose to New York Life the material information that the Treasury
trades were executed at prices that were off-market and not reasonably related to prevailing market
prices.

4. Based on the foregoing findings, the Commission found that Singer willfully
violated Section 17(a) of the Securities Act and Section 10(b) of the Exchange Act and Rule 10b-5
thereunder, which prohibit fraudulent conduct in the offer and sale of securities and in connection
with the purchase or sale of securities. The Commission also found that Singer willfully aided and
abetted and caused Breckenridge and Shen's violations of Section 10(b) of the Exchange Act and
Rule 1 -5 thereunder.

5. As Singer’s supervisor, Cohen reviewed and approved Singer’s trade tickets and
reviewed daily trading blotters reflecting Singer’s trading activity. Suncoast’s written supervisory
procedures required Cohen to review each order ticket or review the firm’s trading blotters
reflecting commissions and markups. The written supervisory procedures also required Cohen to
ensure that markups, markdowns and commissions charged by the firm on trades executed by
Singer were consistent with the firm’s policies and based upon prevailing market prices.

Cohen did not adequately evaluate whether Singer’s trading activity involved off-
market pricing despite the red flags presented by the order tickets and trading blotters. As Singer’s
immediate and direct supervisor, Cohen was responsible for detecting and preventing Singer’s

’ violations of the federal securities laws as a result of the excessive markdowns charged to New

4




York ife. Cohen did not discharge his supervisory duties because he failed to take any steps to
inves rate the red flags presented by Singer’s trading activity.

7. Cohen directly supervised Trader A from August 1997 until the sale of Suncoast’s
assets in 2000. Cohen failed reasonably to supervise Trader A with a view to detecting and
preventing Trader A’s violations of the federal securities laws. Cohen failed to respond to various
“red flags”™ relating to Trader A’s trading activity, including the excessive prices charged in several
of the ades of mortgage-backed securities executed for New York Life and the unusually high
commissions earned by Suncoast on those trades. Cohen ignored an additional red flag when he
failed to question or follow up on Breckenridge and Shen’s request to significantly decrease the
markup on one of the trades that had been executed by Trader A. If he had inquired or followed
up, he may have detected that Trader A, Breckenridge and Shen were attempting to conceal the
excessive markups from New York Life.

8. Twenty-one trades of mortgage-backed securities executed by Trader A included
markups or markdowns of 2.25/32 percent to 42.5/32 percent of the face value of the securities.
Under e particular facts of this case, including industry practice, prices on comparable
transactions, and the riskless nature of the securities transactions, the prices on the mortgage-
backed security trades were excessive and not reasonably related to prevailing market prices.

9. Trader A had a duty to treat Suncoast's customers fairly and to inform Suncoast's
customers of material information relevant to their trading relationship. Trader A failed to disclose
to New York Life the material information that the mortgage-backed security trades were executed
at prices that were off-market and not reasonably related to prevailing market prices.

10.  As Trader A’s supervisor, Cohen reviewed and approved Trader A’s trade tickets
and reviewed da / trading blotters reflecting Trader A’s trading activity. Suncoast’s written
supervisory procedures required Cohen to review each order ticket or review the firm’s trading
blotters reflecting commissions and markups. The written supervisory procedures also required
Cohen to ensure that markups and commissions charged by the firm on trades executed by Trader
A were consistent with the firm’s policies and based upon prevailing market prices.

11. Cohen did not evaluate whether Trader A’s trading activity involved off-market
pricing despite the red flags presented by the order tickets and trading blotters. As Trader A’s
immediate and direct supervisor, Cohen was responsible for detecting and preventing Trader A’s
violations of the federal securities laws as a result of the excessive markups charged to New York
Life. Cohen did not discharge his supervisory duties because he failed to take any steps to
investigate the red flags presented by Trader A’s trading activity.

12. As a principal with a one-third interest in the general partner that owned
approximately sixty-five percent of Suncoast, Cohen shared in the profits generated by the
excessive commissions on the trades executed by Singer and Trader A.




. E.  VIOLATIONS

Section 15(b)(6) of the Exchange Act, incorporating by reference Section 15(b)(4)(E) of
the Exchange Act, authorizes the Commission to sanction any person who is associated, or at the
time of the alleged misconduct was associated, with a broker or dealer if it finds that the sanction
isint :public interest and the person “has failed reasonably to supervise, with a view to
preventing violations of the [federal securities laws], another person who commits cha
violation, if such person is subject to his supervision.” Exchange Act § 15(b)(4)(E); Exchange
Act § 5(b)(6). Similarly, Section 203(f) of the Advisers Act, incorporating by reference Section
203(e)(6) of the Advisers Act, authorizes the Commission to sanction any person who is
associated, or at the time of the alleged misconduct was associated, with an investment adviser if
it finds that the sanction is in the public interest and the person “has failed reasonably to
supervise, with a view to preventing violations of the [federal securities laws], another person
who commits such a violation, if such person is subject to his supervision.” Advisers Act §
203(e)(6); Advisers Act § 203(f).

A supervisor must respond reasonably when confronted with indications suggesting that a
registered representative or other person subject to the supervisor’s supervision may be engaged in
improper activity. In the Matter of John H. Gutfreund, 51 S.E.C. 93, 113, Exchange Act Release
No. 34-31554 (Dec. 3, 1992). “The supervisory obligations imposed by the federal securities laws
require a vigorous response even to indications of wrongdoing.” Id. at 108. “Red flags and

‘ suggestions of irregularities demand inquiry as well as adequate follow-up and review. When

indications of impropriety reach the attention of those in authority, they must act decisively to
detect : d prevent violations of the federal securities laws.” In the Matter of Edwin Kantor, 51
S.E.C. 440, 447, Exchange Act Release No. 32341 (May 20, 1993) (internal quotations omitted).

As a result of the conduct described above, Cohen failed reasonably to supervise Singer
and Trader A with a view to detecting and preventing their violations of Section 17(a) of the
Securities Act and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder. Cohen also
failed reasonably to supervise Singer and Trader A with a view to detecting and preventing their
aiding and abetting Breckenridge and Shen’s violations of Section 10(b) of the Exchange Act and
Rule 10b-5 thereunder, and Singer’s causing of such violations.

F. UNDERTAKING

Cohen shall provide to the Commission, within ten (10) days after the end of the six-month
suspension period described below in Section IV, an affidavit that he has complied fully with this
sanction. Such affidavit shall be submitted under cover letter that identifies Todd J. Cohen as a
Respondent and the file number of these proceedings, and hand-delivered or mailed to Antonia
Chion, Division of Enforcement, Securities and Exchange Commission, 100 F St., N.E.,

Washin; n, D.C. 20549-7553. '
Iv.

I view of the foregoing, the Commission deems it appropriate and in the public interest to
impose { : sanctions agreed to in Respondent Cohen’s Offer.
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Accordingly, pursuant to Section 15(b) of the Exchange Act and Section 203(f) of the
Advisers Act, it is hereby ORDERED that:

A. Cohen be, and hereby is, suspended from acting in a supervisory capacity for any
broker, dealer, or investment adviser for a period of six (6) months, effective beginning the second
Monday following the issuance of this Order.

B. Respondent shall, within ten (10) days of the entry of this Order, pay disgorgement
of $52,897.11 and prejudgment interest of $30,504.45 to the United States Treasury. Such payment
shall be: (A) made by United States postal money order, certified check, bank cashier's check or
bank money order; (B) made payable to the Securities and Exchange Commission; (C) hand-
delivered or mailed to the Office of Financial Management, Securities and Exchange Commission,
Operations Center, 6432 General Green Way, Alexandria, Stop 0-3, VA 22312; and (D) submitted
under cover letter that identifies Todd J. Cohen as a Respondent in these proceedings, the file
number of these proceedings, a copy of which cover letter and money order or check shall be sent
to Antonia Chion, Division of Enforcement, Securities and Exchange Commission, 100 F St., N.E.,
Washington, D.C. 20549-7553.

C. Respondent shall, within ten (10) days of the entry of this Order, pay a civil money
penalty in the amount of $50,000 to the United States Treasury. Such payment shall be: (A) made
by United States postal money order, certified check, bank cashier's check or bank money order;
(B) made payable to the Securities and Exchange Commission; (C) hand-delivered or mailed to the
Office of Financial Management, Securities and Exchange Commission, Operations Center, 6432
General Green Way, Alexandria, Stop 0-3, VA 22312; and (D) submitted under cover letter that
identifies Todd J. Cohen as a Respondent in these proceedings, the file number of these
proceedings, a copy of which cover letter and money order or check shall be sent to Antonia
Chion, Division of Enforcement, Securities and Exchange Commission, 100 F St., N.E.,
Washington, D.C. 20549-7553.

By the Commission.

Nancy M. Motrris
Secretary

By: .J. Lynn Taylor
Assistant Secretary
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The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 15(b)(6), 15B(c)(4), and 21C of the Securities Exchange Act of
1934 (“Exchange Act”) against Anthony C. Snell and Charles E. LeCroy (collectively,
“Respondents”).

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

A. RESPONDENTS

1. Anthony C. Snell (“Snell”), age 46, a resident of Smyrna, Georgia, was a
Vice President in J.P. Morgan Securities, Inc.’s (“J.P. Morgan”) Atlanta, Georgia office from
January 1998 until March 2004. Snell has held Series 7, 52, 53, and 63 securities licenses.

2. Charles E. LeCroy (“LeCroy”), age 51, a resident of Winter Park, Florida,
was Snell’s direct supervisor and the Managing Director of J.P. Morgan’s Southeast Regional
Office in Orlando, Florida. LeCroy has held Series 7, 24, 53, and 63 securities licenses.

B. OTHER RELEVANT ENTITIES

1. J.P. Morgan Securities, Inc., a member of the NASD and NYSE, is a
broker-dealer and a municipal securities dealer registered with the Commission. J.P. Morgan is
incorporated in Delaware and its principal place of business is in New York, New York.




C. CONDUCT OF SNELL AND LECROY

1. In April 2003, in an effort to circumvent the requirements of Rule G-38 of
the Municipal Securities Rulemaking Board (“MSRB”), Snell and LeCroy submitted a fictitious
invoice to J.P. Morgan seeking a $50,000 payment for legal services to Ronald A. White
(“White”), an influential attorney with close ties to senior city officials in the City of Philadelphia,
when they knew that such legal services had not been provided. Among other things, Rule G-38
requires municipal securities dealers to prepare written agreements memorializing their
relationship with consultants' and to disclose their consulting arrangements to relevant issuers and
the Municipal Securities Rulemaking Board.?

2. White had previously declined to sign a Rule G-38 agreement with J.P.
Morgan. However, White still wanted to perform consulting services and be paid for acting as a
Rule G-38 consultant. White ultimately did advocate on behalf of J.P. Morgan for municipal
securities business from the City of Philadelphia. To satisfy White’s requests for payment, Snell
instructed him to prepare the invoice so that it appeared to be solely for legal services performed in
connection with a bond issue that had recently closed in Mobile, Alabama. The provision of such
legal services would have been exempt from the requirements of Rule G-38. Snell and LeCroy
submitted the invoice to J.P. Morgan for payment, despite knowing that White had not, in fact,
provided any legal services on the Mobile, Alabama bond offering (“Mobile deal”). J.P. Morgan
honored the invoice and paid White $50,000.

3. In June 2004, the United States Attorneys’ Office for the Eastern District of
Pennsylvania (“USAQ”) indicted Snell and LeCroy, in addition to several other individuals, on
multiple counts related, primarily, to Philadelphia’s “pay to play” system of awarding municipal
securities business. Snell and LeCroy were each charged with two counts of wire fraud stemming

! At the time of this payment in 2003, Rule G-38 defined “consultant” to mean any person used by

a broker, dealer, or municipal securities dealer to obtain or retain municipal securities business through
direct or indirect communication by such person with an issuer on behalf of such broker, dealer or
municipal securities dealer where the communication is undertaken by such person in exchange for, or
with the understanding of receiving, payment from the broker, dealer or municipal securities dealer or any
other person; provided, however, that the following persons shall not be considered consultants for
purposes of this rule: (A) a municipal finance professional of the broker, dealer or municipal securities
dealer; and (B) any person whose sole basis of compensation from the broker, dealer or municipal
securities dealer is the actual provision of legal, accounting or engineering advice, services or assistance
in connection with the municipal securities business that the broker, dealer or municipal securities dealer
is seeking to obtain or retain.

2 On August 17, 2005, the Commission approved amendments to Rule G-38, which replaced the
existing rule on consultants with a new rule prohibiting municipal securities dealers from paying any
persons not affiliated with the dealer to solicit municipal securities business. The revised Rule G-38
became effective on August 29, 2005 and provides in relevant part that “no broker, dealer, or municipal
securities dealer may provide or agree to provide, directly or indirectly, payment to any person who is not
an affiliated person of the broker, dealer or municipal securities dealer for a solicitation of municipal
securities business on behalf of such broker, dealer or municipal securities dealer.”
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14. On June 29, 2004, the USAO announced the filing of a 56-count indictment
against Snell, LeCroy, and ten other individuals charging, among other things, wire fraud, mail
fraud, conspiracy to commit honest services fraud, perjury and extortion. See U.S. v. White, et.al.
Crim. No. 04-00370 (E.D. Pa., June 29, 2004). The charges in the indictment stemmed, primarily,
from the relationship between the former Treasurer of the City of Philadelphia, and White. Among
other things, the indictment alleged that the defendants unlawfully bestowed gifts upon the
Treasurer and/or White in exchange for favorable treatment from senior city officials. Specifically,
the indictment alleged that Snell and LeCroy unlawfully arranged for White to receive $50,000 for
work White did not perform.

15. On January 13, 2005 and January 18, 2005, respectively, Snell and LeCroy
pleaded guilty to two counts of mail fraud in violation of Title 18 United States Code, Section 1343
before the United States District Court for the Eastern District of Pennsylvania, in United States v.
White, et al., Crim. No. 04-00370. Snell was sentenced to two years probation, including 90 days
house arrest, and was ordered to pay a $15,000 fee and $200 special assessment. LeCroy was
sentenced to three months incarceration per charge, to be served concurrently, and two years
supervised release including 90 days home custody. The Court also ordered LeCroy to pay a fine
in the amount of $15,000 and a $200 special assessment. LeCroy and Snell were jointly and
severally liable for paying restitution to J.P. Morgan in the amount of $50,000.

16. The counts of the criminal indictment to which Snell and LeCroy pleaded
guilty alleged that they had engaged in a scheme or artifice to defraud and to obtain money or
property by means of materially false or fraudulent pretenses, representations, or promises by
directing White to submit a false invoice to J.P. Morgan seeking the payment of $50,000 for legal
work which White did not actually perform.

17. The convictions of Snell and LeCroy arose out of the conduct of a broker-
dealer and municipal securities dealer.

D. VIOLATIONS

1. As a result of the conduct described above, Respondents willfully violated
Section 15B(c)(1) of the Exchange Act by using the mails or any means or instrumentality of
interstate commerce to effect any transaction in, or to induce or attempt to induce the purchase or
sale of, any municipal security in contravention of any rule of the Municipal Securities
Rulemaking Board.

2. As aresult of the conduct described above, Respondents willfully violated
MSRB Rule G-38 which requires broker-dealers and associated persons of broker-dealers that use
consultants to set forth in writing, at a minimum, the name, company, role and compensation
arrangement of each such consultant prior to the consultant communicating with any issuer on its
behalf, and to disclose this information both to the relevant issuer and the MSRB for public
dissemination.







-

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

By the Commission.

Nancy M. Morris
Secretary

By: J. Lynn Taylor
Assistant Secretary
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Iv.
L
In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Richard W. DeBoe’s Offer.

Accordingly, it is hereby ORDERED:

Pursuant to Section 15(b)(6) of the Exchange Act and Section 203(f) of the Advisers Act,
that Respondent Richard W. DeBoe be, and hereby is barred from association with any broker,
dealer, or investment adviser.

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

By the Commission.

Nancy M. Morris
Secretary

L

&9. 3. Lynn Tayt r
’ Assistant Secretaly
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A mutual fund's expense ratio measures the fund's total annual expenses expressed as a
percentage of the fund's net assets. The expense ratio includes asset-based sales charges, such as
charges permitte under Investment Company Act Rule 12b-1, 11/ that are taken from the mutual
fund's assets to pay to market the fund and distribute its shares. The expense ratios for Class B

“shares generally are higher than the expense ratios for Class A shares. During the relevant

period, Class B shares in both the Kemper and Oppenheimer fund families had annual expense
ratios that were 75 asis points higher than the annual expense ratios for Class A shares in the
same funds, because of the higher 12b-1 fees associated with Class B share investments.

All of the investments at issue in this proceeding were purchases of the Class B shares of
Kemper and Oppenheimer funds in amounts greater than the $250,000 breakpoints established by
both fund families. Two of the investments were for $500,000, which was the next breakpoint
offered by both fund families. The prospectuses of both Kemper and Oppenheimer fun
disclosed the differences in fee structures between the share classes. Oppenheimer's prospectuses
stated that, at the § 000,000 level, Class A shares generally outperformed Class B shares
because of the availability of breakpoint discounts; both fund families' prospectuses stated that
the fund families would not accept Class B share investments in amounts above $500,000.

C. IFG's and Ledbetter's Supervisory System

[FG's home office consisted of several departments which were headed by general
securities p 1cipals. These department heads reported to Ledbetter in connection with
compliance matters. Julie Ann Sullivan, a registered principal, was IFG's chief compliance
officer during a portion of the relevant period, and she reported to Ledbetter. dward Woll, a
registered principal, also worked in IFG’s compliance department during this time, and he
reported to Sullivan. Supervision of the OSJ principals was diffused among various home office
principals (including Business Review Principals ("BRPs"), a trading officer, an operations
officer, and an advertising review principal) based on functional responsibilities. In addition,
IFG's compliance department conducted annual audits of branch offices and OSJs. IFG also had
a mutual fund coordinator to answer representatives' questions about mutual fund sales. *”’
Ledbetter testifie that, as president of IFG, he had ultimate responsibility to ensure that adequate
supervisory procedures were in place at IFG.

—_
[a—
~

17 C.F.R. § 270.12b-1.

I

IH
T~

Lec etter estimated that IFG had fewer than ten complaints per year related to mutual
fun : and that, other than the complaint of Kissinger's customer Myrna Moran, discussed
in greater detail below, IFG received no complaint concerning the adequacy of
disclosures with respect to the sale of Class A and Class B shares.
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BRPs reported directly to IFG's Chief Operations Officer who, in turn, reported to the
president. It was the responsibility of BRPs to review and approve each transaction by every OSJ
principal and registered representative. They reviewed these transactions for issues such as
suitability and sales practice violations, including failure to take advantage of breakpoints.
During the relevant period, when BRPs reviewed investments of $250,000 or more in  1ss B
shares of a mutual fund, they looked for, but did not require, written documentation that IFG's
registered representatives had disclosed the various cost structures associated with Class A and
Class B shares. BRPs also reviewed transactions for compliance with the Class B share purchase
limits set forth in the applicable mutual fund prospectuses. BRPs referred transactions about
which they had concerns to the compliance department.

IFG's Registered Representative Manual ("Manual") included information concerning
representatives' disclosure responsibilities with respect to multiple-class mutual funds. In
November 1995, material r¢ ited to the disclosure obligations at issue here was added to the
Manual. In February 1998, IFG distributed a pamphlet to all of its OSJs and branch offices
entitled "Dos and Don'ts For Registered Representatives Who Provide Mutual Fund Advice,"
publishe by the Investment Company Institute, that contained information about multiple-class
funds, including information about breakpoints and fund fees.

Subsequently, in November 1998, IFG issued a Compliance Alert, recommending that its
representatives utilize what it labeled a Mutual Fund Disclosure Form as part of their regular
sales practices for purchases of mutual funds with multiple-share classes. The November 798
Compliance Alert stated that representatives were not required to use the Mutual Fund
Disclosure Form, but that the form would assist in documenting the fact that representatives had
made the necessary disclosures. The Mutual Fund Disclosure Form highlighted the features of
Class A, B, and C shares. It stated that mutual fund class designations relate to the fee and
commission structure employed by the fund. The Mutual Fund Disclosure Form further stated
that each fund had its own schedule of fees set forth in its prospectus, and it directed potential
investors to re* :w the prospectus carefully.

The Mutual Fund Disclosure Form stated that Class A shares generally are structured
such that a sales charge is assessed, and a commission paid to the representative, at the time of
purchase. It noted that most Class A shares provide commission discounts called breakpoints for
large purchases. The Mutual Fund Disclosure Form stated that generally Class B shares are
structured so that no commission is charged at the time of purchase, but that funds usually charge
higher marketing fees for Class B shares than for Class A shares in order to pay commissions and
marketing expenses. The Mutual Fund Disclosure Form stressed that Class A shares are usually
more advantageous than Class B shares for investors able to invest enough to qualify for
breakpoint discounts. The form noted that, for this reason, many mutual funds will not accept
Class B share purchases in excess of $500,000 because, at this level, Class A shares charge such
a reduced commission that they are preferable to other fee and commaission structures.
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for a week or two before making any investment decisions. Each customer also signed or
initialed an asset positioning form upon investing. 15/

Non-advisory customers were individuals who chose not to receive comprehensive
financial planning advice from Kissinger. Kissinger recommended investments in specific funds
to non-advisory customers, providing them with prospectuses for each recommended investment.
Non-advisory customers did not sign the advisory contract, did not have the same types of
generic, broad financial planning meetings with Kissinger as advisory customers had, an
compensated Kissinger solely by means of commissions from the sales of mutual funds, not
through the flat fees and periodic monitoring fees that advisory customers paid.

E. Kissinger's Recor~—~~="~*~n of Class B Mutual Fund Shares

Kissinger asserts that many of his customers expressed a strong aversion to paying any
up-front fees and that he interpreted such statements as meaning that the customer did not want
to purc ase Class A shares, because all Class A shares entailed up-front fees. When a customer
expressed such a strong preference, Kissinger felt that "there was no need to keep beating [the
customers] over the head" by telling them about the availability of breakpoint discounts and other
elements of the expense structure of investments in Class A shares and about other distinctions
between the two share classes. Kissinger told his customers that Class B shares enta :d anea 7/
withdrawal penalty (the ¢ 'SC), that was reduced each year that the customer held the fund's
shares until, after a six-year holding period, the Class B shares converted to Class A shares.
Kissinger thought of a fund prospectus as his "Bible"” when making recommendations to
customers. He believed that, because the Kemper and Oppenheimer prospectuses permitted
investors to make purchases of Class B shares up to a $500,000 limit, investments in Class B
shares in amounts up to $500,000 would be advantageous for the customer. '’

It was Kissinger's practice to provide customers with a print-out of a performance
analysis of any fund he recommended, using a CDA Weisenberger software program that

15/ Kissinger referred to this form as a "switching form." It identified the Class B share
investments of the customers, but did not show the differences between Class B an  Class
A investments.

16/  The relevant Kemper prospectuses at the time stated that orders for Class B shares for
$500,000 or more would be declined. The relevant Oppenheimer prospectuses at the time
stated that, at the $1,000,000 investment level, Class A shares will generally outperform
Class B shares, and that, as a result, Oppenheimer normally will not accept purchase
orders of $500,000 or more of Class B shares. Kissinger testified that, because of this
language, he bi  eved that the Oppenheimer prospectus was unclear as to the relative
advantages of the two share classes at the $500,000 :vel but that Oppenheimer would
approve Class B share transactions in amounts up to and including at least $500,000.
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compared the istorical results of a given investment against certain benchmarks. However,
Kissinger did not perform such an analysis comparing the expected performance of Class A
versus Class B shares for either the Kemper or Oppenheimer funds. Kissinger testified that he
believed that the reasoning behind the initial creation of Class B shares as an investment option
was to provide an investment vehicle for investors who opposed paying up-front fees.

Kissinger told the six customers at issue in this proceeding that Class B shares involved
no up-front fees and that all of their money could "go to work"” for them in Class B shares.
Kissinger testified that e believed that Class B shares were the superior investment for these

“customers at the time he made the recommendations. All of the customers stated that they did
not consider themselves to be expert in investing and finance, and that they relied heavily on
Kissinger's expertise in making their investment choices. All of the customers received
prospectuses Hr the funds Kissinger recommended.

The three advisory customers were Mary Ann Cline, Myma Moran, and Mary Jane Daley.
Cline invested approximately $423,000 in April 1999. Although she acknov : ed signing and
initialing her asset positioning form, which showed that she was investing in Class B shares of
the Kemper funds, Cline recalled no discussion with Kissinger of the differences between the two
classes of shares. Cl e testified that Kissinger did not discuss breakpoint discounts, expenses, or
relative commissions that he would receive. Cline testified that she had a long history of
working with Kissinger and that she trusted his advice. She testified that she had no
understanding of the differences between Class B shares and Class A shares when she invested in
the Kemper Class B shares.

Moran invested $500,000 in April 1999 as part of a total investment of $1.7 million.
Moran testified that she communicated to Kissinger that her investing goi  was to preserve her
money and earn enough to live on for the rest of her life. She thought of herself as a long-term
investor. Although Moran acknowledged signing and initialing her asset positioning form, which
showed that she was investing in Class B shares of the Kemper funds, Moran recalled no
-discussion with Kissinger of the differences between the two classes of shares. ! jran said that
she knew that different share classes existed, but did not know what the differences between the
classes were. She testified that Kissinger did not discuss breakpoint discounts, expenses, or
relative commissions that Kissinger would receive. Moran testified that Kissinger told her
nothing about any disadvantages of investing in Class B shares. Moran testified that she had no
understanding of the differences between Class B shares and Class A shares at the time she
invested in the Kemper Class B shares. Moran acknowledged signing Kissinger's standard
advisory contract and initialing the asset positioning form, but she said that she did not read these
documents carefully and d not understand what they said when she signed them.

Moran came to Kissinger in or around June 1998. Because her $1.7 million investment
amount was much larger an at typically invested by Kissinger's customers, Kissinger
contacted IFG with a request for documents necessary to ensure that he properly disclosed
relevant facts about Moran's investments, including the $500,000 purchase of Class B shares of
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Hart invested approximately $426,000 in January 2000. He testified that he came to
Kissinger seeking rapidly to invest his retirement money because his former employer's 401(k)
plan was about to « sse, and he needed to transfer his funds into a new account. Hart testified
that he entruste his retirement funds to Kissinger. Hart recalled that Kissinger stressed the lack
of up-front fees for Class B shares. Hart understood from Kissinger that the main drawback to an
investment in Class B shares was that he would have to maintain his investment for an extended
period of time in order to avoid early withdrawal penalties, but this did not concern Hart because
he thought of himself as a long-term investor, not seeking to turn quick profits. Hart
acknowledged that he communicated to Kissinger a strong desire not to lose any of is money in
the course of transferring his account from his employer's 401(k) plan, and Hart told Kissinger
that he opposed paying up-front fees for that reason. Hart acknowledged having signed an
initialed his asset positioning form, which indicated that he would be investing in Class B shares,
and he also signed the version of the Mutual Fund Disclosure Form recommended in IFG's
November 1998 Compliance Alert, but he said that he did not truly understand the distinction
between share classes. Hart testified that he trusted Kissinger as an expert to explain all of the
salient facts about his investments.

In January 2000, an Oppenheimer representative contacted Kissinger's office and asked
that IFG's compliance department approve the $426,000 trade by Hart before Oppenheimer
processed the trade because the value of the transaction was "substantially large" for a purchase
of Class B shares. Woll reviewed the trade. In an e-mail addressed to Sullivan and others, but
not to Ledbetter, Woll concluded that "the difference between A share and B share returns are
real and significant,”" and urged Sullivan to obtain additional information from Kissinger before
IFG approved the transaction. IFG's compliance department requested that Kissinger's office
forward the Mutual Fund Disclosure Form that Hart had signed. The record indicates at
Oppenheimer subsequently processed the transaction. 20/

Chona invested $500,000 in June 2000. He explained that he sought to retire and
entrusted Kissinger to invest his money in a way that would permit this to appen. Chona told
Kissinger that the return on his investments was very important to him and that he disliked

20/ Kissinger testified that he does not recall receiving a telephone call from Oppenheimer
about Hart's transaction. Christopher Pollitt, an employee of Kissinger, testified that he
received Oppenheimer's initial telephone call requesting approval of the transaction by
IFG's compliance department. Pollitt then telephoned IFG's com; ance department,
where he spoke to Richard Dunston. Dunston asked that Pollitt fax documentation
related to Hart's transaction. Pollitt testified that after he faxed the relevant documents to
Dunston explain g the transaction, he never heard from Oppenheimer or IFG again
regarding Hart's transactions. Pollitt recalled that Oppenheimer did not state that the
transaction was =~~ -~ improper. Pollitt testified that he processed .  of Kissinger's
trades, and he did not recall that any transactions in Class B shares for the other five
investors at issue here drew any questions from a fund family regarding the size of the
transaction.
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paying up-front charges. Chona acknowledged that he signed his asset allocation "switching
form" and another document asserting that he had read all the prospectuses that Kissinger
provided to him, but he testified that he had not actually read the prospectuses. Chona also
signed the version of the Mutual Fund Disclosure Form recommended in the November 1998
Compliance Alert but testified that Kissinger never told him about the ava ibility of breakpoint
discounts for his investment or the relative expenses of the different share classes.

[I.

A. issinger's Violations of Antifraud Provisions

The antifraud provisions of the Securities Act prohibit fraudulent an deceptive acts and
practices in connection with the offer, purchase, or sale of a security; the Advisers Act prohibits
advisers from defrauding customers. Proof of scienter is required to establish violations of
Securities Act Section 17(a)(1), Exchange Act Section 10(b) and Rule 10b-5 ereunder, and
Advisers Act Section 206(1); 21/ to establish violations of Securities Act Sections 17(a)(2) and
17(a)(3), and Advisers Act Section 206(2), negligence is sufficient. 22/ Securities Act Sections
17(a)(2) and 7(2)(3) make it unlawful for any person in the offer or s : of any securities to
obtain money or property by means of any material misrepresentations or omissions, or to engage
in any transaction, practice, or course of business that operates as a fraud or deceit on the
purchaser. Advisers Act Section 206(2) makes i1t unlawful for any investment adviser to engage
in any transaction, practice, or course of business that operates as a fraud or deceit upon a ent.
It is undisputed that all of Kissinger's conduct was in connection with the offer, purchase, or sale
of a security and thatt :omissions alleged to have been fraudulent were made to Kissinger's
customers, whether advisory or non-advisory. The issues before us are whether the omissions
were misleading an  if so, whether they were material and made with the requisite mental state
to constitute a violation.

Misleading Omissions

The Division alleged that Kissinger omitted to disclose to his customers: (1) that Class A
shares were likely to produce higher returns than Class B shares for them at the investment
amounts at which they purchased Class B shares; (2) the availability of breakpoint discounts at

21/ See Aaron v. SEC, 446 U.S. 680, 695, 697 (1980); Ernst & Err~ -~ Hochfelder, 425 U.S.
185, 193 (1976); Steac~-nv. SEC, 603 F.2d 1126, 1134 (5th Cir. 1979), affd, 450 U.S.
91 (19 ).

22/ A~ron,4 ) U.S. at 680, 697 & 701-02 (establishing that a showing of scienter is not
required for findings of violations of Securities Act Sections 7(a)(2) and 17(a)(3)); SEC
v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 195 (1963) (finding that mere
negligence may establish a violation of Advisers Act Section 206(2)).
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P ~gi~‘te Mental State

Negligence is the failure to exercise reasonable care. 28/ The IFG Compliance Manual,
the Investment Company Institute pamphlet distributed by IFG in February 1998, and the G
Compliance Alerts of November 1998 and May 1999 all discussed the differences in cost
structure of multiple-class mutual funds and the importance of ensuring that investors understood
the impact of these costs on their investments. 29/ These documents would have given notice to
a reasonable securities industry professional that some analysis of the impact of these different
cost structures on the return on an investment was required before recommending one class of
shares rather than the o er, especially in amounts above the breakpoint :vels. Kissinger never
attempted such an analysis, nor did he request that IFG or the fund families provide him with an
analysis of which share class would likely outperform, given these customers' investment
profiles. A of the investments at issue occurred after IFG's November 1998 Compliance Alert,
and all but the ¢ ne and Moran investments occurred after the May 1999 Compliance Alert.

issinger was aware of the existence of breakpoint discounts available for the purchase of
Class A shares, that Class B shares entailed higher expense ratios and greater commissions to
Kissinger than ¢ : A shares. He knew that, in advising his customers that an investment in
Class B shares would avoid the up-front fees of Class A shares and enable all of their money to
"go to work," he was omitting information about the difference in cost structure between the
share classes. Kissinger testified that, at the time he recommended the Class  shares at issue
here, he believed that the recommendations presented a "win-win"  uation for both him and his
customers because he received a greater commission than he would have received had the
customers invested in Class A shares, and the customers would enjoy greater returns on their
investments because they d not have to pay any up-front fees on the Class B shares. Kissinger
had not, however, performed any mathematical analysis (or made any sort of inquiry) to support
this belief, although the software for doing so was readily available to him. Thus, he did not
have a reason le basis for concluding that disclosure of these additional costs were unnecessary
and his failure to do so was a departure from the standard of reasonable prudence and was
negligent. 30/

28/ SEC v. Hughes Capital Corp., 124 F.3d 449, 453-54 (3d Cir. 1997). See also Ira Weiss,
Securities Act Rel. No. 8641 (Dec. 2, 2005),  SEC Docket ,

29/ Kissinger claimed that he never received the January 1995 document and testified that he
did not reca whether he received the November 1998 and May 1999 Compliance Alerts.
He was not 1estioned about and did not testify whether he received the Investment
Company Institute pamphlet distributed by IFG in February 1998.

30/  Lieb- emr 461 F.Supp. 951, 953 (E.D. Mich. 1978) (holding that brokers
must study recommended securities sufficiently to become informed as to the nature,
price, and financial prognosis of the security), aff'd, 647 F.2d 55 (6th Cir. 1981) (Table).

(continued...)
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Division theorized that a transaction review policy that included such an analysis would have
been more reasonal 7 designed to prevent Kissinger's violations.

Although the evidence and arguments presented by the Division in this case are not
without force, we find that the Division has not established that IFG and Ledbetter failed to
exercise reasonable supervision. IFG and Ledbetter implemented procedures that were addressed
specifically to disclosure by IFG's associated persons of material facts with respect to the
different cost structures of Class A and Class B shares and that could reasonably have been
expected to prevent Kissinger's violations. IFG discharged its supervisory duties in two ways:
through written materials and through specific oversight and investigation of individual offices
and transactions. With respect to IFG's written materials, IFG had in place a Registered
Representative Manual that addressed the disclosure obligations with respect to multiple-class
mutual funds. IFG also distributed the pamphlet "Dos and Don'ts For Registered Representatives
Who Provi :Mutual und Advice" in February 1998 and Compliance Alerts in November 1998
and May 1999, each of which provided information about the differences in cost structure and
commissions in multiple-class funds.

In addition to its written compliance materials, IFG and Ledbetter had in place procedures
and a system for reviewing and approving purchases of multiple-class mutual funds that would
have reasonably been expected to ensure that its associated persons disclosed all material facts to
their customers. BRPs reviewed and approved every transaction by every OSJ principal and
registered representative. BRPs also reviewed transactions for compliance with the Class B
share purchase limits set forth in the applicable mutual fund prospectuses. 36/ In addition, IFG's
compliance department conducted annual audits of branch oftfices and OSJs and annually
reviewed OS] princip: ' customer files. Accordingly, we conclude that under the circumstances
of this case, the Division has not established that IFG and Ledbetter failed to exercise reasonable
supervision with a view to preventing Kissinger's antifraud violations within the meaning of
Sections 15(b)(4)(E) and 15(b)(6) of the Exchange Act.

Iv.

Securities Act Section 8A(a) authorizes the Commission to impose a cease-and-desist
order upon any person who "is violating, has violated, or is about to violate" any provision of
either of these acts or any rule or regulation thereunder, or against any person who "is, was, or
would be a cause of [¢ violation, due to an act or omission the person knew or should have
known would contribute to such [a] violation." 37/ In determining whether a cease-and-desist

36/  We note that the amounts in question in the transactions at issue here represent a
relatively small portion of Kissinger's business.

37/ 15 U.S.C. §§ 77h-1(a).






o ‘
instead of Class A shares to the six customers at issue. Kissinger does not contest this amount.
Disgorgement here will prevent Kissinger from reaping substantial financial gain from his
violations. Disgorgement also will impress upon him and other securities professionals the need
to make full and accurate disclosures in connection with sales of multi- 1ss mutual fund shares.
Accordingly, we order Kissinger to pay $36,170 in disgorgement together with prejudgment
interest pursuant to Rule 600 of the Commission's Rules of Practice. 43/

An appropriate order will issue. 44/

By the Commission (Chairman COX and Commissioners GLASSMAN, ATKINS and
CAMPOS); Commissioner NAZARETH not participating,.

Nancy M. Morris
Secretary

‘ wr,me)
‘ B m
Assi ry

43/ 17 C.F.R. § 201.600.

44/  We have considered all of the parties' contentions. We have rejected or sustained these
‘ contentions to the extent that they are inconsistent or in accord with the views expressed

herein.
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respondent and the file number of this proceeding. A copy of the cover letter and check shall be
sent to William P. Hicks, counsel for the Division of Enforcement, Securities and Exchange
Commission, 3475 Lenox Road, NE, Suite 1000, Atlanta, Georgia 30326-1232.; and it is further

ORDERED that the proceeding with respect to IFG Network Securities Inc. and David
Ledbetter be, and it hereby is, dismissed.

By the Commission.

Nancy M. Morris
Secretary

% 74/( rson

Assnstant Secretary










and filing the issuers’ Commission filings; instead Winick filed 2003 Forms 10-KSB on each
issuer’s behalf that ini 1ded fraudulent Reports of Independent Certified Public Accountants
(“Audit Report(s)”) and fraudulent auditor’s consent letters (“Consent(s)”’). More specifically, the
Commission alleged that Winick placed an electronic signature of an Oklahoma City-base
accounting firm (“‘accounting firm”) on the Audit Reports and Consents without authorization from
the accounting firm; in fact, neither the accounting firm nor any other auditor had audited the
issuers’ 2003 financial statements. The complaint further alleged that Winick subsequently filed
on the issuers’ behalf Forms 10-QSB that contained a balance sheet comparing the financial results
for the current quarter with those for the previous annual period and falsely designating the annual
period as “audited.” According to the complaint, after the accounting firm confro1 :d Winick
about the fraudulent Audit Reports and Consents, Winick filed a 2003 Form 10-KSB/A on behalf
of IACH that included an Audit Report and Consent putatively signed by a second auditor, based
in Colorado. Again, Winick placed this signature on the Auditor Report and Consent without
authorization from the auditor and, in fact, no audit had been completed. The complaint further
alleged that in February 2005, Winick filed on Tekron’s behalf another Form )-QSB that
contained a balance sheet comparing the financial results of the current quarter with those of the
prior annual pertod, falsely designating the annual period as “audited.”

IV.

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

Accordingly, it is hereby ORDERED, effective immediately, that Winick is suspended
from appearing or practicing before the Commission.

y the Commission.

Nancy M. Morris
Secretary

/)
By:WJill M. P
~ Assistar
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[Release No. 34-¢  22; File No. S7-11 -06]

RIN 3235- 38

CONCE RELEASE CONCERNING MANAGEMENT’S REPORTS ON
INTERNAL CONTROL OVER FINANCIAL REPORTING

AGENCY: Securities and Exchange Commission.

ACTION: Concept Release; request for comment.

SUMMARY: The Commission is publishing this Concept Release to understand better
the extent and nature of public interest in the development of additional guidance for
management regarding its evaluation and assessment of internal control over financial
reporting so that any guidance the Commission develops addresses the needs and
concerns of public companies, consistent with the protection of investors.

DATES: Comments should be submitted on or before [insert date 60 days after the date

of publication in the Federal Register].

ADDRE SES: Comments may be submitted by any of the following methods:

Electronic comments:

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

e Send an e-mail to rule-comments@sec.gov. Please include File Number S7-11-
(06 on the subject line; or

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

instructions for submitting comments.




Paper comments:

¢ Send paper submissions in triplicate to Nancy M. Morris, Secretary, Securities

and Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to File Number S7-11-06. 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/concept.shtml). Comments also are available for public
inspection and copying in the Commission’s Public Reference Room, 100 F Street, NE,
Washington, DC 20549. 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: Lillian Brown, Division of
Corporation Finance or Michael Gaynor, Office of Chief Accountant, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549.
SUPPLEMENTAL INFORMATION:
Table of Contents

I Background

11. Introduction

11 Risk and Control ldentification

IV. Management’s Evaluation

V. Documentation to Support the Assessment

VI. Solicitation of Additional Comments














































financial reporting can help companies deter fraudulent financial accounting practices or
detect them earlier.

As noted above, the Advisory Committee observed that the distinct characteristics
of sm; er public companies affect the financial reporting risks and the controls needed to
address them. For example, the significant risk of management override that arises from
wider spans of control and more direct channels of communication may create an
increased need for entity level controls and board oversight. Moreover, the difticulty in
segregating duties and changing business processes may impact the implementation of
internal controls at these companies.

We anticipate additional guidance in this area would cover a number of the
implementation issues that have arisen during the first two years of compliance.
Guidance i1ssued in this area would address how management shou’ determine the
overall objectives for internal control over financial reporting and identify the related
risks. In determining the objectives for internal control over financial reporting, the
guidance would discuss how management might address company-level, financial
statement account and disclosure level considerations, as well as fraud risks.
Additionally, we anticipate that we would provide additional guidance on how
management 1dentifies the controls to address the recognized risks. This would include
guidance on common issues that exist in identifying controls (e.g. materiality
considerations, multi-location issues, concept of “key” controls).

11. What guidance is needed to help management implement a “top-down, risk-based”
approach to identifying risks to reliable financial reporting and the related internal

controls?
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UNITED STATES OF AMERICA
Before the .
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 2535/ July 12,2006

ADMINISTRATIVE PROCEEDING
File No. 3-12364

In the Matter of

ORDER INSTITUTING
TERRY F. ALLEN ADMINISTRATIVE PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
Respondent. REMEDIAL SANCTIONS PURSUANT TO

SECTION 203(f) OF THE INVESTMENT
ADVISERS ACT OF 1940

I.

The Securities and Exchange Commission (“Commission’) deems it appropriate and in
the public interest that public administrative proceedings be, and hereby are, instituted pursuant
to Section 203(f) of the Investment Advisers Act of 1940 (“Advisers Act”) against Terry F. Allen
(“Respondent”).

IL.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission’s jurisdiction over him and the subject matter of
these proceedings and the findings contained in paragraph II1.2., which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings, Making Findings, and
Imposing Remedial Sanctions Pursuant to Section 203(f) of the Investment Advisers Act of 1940
(“Order”), as set forth below.

III.

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







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

By the Commission.

Nancy M. Morris
Secretary

L y: Jill M.
As~'st; i
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information in D & B's reports does not indicate that D & B is unable to pay the monetary
sanctions imposed herein. 92/

B. Cease-and-Desist Order

Securities Act Section 8A(a) and Exchange Act Section 21C authorize the Commission to
impose a cease-and-desist order upon any person who "is violating, has violated, or is about to
violate" any provision of either of these acts or any rule or regulation thereunder, or against any
person who "is, was, or would be a cause of [a] violation" due to an act or omission the person
"knew or should have known would contribute to such a violation." 93/ In determining whether

a cease-and-desist order is an appropriate sanction, we look to whether there is some risk of

future violations. 94/ The risk of future violations required to support a cease-and-desist order is

significantly less than that required for an injunction. 95/ A single egregious violation can be

sufficient to indicate some risk of future violation. 96/ We also consider whether other factors
demonstrate a risk of future violations. Beyond the seriousness of the violation, these include the
isolated or recurrent nature of the violation, whether the violation is recent, the degree of harm to

investors or the marketplace resulting from the violation, the respondent's state of mind, the
sincerity of assurances against future violations, recognition of the wrongful nature of the

conduct, opportunity to commit future violations, and the remedial function to be served by the
cease-and-desist order in the context of any other sanctions sought in the proceeding. 97/ Not all

of these factors need to be considered, and none of them, by itself, is dispositive.

l\O
~=

"substantial reverse" since the hearing, see Terry T. Steen, 53 S.E.C. 618, 628 n.26

To the extent D & B may be attempting to argue that its financial condition has suffered a

(1998), we find that the annual reports D & B asked us to consider do not establish such a
financial reversal. Further, although we have taken official notice of D & B's filing of a
Form BDW subsequent to the completion of the briefing schedule and oral argument in

this case, see supra note 1, neither party has addressed the extent to which that filing

affects D & B's ability to pay disgorgement, interest, or a fine. As indicated, the burden

was on D & B to do so. We therefore lack a basis for making findings regarding the
impact of the Form BDW on D & B's financial situation and ability to pay.

93/ 15 U.S.C. §§ 77A(a), 78u-3.

94/ KPMG Peat Marwick LLP, 54 S.E.C. 1135, 1185 (2001), reconsideration denied, 74 SEC

Docket 1351 (Mar. 8, 2001), petition denied, 289 F.3d 109 (D.C. Cir. 2002).

\O
R
S~

KPMG, 54 S.E.C. at 1191.

96/  See Geiger v. SEC, 363 F.3d 481, 489 (D.C. Cir. 2004).

\O
~]
Ny

KPMG, 54 S.E.C. at 1192.

|
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Here, Respondents knew of the central importance of PennDOT's tenancy to the financial
viability of the Forum Place bonds, but the POS, the OS, and the accompanying projections they
distributed to investors omitted any mention of PennDOT's intent to vacate Forum Place once the
Keystone Building was completed. The omission of this information deprived investors of a
material fact as they considered the purchase of the bonds, and the omission rendered disclosures
that were made misleading. The investors to whom PennDOT's intent to move was not disclosed
were harmed by the omission and by the consequently misleading disclosures.

As found above, Respondents acted recklessly in offering and selling the Forum Place
bonds based on offering documents that failed to include information about PennDOT's intended
move. Respondents provide no assurances that they would avoid future violations by acting
differently under similar circumstances. Bradbury has been employed by D & B since high
school, and his continuing involvement in the securities industry presents an opportunity to
commit future violations. Although we have ordered disgorgement and the payment of civil
penalties, the issuance of a cease-and-desist order should serve the remedial purpose of
encouraging Respondents to take their responsibilities more seriously in the future. 98/

We find that the record as a whole, especially the evidence with regard to the seriousness
of the violation, the lack of assurances against future violations, and the opportunity to commit
future violations, establishes a sufficient risk that Respondents would commit future violations to
warrant imposition of a cease-and-desist order. 99/ Based on all of these factors, we find a cease-
and-desist order to be in the public interest. 100/

C. Creation of Fair Fund

Section 308(a) of the Sarbanes-Oxley Act of 2002 authorizes the Commission, in an
administrative action brought under the federal securities laws, to create a fund into which civil

98/  See McCurdy v. SEC, 396 F.3d 1258, 1265 (D.C. Cir. 2005) (recognizing that order
suspending auditor from practice before the Commission for one year had remedial
purpose of encouraging more rigorous compliance with generally accepted auditing
standards in the future).

99/  We reach this conclusion despite our findings that the violation at issue was not recent
and was not recurrent.

100/ D & B's filing of an application to terminate its broker-dealer registration, which remains
pending, does not alter our conclusion that the potential for further violations exists even
if D & B's registration is terminated.
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penalties and disgorgement funds may be paid for the benefit of persons harmed by the
violations. 101/ The Division asks us to create such a fund, and Respondents do not oppose its
request. We therefore direct that the civil penalties and disgorgement funds ordered in this
matter be paid into a fund to benefit investors harmed by the violations we have found above.

An appropriate order will issue. 102/

By the Commission (Chairman COX and Commissioners GLASSMAN, CAMPOS, and
NAZARETH; Commissioner ATKINS not participating).

Nancy M. Morris
Secretary

o . L nn Tay\l)f
ey i\ss'zstant gecretary

101/ 15U.S.C. § 7246(a). We have recently amended our Rules of Practice to make clear that
law judges have the authority to create such funds in appropriate circumstances. See
Adoption of Amendments to the Rules of Practice and Related Provisions and
Delegations of Authority of the Commission, 70 Fed. Reg. 72,566 (Dec. 5, 2005) (final

rule).

102/ We have considered all of the parties' contentions. We have rejected or sustained them to
the extent that they are inconsistent or in accord with the views expressed in this opinion.




UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Rel. No.8721 / July 13, 2006

SECURITIES EXCHANGE ACT OF 1934
Rel. No.54143 / July 13, 2006

Admin. Proc. File No. 3-11465

In the Matter of

DOLPHIN AND BRADBURY, INCORPORATED ORDER IMPOSING
REMEDIAL SANCTIONS
and

ROBERT J. BRADBURY

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

ORDERED that Dolphin and Bradbury, Incorporated ("D & B") and Robert J. Bradbury
cease and desist from committing or causing any violations or future violations of Section 17(a)
of the Securities Act of 1933, Sections 10(b) and 15B(c)(1) of the Securities Exchange Act of
1934 (including failing to deal fairly with all persons and engaging in any deceptive, dishonest,
or unfair practice under Rule G-17 of the Municipal Securities Rulemaking Board) and Rule
10b-5 thereunder; and it is further

ORDERED that D & B disgorge the amount of $313,995.31, plus prejudgment interest as
calculated in accordance with Commission Rule of Practice 600(b); and it is further

ORDERED that D & B pay a civil money penalty of $400,000 and that Bradbury pay a
civil money penalty of $82,000; and it is further

ORDERED that the amounts of disgorgement and civil money penalties be used to create
a "Fair Fund" for the benefit of investors pursuant to Commission Rules of Practice 1100-1106;
and it is further

ORDERED that the Division of Enforcement submit to the Commission a proposed plan
for the administration and distribution of funds in the Fair Fund established in this order no later
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than 60 days after payment of the amounts due and any appeals of this Order have been waived
or are no longer available.

Payment of the amount to be disgorged and the civil money penalties shall be: (i) made
by United States postal money order, certified check, bank cashier's check, or bank money order;
(1) made payable to the Securities and Exchange Commission; (iii) mailed or delivered by hand
to the Office of Financial Management, Securities and Exchange Commission, Operations
Center, 6432 General Green Way, Alexandria, VA 22312; and (iv) submitted under cover letter
that identifies respondents and the file number of this proceeding.

A copy of the cover letter and check shall be sent to Amy J. Greer, counsel for the
Division of Enforcement, Securities and Exchange Commission, Philadelphia District Office,
The Mellon Independence Center, 701 Market Street, Philadelphia, PA 19106-1532.

By the Commission.

Nancy M. Morris
Secretary

g: J. Lynn Taylor
> Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 8720 / July 13, 2006

SECURITIES EXCHANGE ACT OF 1934
Release No. 54139 / July 13, 2006

Administrative Proceeding
File No. 3-12365

ORDER INSTITUTING
ADMINISTRATIVE AND CEASE-
AND-DESIST PROCEEDINGS,

In the Matter of MAKING FINDINGS, AND
IMPOSING REMEDIAL SANCTIONS
IFMG SECURITIES, INC,, AND A CEASE-AND-DESIST ORDER
PURSUANT TO SECTION 8A OF
Respondent. THE SECURITIES ACT OF 1933 AND

SECTIONS 15(b) AND 21C OF THE
SECURITIES EXCHANGE ACT OF
1934

L

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

II.

In anticipation of the institution of these proceedings, IFMG 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, IFMG
consents to the entry of this Order Instituting Administrative and Cease-and-Desist Proceedings,
Making Findings, and Imposing Remedial Sanctions and a Cease-and-Desist Order Pursuant to
Section 8A of the Securities Act of 1933 and Sections 15(b) and 21C of the Securities Exchange
Act of 1934 (“Order”), as set forth below.




I11.
On the basis of this Order and IFMG’s Offer, the Commission finds that:

Respondent

1. [FMG Securities, Inc. and/or its predecessor, Liberty Securities Corp., has been
registered with the Commission as a broker-dealer pursuant to Section 15 of the Exchange Act
since 1983. It is also a member of the National Association of Securities Dealers (“NASD”).
I[FMG’s principal offices are located in Purchase, New York. IFMG is a subsidiary of Sun Life
Financial (U.S.) Holdings, Inc. which is in turn, a subsidiary of Sun Life Financial Inc., a
publicly held corporation headquartered in Toronto, Canada. IFMG is affiliated with a third-
party marketer of mutual funds and insurance products, which sets up programs with depository
institutions such as banks and savings and loan associations to allow those institutions to offer
securities to their customers. IFMG’s approximately 700 registered representatives sell mutual
funds, variable insurance products and general securities in the lobbies of depository institutions
nation-wide. IFMG has over 700 registered branch offices nation-wide, and all but two of its
branch offices are physically located in the lobbies of depository institutions.

Overview

2. From at least January 2000 through November 2003, IFMG gave preferred sales
treatment to certain mutual fund complexes and certain variable insurance product issuers which
participated in its revenue sharing program (the “Preferred Program”). Revenue sharing is a form
of additional compensation, over and above regular commissions and distribution fees, which is
typically paid by mutual fund advisers and insurers to broker-dealers for sales of the mutual
funds or variable insurance products.

3. Under the Preferred Program, in exchange for revenue sharing payments, IFMG
provided participating mutual fund families and insurers (“Preferred Families”) preferential sales
treatment, including increased access to its registered representatives and sales managers and
placement on its preferred list. IFMG also paid enhanced compensation to its registered
representatives for sales of certain of the Preferred Families’ products. However, IFMG, in
violation of Section 17(a)(2) of the Securities Act and Rule 10b-10 under the Exchange Act,
failed to adequately disclose to its customers the existence of its Preferred Program and the
potential conflict of interest created by these payments.




IFMG’s Preferred Program

4. From at least January 2000 through November 2003, five mutual fund families
participated in IFMG’s Preferred Program.

5. Each of these mutual fund families made revenue sharing payments to [FMG in
varying amounts in exchange for preferential sales treatment. IFMG received two types of
revenue sharing payments from these mutual fund families: fees based on total assets under
management (asset-based fees) and fees based on new sales (sales-based fees). IFMG generally
received between .1% and .18% of new sales and between .03% to .05% of the funds’ assets
under management. Most of these payments were made to IFMG in cash from the distributor or
the adviser. However, one mutual fund family made its revenue sharing payments to IFMG via
directed brokerage commissions.' Sales of mutual funds from the Preferred Families accounted
for approximately 81% of IFMG’s total sales in 2000, 88% of its total sales in 2001, 89% of its
total sales in 2002, and 87% of its total sales in 2003.

6. From at least January 2000 through November 2003, between six and twelve
insurers offering variable insurance products, at various times, participated in IFMG’s Preferred
Program. IFMG received revenue sharing payments from these insurers that generally ranged
from .1% to 1% on sales of new contracts, with an average payment of .5%. Payments were
generally made in cash by the insurer.

7. The revenue sharing payments that IFMG received were in addition to standard
fees paid by the respective mutual funds and insurers such as sales charges, commissions and
distribution fees paid out of fund assets pursuant to a Rule 12b-1 Plan.

8. Revenue sharing was a factor, among others, in [FMG’s selection and retention of
mutual fund families and insurers for participation in the Preferred Program. In fact, [FMG
informed some insurers that the payment of .5% in revenue sharing on new contracts was
required to be considered for [IFMG’s Preferred Program. At least one insurer was removed from
[FMG'’s Preferred Program after it reduced its revenue sharing payments to less than .5%. [FMG
did not offer any variable insurance products from insurers that did not participate in the
Preferred Program; in most cases, insurers that were included in the Preferred Program made
revenue sharing payments. In most cases, mutual fund providers that were included in the

! Directed brokerage refers to the practice of fund advisers “directing” mutual fund brokerage
transactions to broker-dealer firms as a reward for sales the broker-dealer makes of that adviser’s funds.
The brokerage commissions on the directed brokerage are used to reduce the adviser’s revenue sharing
obligations to the broker-dealer and are paid out of fund assets.







adequately disclose the dimensions of the potential conflicts of interest created by these
payments.

13. Instead, IFMG relied on disclosures made by the Preferred Families themselves in
prospectuses and Statements of Additional Information (“SAIs”) to satisfy its disclosure
obligations regarding the revenue sharing payments and its Preferred Program.? During the
relevant period, these documents failed to disclose to IFMG’s customers adequate information
about the source and the amount of the revenue sharing payments to IFMG and the dimension of
the resulting potential conflicts of interest.

14. As a result of the conduct described above, IFMG willfully’ violated:

a. Section 17(a)(2) of the Securities Act, which provides that it is “unlawful for any
person in the offer or sale of any securities . . . by the use of any means or instruments of
transportation or communication in interstate commerce or by use of the mails, directly or
indirectly . . . to obtain money or property by means of any untrue statement of material fact or
any omission to state a material fact necessary in order to make the statements made, in the light
and circumstances under which they were made, not misleading;” and

b. Rule 10b-10 under the Exchange Act, which provides in pertinent part that it is
“unlawful for any broker or dealer to effect for or with an account of a customer any transaction
in, or to induce the purchase or sale by such customer of, any security . . . unless such broker or
dealer, at or before completion of such transaction, gives or sends to such customer written
notification disclosing . . . [t]he source and amount of any other remuneration received or to be
received by the broker in connection with the transaction.”

Neither Section 17(a)(2) nor Rule 10b-10 requires a showing of scienter.*

Undertakings

15. IFMG undertakes the following:

? While mutual fund distributors are required to provide customers with a prospectus, they are
not required to provide an SAI unless a customer requests a copy.

3 “Willfully” as used in this Order means intentionally committing the act which constitutes the
violation. See Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000); Tager v. SEC, 344 F.2d 5, 8 (2d
Cir. 1965). There is no requirement that the actor also be aware that he is violating one of the Rules or
Acts. Id.

* Scienter refers to a “mental state embracing intent to deceive, manipulate, or defraud.” Emst &
Emnst v. Hochfelder, 425 U.S. 185, 193 (1976).




(a) IFMG shall place and maintain on its website, within 15 days from the date of
entry of the Order, disclosures regarding its revenue sharing program to include, if applicable: (1)
the existence of the program; (ii) the fund complexes and insurers participating in the program;
(iii) the maximum amount of payment that IFMG receives, expressed in basis points, in
connection with the fund complexes’ and insurers’ participation in the program; and (1v) the
source of such payments. IFMG shall make this information available via a hyperlink on the
home page of its website.

(b) IFMG shall retain, within 45 days from the date of entry of the Order, the services
of an Independent Consultant, who is not unacceptable to the Commission’s staff. IFMG shall
require the Independent Consultant to perform all of the services and tasks described below.
IFMG shall exclusively bear all costs, including compensation and expenses, associated with the
retention and performance of the Independent Consultant.

(c) IFMG shall retain and shall require the Independent Consultant to conduct a
comprehensive review of (i) the completeness of the disclosures regarding [IFMG’s revenue
sharing program; and (i1) the policies and procedures relating to IFMG’s recommendations to its
customers of mutual funds and variable insurance products in the revenue sharing program.
IFMG shall retain the Independent Consultant to recommend policies and procedures that address
deficiencies, if any, in these areas.

(d) IFMG shall further retain and require the Independent Consultant to prepare and,
within 90 days from the date of entry of the Order, submit to [FMG and the Commission’s staff
an Initial Report. The Initial Report shall address, at a minimum: (i) the adequacy of the
disclosures regarding IFMG’s revenue sharing program; (ii) the adequacy of the policies and
procedures regarding IFMG’s recommendations and disclosures to its customers of mutual funds
and variable insurance products in its revenue sharing program. The initial report must include a
description of the review performed, the conclusions reached, and the Independent Consultant’s
recommendations for policies and procedures to address any deficiencies identified, an effective
system for implementing the recommended policies and procedures and an effective system for
establishing and maintaining written records that evidence compliance with the recommended
policies and procedures.

(e) Within 100 days from the date of entry of the Order, IFMG shall in writing advise
the Independent Consultant and the Commission’s staff of the recommendations from the Initial
Report that it is adopting and the recommendations that it considers unnecessary or
inappropriate. With respect to any recommendations that IFMG considers unnecessary or
inappropriate, IFMG shall explain why the objective or purpose of such recommendation is
unnecessary or inappropriate or provide in writing an alternative policy, procedure or system
designed to achieve the same objective.




§3) With respect to any recommendation about which IFMG and the Independent
Consultant do not agree IFMG shall attempt in good faith to reach an agreement with the
Independent Consultant within 120 days from the date of entry of the Order. In the event the
Independent Consultant and IFMG are unable to agree on an alternative proposal, IFMG shall
abide by the recommendation of the Independent Consultant.

(2) IFMG shall further retain and shall require the Independent Consultant to
complete the aforementioned review and submit a written Final Report to IFMG and to the
Commission’s staff within 140 days from the date of entry of the Order. The Final Report must
recite the efforts the Independent Consultant undertook to review: (i) IFMG’s disclosures
regarding its revenue sharing program; and (ii) the policies and procedures regarding IFMG’s
recommendations of the mutual funds and variable insurance products in its revenue sharing
program. The Final Report shall also set forth in detail the Independent Consultant’s
recommendations and a reasonable time frame(s), not to exceed 180 days from the date of entry
of the Order, for IFMG to implement its recommendations. The Final Report must also describe
how IFMG proposes to implement those recommendations within the time period(s) set forth in
the Final Report.

(h) IFMG shall take all necessary and appropriate steps to adopt and implement all
recommendations and proposals contained in the Independent Consultant’s Final Report.

(1) To ensure the independence of the Independent Consultant, [IFMG: (i) shall not
have the authority to terminate the Independent Consultant, without the prior written approval of
the Commission’s staff; (i1) shall compensate the Independent Consultant, and persons engaged
to assist the Independent Consultant, for services rendered pursuant to the Order at their
reasonable and customary rates; and (iii) shall not be in and shall not have an attorney-client
relationship with the Independent Consultant and shall not seek to invoke the attorney-client or
any other doctrine or privilege to prevent the Independent Consultant from transmitting any
information, reports or documents to the Commission or the Commission’s staff. '

G) To further ensure the independence of the Independent Consultant, for the period
of the engagement and for a period of two years from the completion of the engagement, [IFMG,
its present or former affiliates, directors, officers, employees, and agents acting in their capacity
shall not enter into any employment, consultant, attorney-client, auditing or other professional
relationship with the Independent Consultant. Further, IFMG, its present or former affiliates,
directors, officers, employees, and agents acting in their capacity shall not enter into any
employment, consultant, attorney-client, auditing or other professional relationship with any firm
with which the Independent Consultant is affiliated in performance of his or her duties under the
Order, or agents acting in their capacity, for the period of the engagement and for a period of two
years after the engagement without prior written consent of the Commission’s staff.







to David P. Bergers, District Administrator, Securities and Exchange Commission, 33 Arch
Street, 23™ Floor, Boston, MA 02110; and

E. IFMG shall comply with the undertakings enumerated in Section III.B.15. above.

By the Commission.

Nancy M. Morris
Secretary

By:ill M. Peterson
Assistant Secretary
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Amendments to Regulation SHO

AGENCY: Securities and Exchange Commission.

ACTION: Proposed rule.

SUMMARY: The Securities and Exchange Commission is proposing amendments to
Regulation SHO under the Securities Exchange Act of 1934 (Exchange Act). The proposed
amendments are intended to further reduce the number of persistent fails to deliver in certain
equity securities, by eliminating the grandfather provision and narrowing the options market
maker exception. The proposals also are intended to update the market decline limitation
referenced in Regulation SHO.

DATES: Comments should be received on or before [insert date 60 days after publication in the

Federal Register].

ADDRESSES: Comments may be submitted by any of the following methods:

Electronic Comments:

e Use the Commission’s Internet comment form

(http://www.sec.gov/rules/proposed.shtml); or

e Send an e-mail to rule-comments(sec.gov. Please include File Number S7-12-06 on the

subject line; or
e Use the Federal eRulemaking Portal (http://www.regulations.gov). Follow the

instructions for submitting comments.









The close-out requirement, which is contained in Rule 203(b)(3) of Regulation SHO,
applies only to broker-dealers for securities in which a substantial amount of fails to deliver have
occurred (also known as “threshold securities”).” As discussed more fully below, Rule 203(b)(3)
of Regulation SHO includes two exceptions to the mandatory close-out requirement. The first is
the “grandfather” provision, which excepts fails to deliver established prior to a security
becoming a threshold security;® and the second is the “options market maker exception,” which
excepts any fail to-deliver in a threshold security resulting from short sales effected by a
registered options market maker to establish or maintain a hedge on options positions that were
created before the underlying security became a threshold security.”

At the time of Regulation SHO’s adoption in August 2004, the Commission stated that it
would monitor the operation of Regulation SHO, particularly whether grandfathered fail
positions were being cleared up under the existing delivery and settlement guidelines or whether
any further regulatory action with respect to the close-out provisions of Regulation SHO was

warranted.® In addition, with respect to the options market maker exception, the Commission

A threshold security is defined in Rule 203(c)(6) as any equity security of an issuer that is registered pursuant to
section 12 of the Exchange Act (15 U.S.C. 781) or for which the issuer is required to file reports pursuant to
section 15(d) of the Exchange Act (15 U.S.C. 780(d)) for which there is an aggregate fail to deliver position for
five consecutive settlement days at a registered clearing agency of 10,000 shares or more, and that is equal to at
least 0.5% of the issue's total shares outstanding; and is included on a list disseminated to its members by a self-
regulatory organization (“SRO”). 17 CFR 242.203(c)(6). This is known as the “threshold securities list.” Each
SRO is responsible for providing the threshold securities list for those securities for which the SRO is the
primary market.

The “grandfathered” status applies in two situations: (1) to fail positions occurring before January 3, 2005,
Regulation SHO’s effective date; and (2) to fail positions that were established on or after January 3, 2005 but
prior to the security appearing on the threshold securities list. 17 CFR 242.203(b)(3)(1).

7 17 CFR 242.203(b)3)(ii).

8 See Adopting Release, 69 FR at 48018.




noted that it would take into consideration any indications that this provision was operating
significantly differently from the Commission’s original expectations.’

Based on examinations conducted by the Commission’s staff and the SROs since
Regulation SHO’s adoption, we are proposing revisions to Regulation SHO. As discussed more
fully below, our proposals would modify Rule 203(b)(3) by eliminating the grandfather
provision and narrowing the options market maker exception. Regulation SHO has achieved
substantial results. However, some persistent fails to deliver remain. The proposals are intended
to reduce the number of persistent fails to deliver attributable primarily to the grandfather
provision and, secondarily, to reliance on the options market maker exception. The proposals
also would include a 35 settlement day phase-in period following the effective date of the
amendment. The phase-in period is intended to provide additional time to begin closing out
certain previously-excepted fail to deliver positions. Our proposals also would update the market
decline limitation referenced in Rule 200(e)(3) of Regulation SHO. We also seek comment
about other ways to modify Regulation SHO.

11. Background

A. Rule 203(b)(3)’s Close-out Requirement

One of Regulation SHO’s primary goals is to reduce fails to deliver.'® Currently,
Regulation SHO requires certain persistent fail to deliver positions to be closed out. Specifically,
Rule 203(b)(3)’s close-out requirement requires a participant of a clearing agency registered with

the Commission to take immediate action to close out a fail to deliver position in a threshold

®  Seeid. at 48019.

1 1d. at 48009.




security in the Continuous Net Settlement (CNS)'! system that has persisted for 13 consecutive
settlement days by purchasing securities of like kind and quantity.'* In addition, if the failure to
deliver has persisted for 13 consecutive settlement days, Rule 203(b)(3)(ii1) prohibits the
participant, and any broker-dealer for which it clears transactions, including market makers, from
accepting any short sale orders or effecting further short sales in the particular threshold security
without borrowing, or entering into a bona-fide arrangement to borrow, the security until the
participant closes out the fail to deliver position by purchasing securities of like kind and
quantity.’”

B. Grandfathering under Regulation SHO

Rule 203(b)(3)’s close-out requirement does not apply to positions that were established
prior to the security becoming a tﬁreshold security.'* This is known as grandfathering.
Grandfathered positions include those that existed prior to the effective date of Regulation SHO

and positions established prior to a security becoming a threshold security.!” Regulation SHO’s

""" The majority of equity trades in the United States are cleared and settled through systems administered by

clearing agencies registered with the Commission. The NSCC clears and settles the majority of equity
securities trades conducted on the exchanges and over the counter. NSCC clears and settles trades through the
CNS system, which nets the securities delivery and payment obligations of all of its members. NSCC notifies
its members of their securities delivery and payment obligations daily. In addition, NSCC guarantees the
completion of all transactions and interposes itself as the contraparty to both sides of the transaction. While
NSCC'’s rules do not authorize it to require member firms to close out or otherwise resolve fails to deliver,
NSCC reports to the SROs those securities with fails to deliver of 10,000 shares or more. The SROs use NSCC
fails data to determine which securities are threshold securities for purposes of Regulation SHO.

1217 CFR 242.203(b)(3).

B 17 CFR 242.203(b)(3)(iii). It is possible under Regulation SHO that a close out by a broker-dealer may result in
a failure to deliver position at another broker-dealer if the counterparty from which the broker-dealer purchases
securities fails to deliver. However, Regulation SHO prohibits a broker-dealer from engaging in “sham close
outs” by entering into an arrangement with a counterparty to purchase securities for purposes of closing out a
failure to deliver position and the broker-dealer knows or has reason to know that the counterparty will not
deliver the securities, and which thus creates another failure to deliver position. 17 CFR 242.203(b)(3){(v);
Adopting Release, 69 FR at 48018 n. 96.

" 17 CFR 242.203(b)(3)(i).



grandfathering provision was adopted because the Commission was concerned about creating
volatility through short squeezes'® if large pre-existing fail to deliver positions had to be closed
out quickly after a security became a threshold security.

C. Regulation SHO’s Options Market Maker Exception

In addition, Regulation SHO’s options market maker exception excepts from the close-
out requirement of I le 203(b)(3) any fail to deliver position in a threshold security that 1s
attributed to short sales by a registered options market maker, 1f and to the extent that the short
sales are effected by the registered options market maker to establish or maintain a hedge on an
options position that was created before the security became a threshold security.'” The options
market maker exception was created to address concerns regarding liquidity and the pricing of
options. The exception does not require that such fails be closed out within any particular
timeframe.

D. Regulation SHO Examinations

Since Regulation SHO’s effective date in January 2005, the Staff and the SROs have
been examining firms for compliance with Regulation SHO, including the close-out provisions.

We have received preliminary data that indicates that Regulation SHO appears to be significantly

15 See Adopting Release, 69 FR at 48018. However, any new fails in a security on the threshold list are subject to

the mandatory close-out provisions of Rule 203(b)(3).

The term short squeeze refers to the pressure on short sellers to cover their positions as a result of sharp price
increases or difficulty in borrowing the security the sellers are short. The rush by short sellers to cover produces
additional upward pressure on the price of the stock, which then can cause an even greater squeeze. Although
some short squeezes may occur naturally in the market, a scheme to manipulate the price or availability of stock
in order to cause a short squeeze is illegal.

7" 17 CFR 242.203(b)(3)(ii).



reducing fails to deliver without disruption to the market.'® However, despite this positive
impact, we continue to observe a small number of threshold securities with substantial and
persistent fail to deliver positions that are not being closed out under existing delivery and
settlement guidelines.

Based on these examinations and our discussions with the SROs and market participants,
we believe that these persistent fail positions may be attributable primarily to the grandfather
provision and, secondarily, to reliance on the options market maker exception. Although high
fails levels exist only for a small percentage of issuers,'” we are concerned that large and
persistent fails to deliver may have a negative effect on the market in these securities. First,
large and persistent iils to deliver can deprive shareholders of the benefits of ownership, such as
voting and lending. Second, they can be indicative of manipulative naked short selling, which

could be used as a tool to drive down a company’s stock price. The perception of such

" For example, in comparing a period prior to the effectiveness of the current rule (April 1, 2004 to December 31,

2004) to a period following the effective date of the current rule (January 1, 2005 to May 31, 2006) for all
stocks with aggregate fails to deliver of 10,000 shares or more as reported by NSCC:

e  the average daily aggregate fails to deliver declined by 34.0%;

o  the average daily number of securities with aggregate fails for at least 10,000 shares declined by

6.5%:;

e  the average daily number of fails to deliver positions declined by 15.3%;

e the average age of a fail position declined by 13.4%;

s  the average daily number of threshold securities declined by 38.2%; and

e the average daily fails of threshold securities declined by 52.4%.

Fails to deliver in the six securities that persisted on the threshold list from January 10, 2005 through May 31,

2006 declined by 68.6%.
' The average daily number of securities on the threshold list in May 2006 was approximately 298 securities,
which comprised 0.38% of all equity securities, including those that are not covered by Regulation SHO.
Regulation SHO’s current close-out requirement applies to any equity security of an issuer that is registered
under Section 12 of the Exchange Act, or that is required to file reports pursuant to Section 15(d) of the
Exchange Act. NASD Rule 3210, which became effective on July 3, 2006, applies the Regulation SHO close-
out framework to non-reporting equity securities with aggregate fails to deliver equal to, or greater than, 10,000
shares and that have a last reported sale price during normal trading hours that would value the aggregate fail to
deliver position at $50,000 or greater for five consecutive settlement days. See Securities Exchange Act
Release No. 53596 (April 4, 2006), 71 FR 18392 (April 11, 2006) (SR-NASD-2004-044). If the proposed
amendments to Regulation SHO are adopted, we anticipate NASD Rule 3210 will be similarly amended.



manipulative conduct also may undermine the confidence of investors. These investors, in turn,
may be reluctant to commit capital to an issuer they believe to be subject to such manipulative
conduct.

Allowing these persistent fails to deliver to continue runs counter to one of Regulation
SHO’s primary goals of reducing fails to deliver in threshold securities. While some delays in
closing out may be understandable and necessary, a seller should deliver shares to the buyer
within a reasonable time period. Thus, we believe that all fails in threshold securities should be
closed out after a certain period of time and not left open indefinitely. As such, we believe that
eliminating the grandfathering provision and narrowing the options market maker exception is
necessary to reduce the number of fails to deliver.

Although we believe that no failure to deliver should last indefinitely, we note that
requiring delivery without allowing flexibility for some failures may impede liquidity for some
securities. For instance, if faced with a high probability of a mandatory close out or some other
penalty for failing to deliver, market makers may find it more costly to accommodate customer
buy orders, and may be less willing to provide liquidity for such securities. This may lead to
wider bid-ask spreads or less depth. Allowing flexibility for some failures to deliver also may
deter the likelthood of manipulative short squeezes because manipulators would be less able to
require counterparties to purchase at above-market value.

Regulation SHO’s close-out requirement is narrowly tailored in consideration of these
concerns. For instance, Regulation SHO does not require close outs of non-threshold securities.
The close-out provision only targets those securities where the level of fails is very high (0.5% of
total shares outstanding and 10,000 shares or more) for a continuous period (five consecutive

settlement days), and where a participant of a clearing agency has had a persistent fail in such







‘ threshold security would become subject to Rule 203(b)(3)’s mandatory 13 settlement day close-
out requirement, similar to any other fail to deliver position in a threshold security.

The amendment would help prevent fails to deliver in threshold securities from persisting
for extended periods of time. At the same time, the amendment would provide participants
flexibility and advance notice to close out the originally grandfathered fail to deliver positions.
Request for Comment

e The grandfather provision of Regulation SHO was adopted because the Commission
was concerned about creating volatility from short squeezes where there were large
pre-existing fail to deliver positions. The Commission intended to monitor whether
grandfathered fail to deliver positions are being cleaned up to determine whether the
grandfather provision should be amended to either eliminate the provision or limit the

‘ duration of grandfathered fail positions. Is the elimination of the grandfather
provision from the close-out requirement in Rule 203(b)(3) appropriate? Should we
consider instead providing a longer period of time to close out fails that occurred
before January 3, 2005 (the effective date of Regulation SHO),? or fails that occur
before a security becomes a threshold security, or both? (e.g., 20 days)? Please
explain in detail why a longer period should be allowed.

e Should we provide a longer (or shorter) phase-in period (e.g., 60 days instead of 35),
or no phase-in period? What are the economic tradeoffs associated with a longer or
shorter phase-in period? How much do these tradeoffs matter?

e [sa 35 settlement day phase-in period necessary as firms will have been on notice

that they will have to close out previously-grandfathered fails following the effective

Regulation SHO’s January 3, 2005 effective date have been closed out. This calculation is based on data, as
reported by NSCC, that covers all stocks with aggregate fails to deliver of 10,000 shares or more.

. 2 Between the effective date of Regulation SHO and March 31, 2006, 99.2% of the fails that existed on
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date of the amendment? Should we consider changing the phase-in period to 35
calendar 1ys? If so, would this create systems problems or other costs? Would a
phase-in period create examination or surveillance difficulties?

Would the proposed amendments create additional costs, such as costs associated
with systems, surveillance, or recordkeeping modifications that may be needed for
participants to track fails to deliver subject to the 35 day phase-in period from fails
that are not eligible for the phase-in period? If there are additional costs associated
with tracking fails to deliver subject to the 35 versus 13 settlement day requirements,
do these additional costs outweigh the benefits of providing firms with a 35
settlement day phase-in period?

Please provide specific comment as to what length of implementation period is
necessary to put firms on notice that positions would need to be closed out within the
applicable timeframes, if adopted?

Current Rule 203(b)(3) and the proposal to eliminate the grandfather provision are
based on the premise that a high level of fails to deliver for a particular stock might
harm the market for that security. In what ways do persistent grandfathered fails to
deliver harm market quality for those securities, or otherwise have adverse
consequences for investors?

To what degree would the proposed amendments help reduce abusive practices by
short sellers? Conversely, to what degree will eliminating the grandfather provision
make it more difficult for short sellers to provide market discipline against abusive

practices on the long side?
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203(b)(1) does not similarly restrict the sources that provide the locates. We
understand that some sources may be providing multiple locates using the same
shares to multiple broker-dealers. Thus, should we amend Rule 203(b)(1) to provide
for stricter locates? For example, should we require that brokers obtain locates only
from sources that agree to, and that the broker reasonably believes will, decrement
shares (so that the source may not provide a locate of the same shares to multiple
parties)? Would doing so reduce the potential for fails to deliver? Should we
consider other amendments to the locate requirement? Would requiring stricter locate
requirements reduce liquidity? If so, would the reduction in liquidity affect some
types of securities more than others (e.g., hard to borrow securities or securities
issued by smaller companies)? Should stricter locate requirements be implemented
only for securities that are hard to borrow (e.g., threshold securities)?

Some people have asked for disclosure of aggregate fail to deliver positions to
provide greater transparency. Should we require the amount or level of fails to
deliver in threshold securities to be publicly disclosed? Would requiring information
about the amount of fails to deliver help reduce the number of persistent fails to
deliver? Should such disclosure be done on an aggregate or individual stock basis?
If so, who should make this disclosure (e.g., should each broker be required to
disclose the aggregate fails to deliver amount for each threshold security or,
alternatively, should the SROs be required to post this information)? How should this
information be disseminated? In what way would providing the investing public with
access to aggregate fails data be useful? Would providing the investing public with

access to this information on an individual stock basis increase the potential for
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manipulative short squeezes? If not, why not? How frequently should this
information be disseminated? Should it be disseminated on a delayed basis to reduce
the potential for manipulative short squeezes? If so, how much of a delay would be
appropri: 3?7

Are there certain transactions or market practices that may cause fail to deliver
positions to remain for extended periods of time that are not currently addressed by
Rule 203 of Regulation SHO? If so, what are these transactions or practices? How
should Rule 203 be amended to address these transactions or practices?

Would borrowing, rather than purchasing, securities to close out a position be more
effective in reducing fails to deliver, or could borrowing result in prolonging fails to
deliver?

Can the close-out provision of Rule 203(b) be easily evaded? If so, please explain.
Does allowing some level of fails of limited duration enable market makers to create
a market for less liquid securities? How long of a duration is reasonable? Does
eliminating the grandfather provision mean fewer market makers will be willing to
make markets in those securities, and could this increase costs and liquidity for those
securities? Are there any other concerns or solutions associated with the effect of the
amendment on market makers in highly illiquid stocks?

Current Rule 203(a) provides that on a long sale, a broker-dealer cannot fail or loan
shares unless, in advance of the sale, it has demonstrated that it has ascertained that
the customer owned the shares, and had been reasonably informed that the seller
would :liver the security prior to settlement of the transaction. Former NASD Rule

3370 required that a broker making an affirmative determination that a customer was
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B.

long must make a notation on the order ticket at the time an order was taken which
reflected e conversation with the customer as to the present location of the
securities, whether they were in good deliverable form, and the customer's ability to
deliver them to the member within three business days. Should we consider
amending Regulation SHO to include these additional documentation requirements?
If so, should any modifications be made to these additional requirements? In the
prior SRO rules, brokers did not have to document long sales if the securities were on
deposit in good deliverable form with certain depositories, if instructions had been
forwarded to the depository to deliver the securities against payment ("DVP

trades"). Under Regulation SHO, a broker may not lend or arrange to lend, or fail, on
any security marked long unless, among other things, the broker knows or has been
reasonably informed by the seller that the seller owns the security and that the seller
would deliver the security prior to settlement and failed to do so. Is it generally
reasonable for a broker to believe that a DVP trade will settlé on time? Should we
consider including or specifically excluding an exception for DVP trades or other
trades on any rule requiring documentation of long sales?

Proposed Amendments to the “Options Market Maker Exception”

We also propose to limit the duration of the options market maker exception in Rule

203(b)(3)(11). Under the proposed amendment, for securities that are on the threshold list on the

effective date of the amendment, any previously excepted fail to deliver position in the threshold

security that resulted from short sales effected to establish or maintain a hedge on an options

position that existed before the security became a threshold security, but that has expired or been

hiquidated on or before the effective date of the amendment, would be required to be closed out
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within 35 settlement days of the effective date of the amendment.”> However, if the security
appears on the threshold list after the effective date of the amendment, and if the options position
has expired or been liquidated, all fail to deliver positions in the security that result or resulted
from short sales effected to establish or maintain a hedge on an options position that existed
before the security became a threshold security must be closed out within 13 consecutive
settlement days of the security becoming a threshold security or of the expiration or liquidation
of the options position, whichever is later.*®

Thus, under e proposed amendment, registered options market makers would still be
able to continue to keep open fail positions in threshold securities that are being used to hedge
options positions, including adjusting such hedges, if the options positions that were created
prior to the time that the underlying security became a threshold security have not expired or
been liquidated. Once the security becomes a threshold security and the specific options position
has expired or been quidated, however, such fails would be subject to a 13 consecutive
settlement day close-out requirement.

We understand that, without the ability to hedge a pre-existing options position by selling

short the underlying security, options market makers may be less willing to make markets in

®  In addition, similar to the pre-borrow requirement of current Rule 203(b)(3)(iii), if the fail to deliver has

persisted for 35 settlement days, the proposal would prohibit a participant, and any broker-dealer for which it
clears transactions, including market makers, from accepting any short sale orders or effecting further short
sales in the particular threshold security without borrowing, or entering into a bona-fide arrangement to borrow,
the security until the participant closes out the entire fail to deliver position by purchasing securities of like kind
and quantity.
% Also, similar to the pre-borrow requirement of current Rule 203(b)(iii), if the options position has expired or
been liquidated and the fail to deliver has persisted for 13 consecutive settlement days from the date on which
the security becomes a threshold security or the option position expires or is liquidated, whichever is later, the
proposal would prohibit a participant, and any broker-dealer for which it clears transactions, including market
makers, from accepting any short sale orders or effecting further short sales in the particular threshold security
without borrowing, or entering into a bona-fide arrangement to borrow, the security until the participant closes
out the entire fail to deliver position by purchasing securities of like kind and quantity.
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securities that are threshold securities.”” This in turn may reduce liquidity in such securities, to
the detriment of investors in options. We also understand that additional time may be needed to
close out a fail to deliver position resulting from a hedge on an options position that existed
before the security became a threshold security. However, once the options position expires or is
liquidated, we see no reason for maintaining the fail position. We believe that the 13 consecutive
settlement day period provided for in this proposal would be a sufficient amount of time to allow
a fail to remain that results from a short sale by an options market maker to hedge a pre-existing
options position that has expired or been liquidated. Therefore, once the options position that
was being hedged by a short sale in the underlying threshold security expires or is liquidated,
reliance on the options market maker exception is no longer warranted and the fail to deliver
position associated with that expired options position should be subsequently closed out.”® In
addition, if the proposed amendments are adopted, we anticipate an implementation period that
would put the firms on notice that positions need to be closed out within the applicable time
frames.

We believe the proposed amendments foster Regulation SHO’s goal of reducing fails to
deliver while still permitting options market makers to hedge existing options positions until the
specific options position being hedged has expired or been liquidated. The 35 settlement day
phase-in period also would provide options market makers advance notice to adjust to the new
requirement. At the same time, the amendments would limit the amount of time in which a fail

to deliver position can persist.

77 See Adopting Release, 69 FR at 48018.
2 Consistent with the current rule, options market makers would not be permitted to move their hedge on an
original options position to another pre-existing options position to avoid application of the proposed close-out
requirements. Once the options position expires or is liquidated, the proposed amendment would require
closing out the fail that resulted from that original hedge. To clarify this, the proposed rule would amend Rule
203(b)(3)(ii) to refer to “an options position” rather than “options positions.”
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position longer than 13 consecutive settlement days? If so, what are those
circumstances?

Is there any legitimate reason an options market maker should be permitted to never
have to close out a fail position that is excepted from the close-out requirement of this
proposal? If so, what are the reasons?

Are the terms “expiration” and “liquidation” of an options position sufficiently
inclusive to prevent participants from evading the proposed close-out requirements?
Are these terms understandable for compliance purposes? If not, what terms would
be more appropriate? Please explain.

Under the current rule a broker-dealer asserting the options market maker exception
must demonstrate eligibility for the exception. Some market participants have noted
that more specific documentation requirements may make it easier to establish a
broker-dealer’s eligibility for the exception. Should a broker-dealer asserting the
options market maker exception be required to make and keep more specific
documentation regarding their eligibility for the exception? Such documentation may
include tracking fail positions resulting from short sales to hedge specific pre-existing
options positions and the options position. What other types of documentation would
be helpful, and why?

Should Rule 203(b)(3) of Regulation SHO be amended to permit options market
makers to move excepted positions to hedge other, or new, pre-existing options
positions? If so, please provide specific reasons and information to support your

answer.
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IV.  Proposed Amendments to Rule 200(e) Exception for Unwinding Index Arbitrage
Positions

We also propose to update Rule 200(e) of Regulation SHO to reference the NYSE
Composite Index (NYA), instead of the Dow Jones Industrial Average (DJIA), for purposes of
the market decline liritation in subparagraph (e)(3) of Rule 200.

A. Background

Regulation SHO provides a himited exception from the requirement that a person selling a
security aggregate all of the person’s positions in that security to determine whether the seller has
a net long position. This provision, which is contained in Rule 200(e), allows broker-dealers to
liquidate (or unwind) certain existing index arbitrage positions involving long baskets of stocks
and short index futures or options without aggregating short stock positions in other proprietary
accounts if and to the extent that those short stock positions are fully hedged.29 The exception,
however, does not apply if the sale occurs during a period commencing at a time when the DJIA
has declined below its closing value on the previous trading day by at least two percent and
terminating upon the establishment of the closing value of the DJIA on the next succeeding

trading day.”® If a market decline triggers the application of Rule 200(e)(3), a broker-dealer must

¥ To qualify for the exception under Rule 200(e), the liquidation of the index arbitrage position must relate to a

securities index that is the subject of a financial futures contract (or options on such futures) traded on a contract

market, or a standardized options contract, notwithstanding that such person may not have a net long position in

that security. 17 CFR 242.200(¢).
*® Specifically, the exception under Rule 200(e) is limited to the following conditions: (1) the index arbitrage
position involves a long basket of stock and one or more short index futures traded on a board of trade or one or
more standardized options contracts; {(2) such person's net short position is solely the result of one or more short
positions created and maintained in the course of bona-fide arbitrage, risk arbitrage, or bona-fide hedge
activities; and (3) the sale does not occur during a period commencing at the time that the DJIA has declined
below its closing value on the previous day by at least two percent and terminating upon the establishment of
the closing value of the DJIA on the next succeeding trading day. Id.

24






‘ respect to the S&P 500 and thus, a better indicator as to when the restrictions on index arbitrage
trading provided by NYSE Rule 80A should be triggered.37 While Rule 200(e)(3) currently does
not refer to the basis for determining the two-percent limitation, NYSE Rule 80A provides that
the two percent is to be calculated at the beginning of each quarter and shall be two percent,
rounded down to the nearest 10 points, of the average closing value of the NYA for the last
month of the previous quarter.38

B. Proposed Amendments to Rule 200(e)

In order to maintain uniformity with NYSE Rule 80A and to maintain a uniform
protective measure, we propose to amend Rule 200(e)(3) of Regulation SHO to: (1) reference the
NYA instead of the DJIA; and (i1) add language to clarify how the two-percent limitation is to be
calculated in accordance with NYSE Rule 80A for purposes of Rule 200(e)(3).”

’ Request for Comment

Are the proposed changes to the market decline limitation appropriate? Would

another index be a more appropriate measure for the exception than the NYA?

o Is the proposed clarification language regarding the two-percent calculation useful?

e Does this limitation affect the expected cost of entering into index arbitrage
positions? Does the limitation reduce market efficiency by slowing down price
discovery? Does the limitation affect only temporary order imbalances or does it also

keep prices from fully adjusting to their fundamental value?

7d.

. *® 1d. See also NYSE Rule 80A (Supplementary Material .10).
39

Id. See also Proposed Rule 200(e)(3). In addition, because the NY A is already posted with this calculation, the
amendment would make this reference point more easily accessible to market participants.
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o What are the costs and benefits of the proposed amendments to Regulation SHO’s
exception for unwinding index arbitrage positions?

V. General Request for Comment

The Commission seeks comment generally on all aspects of the proposed amendments to
Regulation SHO under the Exchange Act. Commenters are requested to provide empirical data
to support their views and arguments related to the proposals herein. In addition to the questions
posed above, commenters are welcome to offer their views on any other matter raised by the
proposed amendments to Regulation SHO. With respect to any comments, we note that they are
of the greatest assistance to our rulemaking initiative if accompanied by supporting data and
analysis of the issues addressed in those comments and by alternatives to our proposals where
appropriate.
VI.  Paperwork Reduction Act

The proposed amendments to Regulation SHO would not impose a new “collection of
information” within the meaning of the Paperwork Reduction Act of 1995.°° An agency may not
conduct or sponsor, and a person is not required to respond to, a collection of information unless
it displays a currently valid OMB control number.
VII. Consideration of Costs and Benefits of Proposed Amendments to Regulation SHO

The Commission is considering the costs and the benefits of the proposed amendments to
Regulation SHO. The Commission is sensitive to these costs and benefits, and encourages
commenters to discuss any additional costs o1 enefits beyond those discussed here, as well as any
reductions in costs. In particular, the Commission requests comment on the potential costs for any

modification to both computer systems and surveillance mechanisms and for information gathering,

 44U.S.C.3501 et seq.
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management, and recordkeeping systems or procedures, as well as any potential benefits resulting
from the proposals for registrants, issuers, investors, brokers or dealers, other securities industry
professionals, regulators, and other market participants. Commenters should provide analysis and
data to support their views on the costs and benefits associated with the proposed amendments to
Regulation SHO.
A. Proposed Amendments to Rule 203(b)(3)’s Delivery Requirements
1. Amendments to Rule 203(b)(3)(i)’s Grandfather Provision
a. Benefits
The proposed amendments would eliminate the grandfather provision in Rule
203(b)(3)(1) of Regulation SHO. In particular, the proposal would require that any previously-
grandfathered fail to deliver position in a security that is on the threshold list on the effective
date of the amendment be closed out within 35 settlement days. If a security becomes a threshold
security after the effective date of the amendment, any fails to deliver that occurred prior to the
security becoming a threshold security would become subject to Rule 203(b)(3)’s mandatory 13
settlement days close-out requirement, similar to any other fail to deliver po‘sition in a threshold
security. We have observed a small number of threshold securities with substantial and
persistent fail to deliver positions that are not being closed out under existing delivery and
settlement guidelines. We believe that these persistent fail positions are attributable primarily to
the grandfather provision. We believe that the proposal to eliminate the grandfather provision
would further reduce the number of persistent fails to deliver. We believe the proposed
amendments to Rule 203(b)(3)(1) will protect and enhance the operation, integrity, and stability

of the market.
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‘ The proposed amendment would provide flexibility because it gives a sufficient length of
time to effect purchases to close out in an orderly manner. We are seeking comment on an
appropriate length of implementation period that should provide sufficient notice. Market
participants may begin to close out grandfathered positions at anytime before the 35 day phase-in
period may be adopted.

We solicit comment on any additional benefits that may be realized with the proposed
amendment, including both short-term and long-term benefits. We solicit comment regarding
other benefits to market efficiency, pricing efficiency, market stability, market integrity, and
investor protection.

b. Costs

In order to comply with Regulation SHO when it became effective in January 2005,

. market participants needed to modify their systems and surveillance mechanisms. Thus, the
infrastructure necessary to comply with the proposed amendments should already be in place.
Any additional changes to the infrastructure should be minimal. We request specific comment
on the system changes to computer hardware and software, or surveillance costs that might be
necessary to comply with this rule. We solicit comment on whether the costs will be incurred on
a one-time or ongoing basis, as well as cost estimates. In addition, we seek comment as to
whether the proposed amendment would decrease any costs for any market participants. We
seek comment about any other costs and cost reductions associated with the proposed

amendment or alternative suggestion. Specifically:

e What are the economic costs of eliminating the grandfather provision? How will this

affect the liquidity of equity securities? Are there any other costs associated with the

. proposal?
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How much would the amendments to the grandfather provision affect the compliance
costs for small, medium, and large clearing members (€.g., personnel or system
changes)? We seek comment on the costs of compliance that may arise as a result of
these proposed amendments. For instance, to comply with the proposed amendments,
will broker-dealers be required to:

e Purchase new systems or implement changes to existing systems? Will
changes to existing systems be significant? What are the costs associated with
acquiring new systems or making changes to existing systems? How much
time would be required to fully implement any new or changed systems?

e Change existing records? What changes would need to be made? What are
the costs associated with any changes? How much time would be required to
make any changes?

e Increase staffing and associated overhead costs? Will broker-dealers have to
hire more staff? How many, and at what experience and salary level? Can
existing staff be retrained? What are the costs associated with hiring new staff
or retraining existing staff? Ifretraining is required, what other costs might be
incurred, 1.e., would retrained staff be unable to perform existing duties in
order to comply with the proposed amendments? Will other resources need to
be re-dedicated to comply with the proposed amendments?

e Implement, enhance or modify surveillance systems and procedures? Please
describe what would be needed, and what costs would be incurred.

o Establish and implement new supervisory or compliance procedures, or

modify existing procedures? What are the costs associated with such
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changes? Would new compliance or supervisory personnel be needed? What

are the costs of obtaining such staff?
Are there any other costs that may be incurred to comply with the proposed
amendments?
In connection with error trades, should the cost of closing out the fail be a part of the
economic cost of making a trading error? What costs may be involved with trading
errors under the proposed amendments? How would price efficiency be effected for
fails resulting from trading errors under the proposed amendments?
Does eliminating the grandfather provision mean fewer market makers will be willing
to make markets in those securities, and could this increase transaction costs and
liquidity for those securities? Would such an effect be more severe for liquid or
illiquid securities?
Are there any costs that market participants may incur as a result of the proposed 35
day phase-in period? Would the costs of a phase-in period outweigh the costs of not
having one? Would a phase-in create examination or surveillance difficulties?
What are the costs and economic tradeoffs associated with longer or shorter phase-in
periods? How much do these costs and tradeoffs matter?
Similar to the pre-borrow requirements of current Rule 203(b)(iii), we are including a
pre-borrow requirement for previously grandfathered fail positions when they become
subject to either the proposed 35-day phase-in period or the 13-day close-out
requirement. Thus, the proposal would prohibit a participant, and any broker-dealer
for which 1t clears transactions, including market makers, from accepting any short

sale orders or effecting further short sales in the particular threshold security without
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borrowing, or entering into a bona-fide arrangement to borrow, the security until the
participant closes out the entire fail to deliver position by purchasing securities of like
kind and quantity. What are the costs associated with including the pre-borrow
requirement for the proposed amendments to the grandfather provision? What are the
costs of excluding a pre-borrow requirement for these proposals?

We ask what length of implementation period is necessary to put firms on notice that
positions would need to be closed out within the applicable timeframes, if the
proposed amendments are adopted. What are the costs associated with providing a

lengthy implementation period?

In addition, in Section III.A., we ask whether we should consider amendments to other

provisions of Regulation SHO. We also solicit comment on the costs associated with

these proposals. Specifically:

We ask whether we should consider imposing a mandatory pre-borrow requirement in
lieu of a locate requirement for threshold securities with extended fails. What are the
costs and benefits of such a proposal?

We ask whether the current close-out requirement of 13 consecutive settlement days
for Rule 144 restricted threshold securities or other types of threshold securities
should be extended. Are there costs associated with extending the current close-out
requirement for these, or other types of threshold securities? Who would bear these
costs?

What would be the costs of excepting ETFs or other types of structured products from

the definition of threshold securities? Who would bear these costs?
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restrictions on index arbitrage trading provided by NYSE Rule 80A should be triggered.*® We
believe the amendment is appropriate in order to maintain uniformity with NYSE Rule 80A and
to maintain a uniform protective measure. We also believe that, because the NYA is already
posted with the two-percent calculation, the proposed amendment would make this reference
point more easily accessible to market participants.
2. Costs
We do not anticipate that this proposed amendment will impose any significant burden or
cost on market participants. Indeed, the proposed amendment may save costs by promoting
uniformity with NYSE Rule 80A so that broker-dealers will need to refer to only one index with
respect to restrictions regarding index arbitrage trading.
¢ Does this limitation affect t : expected cost of entering into index arbitrage
positions? Does the limitation reduce market efficiency by slowing down price
discovery? Does the limita )n affect only temporary order imbalances or does it also
keep prices from fully adju ng to their fundamental value?
e What are the costs and ben¢ ts of the proposed amendments to Regulation SHO’s
exception for unwinding index arbitrage positions?
VIII. Consideration of Burden and Promotion of Efficiency, Competition, and Capital
Formation
Section 3(f) of the Exchange Act requires the Commission, whenever it engages in
rulemaking and whenever it 1s required to consider or determine if an action is necessary or

appropriate in the public interest, to co ider whether the action would promote efficiency,

B,

40




competition, and capital formation.* In addition, Section 23(a)(2) of the Exchange Act requires
the Commission, when making rules under the Exchange Act, to consider the impact such rules
would have on competition.”> Exchange Act Section 23(a)(2) prohibits the Commission from
adopting any rule that would impose a wrden on competition not necessary or appropriate in
furtherance of the purposes of the Exchange Act.

We believe the proposed amendments may promote price efficiency. The proposed
amendments to Regulation SHO are intended to promote efficiency by reducing persistent fails
to deliver securities that have the poter al to disrupt market operations and pricing systems. To
the extent that the proposed amendments increase the cost of market making, the proposed
amendments may impact liquidity in some threshold securities. We believe that these concerns
are mitigated by the scope and flexibility of the proposed amendments. We seek comment on
whether the proposals promote price efficiency, including whether the proposals might impact
liquidity and the potential for manipulative short squeezes.

In addition, we believe that the proposals may promote capital formation. Large and
persistent fails to deliver can deprive shareholders of the benefits of ownership, such as voting
and lending. They can also be indicative of manipulative conduct. The deprivation of the
benefits of ownership, as well as the perception that manipulative naked short selling is
occurring in certain securities, may undermine the confidence of investors. These investors, in
turn, may be reluctant to commit capital to an issuer they believe to be subject to such

manipulative conduct. We solicit comment on whether the proposed amendments would

# 15 U.8.C. 78¢(h).

15 U.8.C. 78w(a)(2).
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‘ promote capital formation, including whether the proposed increased short sale restrictions
would affect investors’ decisions to invest in certain equity securities.

The Commission also believes the proposed amendments may not impose any burden on
competition not necessary or appropriate in furtherance of the Exchange Act. By eliminating the
grandfather provision and narrowing the options market maker exception, the Commission
believes the proposed amendments to Regulation SHO would promote competition by requiring
similarly situated market participants to close out fails to deliver in threshold securities within
the same timeframe. We solicit comment on whether the proposed amendments would promote
competition, including whether investc ; are more or less likely to choose to invest in foreign
markets with more relaxed short selling restrictions.

The Commission requests comment on whether the proposed amendments would

’ promote efficiency, competition, and capital formation.
IX. Consideration of Impact on e Economy

For purposes of the Small Business Regulatory Enforcement Fairness Act of 1996, or
“SBREFA,”* we must advise the Office of Management and Budget as to whether the proposed
regulation constitutes a "major” rule. Under SBREFA, a rule 1s considered "major" where, if
adopted, it results or is likely to result in:

o An annual effect on the economy of $100 million or more (either in the form of an
increase or a decrease);
» A major increase in costs or | ces for consumers or individual industries; or

» Significant adverse effect on competition, investment or innovation.

‘ % Pub. L. No. 104-121, Title II, 110 Stat. 857 (1996) (codified in various sections of 5 U.S.C., 15 U.S.C. and as a
note to 5 U.S.C. 601).
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. If a rule 1s "major," its effectiveness will generally be delayed for 60 days pending
Congressional review. We request comment on the potential impact of the proposed
amendments on the economy on an annual basis. Commenters are requested to provide
empirical data and other factual support for their view to the extent possible.

X.  Initial Regulatory Flexibility Analysis
The Commission has preparedian Initial Regulatory Flexibility Analysis (IRFA), in
accordance with the provisions of the Regulatory Flexibility Act (RFA),”’ regarding the
proposed amendments to Regulation SHO, Rules 200 and 203, under the Exchange Act.
A. Reasons for the Proposed Action
Based on examinations conducted by the Commission’s staff and the SROs since
Regulation SHO’s adoption, we are proposing revisions to Rules 200 and 203 of Regulation

‘ SHO. The proposed amendments to I le 203(b)(3) of Regulation SHO are designed to reduce
the number of persistent fails to deliver. We are concerned that large and persistent fails to
deliver may have a negative effect on the market in these securities. Although high fails levels
exist only for a small percentage of is ers, they could potentially impede the orderly functioning
of the market for such issuers, particularly issuers of less liquid securities. The proposed
amendment to update the market decline limitation referenced in Rule 200(e)(3) would maintain
uniformity with NYSE Rule 80A and would promote a uniform protective measure.

B. Objectives
Our proposals are intended to further reduce the number of persistent fails to deliver in
threshold securities, by eliminating the grandfather provision and narrowing the options market

maker exception to the delivery requirement. The proposed amendments are designed to help

' 7 5U.S.C. 603.
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affiliated with any person (other than a natural person) that is not a small business or small
organization. As of 2005, the Commission estimates that there were approximately 910 broker-
dealers that qualified as small entities as defined above.*” The Commission’s proposed
amendments would require all small entities to modify systems and surveillance mechanisms to
ensure compliance with the new close-out requirements.

E. Reporting, Recordkeeping, and other Compliance Requirements

The proposed amendments may impose some new or additional reporting, recordkeeping,
or compliance costs on broker-dealers that are small entities. In order to comply with Regulation
SHO when it became effective in January, 2005, small entities needed to modify their systems
and surveillance mechanisms. Thus, the infrastructure necessary to comply with the proposed
amendments regarding elimination of the grandfather provision should already be in place. Any
additional changes to the infrastructure should be minimal. In addition, small entities engaging
in options market making should already have systems in place to close out non-excepted fails to
deliver as required by Regulation SHO. These small entities, however, may need to modify their
systems and surveillance mechanisms to track the fails to deliver and the options positions to
ensure compliance with the proposed amendments. These entities may also need to put in place
mechanisms to facilitate communications between participants and options market makers. We
solicit comment on what new recordkeeping, reporting or compliance requirements may arise as

a result of these proposed amendments.

* These numbers are based on the Commission’s Office of Economic Analysis’s review of 2005 FOCUS Report

filings reflecting registered broker dealers. This number does not include broker-dealers that are delinquent on
FOCUS Report filings.
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H. Request for Comments

The Commission encourages the submission of written comments with respect to any
aspect of the IRFA. In particular, the Commission seeks comment on (1) the number of small
entities that would be affected by the proposed amendments; and (ii) the existence or nature of
the potential impact of the proposed amendments on small entities. Those comments should
specify costs of compliance with the proposed amendments, and suggest alternatives that would
accomplish the objective of the proposed amendments.
XL Statutory Authority

Pursuant to the Exchange Act and, particularly, Sections 2, 3(b), 9(h), 10, 11A, 15, 17(a),
17A, 23(a) thereof, 15 U.S.C. 78b, 78c, 781, 78j, 78k-1, 780, 78q, 78q-1, 78w(a), the

Commission is proposing amendments to § 240.200 and 203.

Text of the Proposed Amendments to Regulation SHO

List of Subjects
17 CFR Part 242
Brokers, Fraud, Reporting and recordkeeping requirements, Securities.

For the reasons set out in the preamble, Title 17, Chapter 11, Part 242, of the Code of
Federal Regulations is proposed to be amended as follows.
PART 242 — REGULATIONS M, SHO, ATS, AC, NMS, AND CUSTOMER MARGIN
REQUIREMENTS FOR SECURITY FUTURES

1. The authority citation for part 242 continues to read as follows:
Authority: 15 U.S.C. 77g, 77q(a), 77s(a), 78b, 78c, 78g(c)(2), 78i(a), 78j, 78k-1(c), 781, 78m,
78n, 780(b), 780(c), 780(g), 78q(a), 78q(b), 78q(h), 78w(a), 78dd-1, 78mm, 80a-23, 80a-29, and

80a-37.
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2. Section 242.200 is proposed to be amended by revising paragraph (e)(3) to read as
follows:
§ 242.200 Definition of “short sale” and marking requirements.
* ok ok k k
(1) * * *

(e) * k k

(3) The sale does not occur during a period commencing at the time that the NYSE
Composite Index has declined by two percent (as calculated pursuant to NYSE Rule
80A) or more from its closing value on the previous day and terminating upon the
establishment of the closing value of the NYSE Composite Index on the next succeeding

‘ trading day.

EE A

3. Section 242.203(b)(3) is proposed to be amended by:

a. Revising paragraphs (b)(3)(1), (b)(3)(ii), and adding new paragraphs (b)(3)(iii) and
(b))

b. Revising paragraphs (b)(3)(i1) to changing “options positions” to “an options position.”

c. Redesignating current paragraphs (b)(3)(iii), (b)(3)(iv), and (b)(3)(v), as (b)(3)(v),
(b)(3)(v1), and (b)(3)(v1ii).

The proposed revisions read as follows:
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§ 242.203 Borrowing and delivery requirements.

* % % % *

b3y ***

(1) Provided, however, that a participant that has a fail to deliver position at a registered

clearing agency in a threshold security on the effective date of this amendment and which,
prior to the effective date of this amendment, had been previously grandfathered from the
close-out requirement in paragraph (b)(3) (i.e., because the participant of a registered
clearing agency had a fail to deliver position at a registered clearing agency on the settlement
day preceding the day that the security became a threshold security), shall immediately close
out that fail to deliver position within thirty-five settlement days of the effective date of this
amendment by purchasing secunties of like kind and quantity;

(i1) The provisions of this paragraph (b)(3) shall not apply to the amount of the fail to deliver
position in the threshold security that is attributed to short sales by a registered options
market maker, if and to the extent that the short sales are effected by the registered options
market maker to establish or maintain a hedge on an options position that were created before
the security became a threshold security;

(a) Provided, however, if a participant of a registered clearing agency has a fail to deliver

position at a registered clearing agency in a threshold security that is attributed to short sales
by a registered options market maker, if and to the extent that the short sales are effected by
the registered options market maker to establish or maintain a hedge on an options position
that was created before the security became a threshold security, if the options position has

expired or been liquidated and the participant has had such fail to deliver position in the
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threshold security for thirteen consecutive settlement days from the date on which the
security became a threshold security or the date of expiration or liquidation of'the options
position, whichever is later, the participant must immediately close out the fail to deliver
position by purchasing securities of like kind and quantity;

(b) Provided, however, that a participant that has a fail to deliver position at a registered

clearing agency in a threshold security on the effective date of this amendment which, prior
to the effective date of this amendment, had been previously excepted from the close-out
requirement in paragraph (b)(3) (i.e., because the participant of a registered clearing agency
had a fail to deliver position in the threshold security that is attributed to short sales by a
registered options market maker, if and to the extent that the short sales are effected by the
registered options market maker to establish or maintain a hedge on an options position that
was created before the security became a threshold security) and where such options position
has expired or been liquidated on or prior to the effective date of the amendment, shall close
out that fail to deliver position within thirty-five settlement days of the effective date of this
amendment by purchasing securities of like kind and quantity;

(i) If a participant of a registered clearing agency entitled to rely on the thirty-five
settlement day close out requirement contained in paragraphs (b)(3)(i) and (b)(3)(ii) of this
section has a fail to deliver position at a registered clearing agency in the threshold security
for thirty-five settlement days, the participant and any broker or dealer for which it clears
transactions, including any market maker, that would otherwise be entitled to rely on the
exception provided in paragraph (b)(2)(i1) of this section, may not accept a short sale order in
the threshold security from another person, or effect a short sale in the threshold security for

its own account, without borrowing the security or entering into a bona-fide arrangement to
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SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-54155; File No. SR-NASDAQ-2006-001)

July 14, 2006
Self-Regulatory Organizations; The NASDAQ Stock Market LLC; Order Approving a Proposed

Rule Change and Amendment No. 1 Thereto and Notice of Filing and Order Granting
Accelerated Approval to Amendment Nos. 2 and 3 Thereto Relating to the Nasdaq Market

Center
I. Introduction

On February 7, 2006, The NASDAQ Stock Market LLC (“Nasdaq” or “Exchange”) filed
with the Securities and Exchange Commission (“Commission”), pursuant to Section 19(b)(1) of
the Securities Exchange Act of 1934 (“Act”),! and Rule 19b-4 thereunder,” a proposed rule change
to integrate the operations of the existing Nasdaq Market Center, along with Nasdaq’s Brut and
INET facilities. On March 29, 2006, Nasdaq submitted Amendment No. 1 to the proposed rule

change (“Amendment No. 1”’). The proposed rule change, as amended by Amendment No. 1,

was published for comment in the Federal Register on April 14, 2006.> The Commission

received twelve comments regarding the proposal.’®

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

2 17 CFR 240.19b-4.

} See Securities Exchange Act Release No. 53583 (March 31, 2006), 71 FR 19573 (“Single
Book Proposal”).

4 See letter from Kim Bang, Chief Executive Officer, Bloomberg Tradebook LLC

(“Bloomberg”) (“Kim Bang”) to Brian G. Cartwright, General Counsel, Commission,
dated March 6, 2006 (“Bloomberg Comment Letter I’); letter from Kim Bang, David
Cummings, Chief Executive Officer, BATS Trading, Inc. (“BATS”) (“David
Cummings”), Ronald Pasternak, President, Direct Edge ECN LLC, and Martin Kaye,
Chief Executive Officer, Track ECN (“Track”) (“Martin Kaye”) to Robert L.D. Colby,
Acting Director, Division of Market Regulation (“Division”), Commission, dated
March 21, 2006 (“ECN Comment Letter’); letter from Kim Bang to Jonathan G. Katz,
Secretary, Commission (“Jonathan Katz”), dated May 5, 2006 (“Bloomberg Comment
Letter II”’); letter from David Cummings to Christopher Cox, Chairman, Commission
(“Chairman Cox”), dated May 5, 2006 (“BATS Comment Letter”); letter from M~~~







of Regulation NMS under the Act (“Regulation NMS”).® Nasdaq has designated August 28, 2006
as the initial implementation date for this System.”

Nasdaq currently operates three execution systems: (1) the Nasdaq Market Center,
formerly known as SuperMontage (“NMC Facility”); (2) the Brut ECN, a registered broker-
dealer that is a Nasdaq subsidiary (“Brut Facility”); and (3) the INET ECN, which is operated by
Brut, LLC, a subsidiary of Nasdaq (“INET Facility”) (collectively, the “Nasdaq F acilities”).®
Currently, the Nasdaq Facilities are all linked, but separate, each operating pursuant to
independent Commission-approved rules, with the NMC Facility operating under the
4700 Series, the Brut Facility operating under the 4900 Series, and the INET Facility operating
under the 4950 Senes.

Under the proposal, as amended, Nasdaq seeks to integrate the matching systems of the
three Nasdaq Facilities into a single matching system, goveméd by a single set of rules. To ease
the transition for Nasdaq participants, the Integrated System would be accessible through the
same connectivity by which users currently access each of the Nasdaq Facilities, and use
functionality that is already approved and operating within one or more of the Nasdaq Facilities.
For example, the Inteé;rated System would use slightly modified functionality from the INET

Facility for order entry, display, processing, and routing, and draw on functionality in the NMC

6 See Securities Exchange Act Release No. 51808 (June 9, 2005), 70 FR 37496 (June 29,
2005).

See Amendment No. 3.

8 In its Single Book Proposal, Nasdaq noted that, until January 31, 2006, INET ATS, Inc.
was a registered broker-dealer and a member of the NASD. On February 1, 2006, the
INET broker-dealer was merged into the Brut broker-dealer which is a member of the
New York Stock Exchange (“NYSE”). Nasdagq states that it will continue to operate the




Facility for the opening and closing processes. Participants would remain subject to general
obligations applicable to all Nasdaq Facilities, including honoring System trades, complying with
all Commission and Nasdaq rules, and properly clearing and settling trades. The proposed rule
change, as amended, is designed to ensure Nasdaq’s readiness to comply with Regulation NMS
and facilitate Nasdaq’s operation as a national securities exchange.

As the proposed rule change merges the three Nasdaq Facilities into a single platform, it
also simplifies Nasdaq’s rules by merging five sets of rules (the 4600, 4700, 4900, 4950, and
5200 Series) into two (the 4600 and 4750 Series). The proposed 4600 Series would govern
Nasdaq participants, while the proposed 4750 Series would govern the operation of the Integrated
System. The prof)osed rule change would delete in the following series of rules in their entirety:
Series 4700 (Nasdaq Market Center — Execution Services), Series 4900 (Brut Systems),

Series 4950 (INET System), and Series 5200 (Intermarket Trading System/Computer Assisted
Execution System). The proposed rule change would add new Series 4750 (Nasdaq Market
Center — Execution Services) and modify current Series 4600 (Requirements for Nasdaq Market
Makers and Other Nasdaq Market Center Participants), including renumbering rules governing
participants’ obligations to honor trades and to comply with applicable rules and registration
requirements.

In addition to reorganizing the rules, and making changes to the Exchange’s rules for
exchange and Regulation NMS readiness, the proposed rule change, as amended, addresses,

among other things, openings and closings, the order display/matching system, order types, time

Brut Facility and INET Facility under the rubric of a single broker-dealer until the
Integrated System 1s fully operational. See Single Book Proposal at 19589.
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in force designations, anonymity, routing, book processing, adjustment of open orders,’and
Nasdaq’s plan for a phased-in implementation of the proposed rule change.

In Amendment No. 2, because of the extension of certain compliance dates relating to
Regulation NMS, Nasdaq proposed to modify certain rules such that their effectiveness would
coincide with the Regulation NMS compliance dates announced by the Commission.
Amendment No. 2 also contained a number of non~substantivé changes and technical corrections
to clarify the proposal.

In Amendment No. 3, Nasdaq proposed to schedule the implementation of the System
beginning August 28, 2006."° Nasdaq described its planned phase-in schedule for the Integrated
System and intention to test the System during the month of July and early in August prior to the
transition. Then, beginning August 28, 2006, Nasdaq would transition Nasdag-listed securities in
three groups over a three-week period with 15 to 30 Nasdag-listed stocks the first week, an
additional 100-200 Nasdag-listed stocks the second week, followed by the remaining Nasdaqg-
listed stocks the third week. Following the transition of Nasdaq stocks, Nasdaq would transition
all non-Nasdag-listed securities (i.e., NYSE, American Stock Exchange (“Amex”), and regional-
listed stocks). Nasdaq noted that it plans to monitor the implementation and adjust the schedule

as needed to maintain an orderly transition.

See supra note 3.

10 The Commission notes that Amendment No. 3 replaces the August 14, 2006
implementation date that Nasdaq had proposed in Amendment No. 2.
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. 111. Solicitation of Comments

Interested persons are invited to submit written data, views, and arguments concerning
the foregoing, including whether Amendment Nos. 2 and 3 are consistent with the Act.
Comments may be submitted by any of the following methods:

Electronic comments:

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

e Send an e-mail to rule-comments@sec.gov. Please include File Number SR-NASDAQ-

2006-001 on the subject line.

Paper comments:

e Send paper comments in triplicate to Nancy M. Morris, Secretary, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.
‘ All submissions should refer to File Number SR-NASDAQ-2006-001. This file number should
be includéd on the subject line if e-mail is used. To help the Commission 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/sro.shtml). Copies

of the submission, all subsequent amendments, all written statements with respect to the
proposed rule change that are filed with the Commission, and all written communications
relating to the proposed rule change between the Commission and any person, other than those
that may be withheld from the public in accordance with the provisions of 5 U.S.C. 552, will be
available for inspection and copying in the Commission’s Public Reference Room. Copies of the
filing also will be available for inspection and copying at the principal office of the Exchange.

All comments received will be posted without change; the Commission does not edit personal




identifying information from submissions. You should submit only information that you wish to '
make available publicly. All submissions should refer to File Number SR-NASDAQ-2006-001
and should be submitted on or before [insert date 21 days from publication in the Federal

Register].

1.. Summary of Comments Received

The Commission received twelve comment letters, representing seven different entities,
on the proposed rule change.11 Five of the seven commenters either directly or indirectly operate
electronic communications networks (“ECNs”). Each of the ECN commenters opposed the
proposed rule change. The remaining two commenters did not directly support or oppose the
proposal.

Bloomberg submitted four comment letters. The Bloomberg Comment Letter I was
submitted prior to Nasdaq’s submission of Amendment No. 1. In that [etter, Bloomberg
commented on one provision of the proposal that would have prohibited members from charging
access fees triggered by the execution of a quotation within the System.12 Bloomberg suggested
that such a provision would violate Section 6(e)(1) of the Act,'® which states that “no national
securities exchange may impose any schedule or fix rates of commissions, allowances, discounts,

or other fees to be charged by its members.” In addition, the Bloomberg Comment Letter I

1 See supra note 4. Other than the Bloomberg Comment Letter I, all the comment letters
discussed not only SR-NASDAQ-2006-001, but SR-NASD-2006-048 as well. In SR-
NASD-2006-048, Nasdaq proposes to charge an order delivery fee of 10 cents per
100 shares to order delivery participants on its system. See Securities Exchange Act
Release No. 53644 (Apnil 13, 2006), 71 FR 20149 (April 19, 2006) (“Order Delivery Fee
Proposal”). The summary here focuses on the comment letter discussions relating to SR-
NASDAQ-2006-001, rather than those relating to the Order Delivery Fee Proposal.

12 Bloomberg Comment Letter I at 1-2.

13 15 U.S.C. 78f(e)(1).




asserted that the Form 19b-4 did not adequately discuss or justify the burdens on competition
with respect to the proposed prohibition on fees."* Bloomberg recommended that Nasdaq
withdraw the provision of the proposal regarding the prohibition of fees. In Amendment No. 1,
Nasdaq eliminated its proposal to prohibit members from charging access fees."

In its second comment letter, Bloomberg objected to proposed Nasdaq Rule 4623(b)(5),
which would eliminate the order delivery functionality from Nasdaq’s rules, because it would
expose ECNss to the risk of dual liability.'(’ Bloomberg said that dual liability was “a risk that in the
past the Commission found to justify requiring Nasdaq to provide order delivery as opposed to

»17 Bloomberg opined that eliminating the order delivery functionality, and

execution delivery.
thereby requiring all Nasdaq participants to accept automatic execution, would force ECNs to
“abandon their current business models and begin to act, involuntarily, as dealers;” currently, unlike
market makers, ECNs act as agency brokers and do not carry inventory or act as pn'ncipal.]8
Bloomberg also asserted that because ECNs do not earn a market maker’s bid-ask spread, being

forced to “eat” an execution could “never be profitable” for ECNs."” Bloomberg concluded that

this aspect of the proposal would force ECNs out of the Nasdaq market. Bloomberg questioned

14 Bloomberg Comment Letter I at 2-4.

15 See infra Section V.
Bloomberg Comment Letter II at 1.

17 Bloomberg Comment Letter II at 8-9, note 7 (citing Securities Exchange Act Release
No. 43863 (January 19, 2001), 66 FR 8020 (January 26, 2001) (“SuperMontage Order”)).
See also ECN Comment Letter at 3.

Bloomberg Comment Letter II at 4; see also Citigroup Comment Letter at 1.

Bloomberg Comment Letter II at 4.




how investors and the national market system would be well served by eliminating the
competitive liquidity and investor choices provided by ECNs from the Nasdaq platform.*

The Bloomberg Comment Letter II took issue with Nasdaq’s claim that the order delivery
functionality of ECNs made Nasdaq less competitive by slowing its execution services.
Bloomberg stated that Nasdaq’s claim did not include any data or factual support, and was
“incredible on its face.””' Bloomberg noted that Nasdaq market participants entering orders
could effectively choose to have their orders sent to automatic execution participants; thus, if
order delivery ECNs were consistently slower or less efficient, they would suffer dire business
consequences.”” The comment letter also noted that Nasdagq itself routes orders to other market
centers, such as Archipelago, and that there was no indication that this routing slowed down its
system. Bloomberg stated that its typical response time to incoming Nasdaq orders was 5-20
milliseconds. Bloomberg posited that slow quotation updates, rather than order delivery delays,
were the true cause of Nasdaq’s system slowdowns. Bloomberg noted that the Nasdaq Quotation
Dissemination Service feed had latencies of 500 milliseconds or more during periods of high
market activity.”

Bloomberg also disagreed with Nasdaq’s characterization of the Division’s response to

Question 5 of its Responses to Frequently Asked Questions Concerning Rule 611 and Rule 610

20 Bloomberg Comment Letter II at 2, 10. Bloomberg noted that the “independent ECNs” at
risk represent some 15% of the total Nasdaq volume.

2 Bloomberg Comment Letter II at 5.

2 Bloomberg Comment Letter II at 5-6.

23 Bloomberg Comment Letter II at 6-8.




of Regulation NMS.?* In the Single Book Proposal, Nasdaq stated that it did not believe that it
could offer order delivery functionality and also satisfy Question 5’s standard of continuously

providing “a response to incoming orders that does not significantly vary between orders handled

9925

entirely within the SRO trading facility and orders delivered to the ECN.””" In Bloomberg’s

view, Questions 5 does not “authorize Nasdaq to drop order delivery without considering the
factors the Division cited.” Bloomberg believed that the Division suggested that Nasdaq could
“continue to deliver orders to an ECN as long as Nasdaq’s order-handling performance does not
significantly vary between orders handled entirely within the SRO trading facility and orders
delivered to the ECN.”*® Rather than considering whether it could meet the conditions outlined
by the Division in its NMS FAQs relating to order delivery functionality, Bloomberg believed
that Nasdaq chose not to confront the issue. Bloomberg believed that the “facts demonstrate that
there is no valid basis for Nasdaq’s proposed deletion of order delivery to ECNs that can respond

within milliseconds.”’

Bloomberg also argued that the proposed rule change was inconsistent with the Act, in
that Nasdaq’s analysis of the proposal’s impact on competition failed to consider “the liquidity
that ECN participants provide to investors, the advantage this brings to investors and the internal

discipline and drive to innovation within Nasdaq itself that is provided by the ECNs.””®

2 Division of Market Regulation (“Division”), Responses to Frequently Asked Questions
Concerning Rule 611 and Rule 610 of Regulation NMS, dated January 27, 2006 (“NMS
FAQs”) (available at http://www.sec.gov/divisions/marketreg/rule61 1faq.pdf)

2 Single Book Proposal at 19591, citing NMS FAQs at Question 5.

26

Bloomberg Comment Letter II at 7.

7 Bloomberg Comment Letter II at 7-8.

28 Bloomberg Comment Letter II at 8.
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Bloomberg posited that the proposed rule change was inconsistent with Section 6(b)(5) of
the Act® because it discriminated unfairly against ECNs in that the only order delivery
participants on Nasdaq are ECNs. Bloomberg also opined that the proposed rule change was
inconsistent with Nasdaq’s obligations under the Act to promote a free and open market and a
national market system. In addition, Bloomberg believed that the proposal would violate
Section 6(b)(8) of the Act® by imposing burdens on competition that are not necessary or
appropriate in furtherance of the purposes of the Act. Finally, Bloomberg noted that Section 3(f)
of the Act’* requires the Commission to consider whether the proposed rule change would
promote competition.*>

In its comment letter, Citigroup stated its belief that the National Association of
Securities Dealers, Inc.’s (“NASD”) Alternative Display Facility (“ADF”’) currently does not
provide a viable alternative to the Nasdaq platform. Citigroup cited the ADF’s connectivity
costs, inability to quote NY SE- and Amex-listed securities, and inability to display sub-penny
quotations to four decimal places for sub-$1.00 securities. In addition, Citigroup asserted that
the ADF was a more expensive facility for ECNs, because it charged for quotation updates and
did not have a general revenue sharing plan. Citigroup also believed that the ADF provided
inadequate order protection because it would not provide an aggregate top-of-the-book quotation

with protection under Rule 611 of Regulation NMS.*3

2 15 U.S.C. 78f(b)(5).
30 15 U.S.C. 78f(b)(8).

3 15 U.S.C. 78¢(f).

32 Bloomberg Comment Letter II at 9-11.

3 Citigroup Comment Letter at 2-3.
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Nasdaq to NSX, Bloomberg pointed out that, notwithstanding that BATS is a very new ECN and
has a relatively light share voh;me, BATS experienced a significant decrease in trading volume
following its move to NSX. In addition, Bloomberg argued that, because the current NSX
platform is unable to attribute quotes for multiple participants, market participants might be
required to build temporary connectivity to each ECN participating in NSX, which would divert
the industry’s attention and resources at a time when implementation of Regulation NMS and
industry consolidation issues were already pushing programming capacity to its limits.*’

Bloomberg also believed that Nasdagq, in its initial comment response letter, misstated the
Commission’s duties under the Act. Bloomberg opined that the Act put a special burden on self-
regulatory organizations (“SROs”) if an SRO such as Nasdaq wished to change an existiﬁg rule
or system. Bloomberg believed that Nasdaq must demonstrate that such change is lawful, does
not unfairly discriminatory among members, and that any resulting burden on members is
necessary or appropriate in furtherance of the purposes of the Act, which Bloomberg contrasted
with an SRO’s own commercial purposes. In addition, Bloomberg believed that whether other
national securities exchanges had similar systems should not be relevant to the Commission’s
analysis. "

Bloomberg also posited that the data Nasdaq provided in its initial comment response
letter pertaining to order delivery transactions was contextually insufficient. Bloomberg pointed
to the speed of Nasdaq’s quotation updates as a factor in order failures, and noted that Nasdaq

had not provided data regarding the speed of quotation updates during high volume openings and

Bloomberg Comment Letter III at 2-3.

42 Bloomberg Comment Letter III at 4-6.
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closings. Bloomberg also suggested that, rather than removing order delivery functionality from
its system, Nasdaq should establish rules to mandate faster quotation updates. In addition,
Bloomberg proposed that Nasdaq could prevent some ECN outliers frorﬁ exceeding its 5-second
response time rule by mandating a 500-millisecond or even 50-millisecond rule.”®

Bloomberg also noted that, based on public statements of Nasdaq and the Commission,
an order delivery ECN would have reasonably believed that either order delivery functionality
would remain on the Nasdaq system indefinitely or an order delivery ban would not occur until
the fall of 2006 at the earliest.* Bloomberg contended that it was not seeking to slow down
Nasdaq’s Single Book Proposal, but rather Nasdaq had accelerated the timing of the new
system’s roll-out. In addition, Bloomberg noted that the roll-out of the Single Book Proposal is
not necessary to the commencement of Nasdaq’s operation as an exchange and “would visit
needless disruption and dislocation not only on the independent ECNs but on the market as a
whole” and would “unfairly disadvantage independent ECNs and regional exchange competitors,
such as NSX.”*

Bloomberg also believed that the elimination of order delivery functionality would
burden competition for order flow in Nasdaqg-listed securities. Bloomberg claimed that Nasdaq
acquired INET and Brut “with a view to curtailing competition for order flow in Nasdaq
securities” and was now “attempting to perfect its monopoly by crushing the remaining

independent ECNs.”* Finally, Bloomberg believed that Nasdag, in its initial comment response

3 Bloomberg Comment Letter III at 6-8.

44 Bloomberg Comment Letter III at 8-9.

+ Bloomberg Comment Letter III at 9-10.

46 Bloomberg Comment Letter III at 10.
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letter, misstated the Commission’s authority when it said that the Commission lacked the
statutory authority to provide a delay. Bloomberg believed that the Commission has clear
authority to require Nasdaq to provide an adequate transition period in its proposal, and could
request that Nasdaq amend its proposal to build in such a delay.*’

The remaining ECN commenters each endorsed the positions set forth in the Bloomberg

Comment Letter IL** Some commenters also expressed their concern not only about short-term

0

market dislocation and disruption,"’9 but also regarding the long-term loss of investor choice.”® In

particular, Bloomberg stated that, since Nasdaq’s acquisition of the Brut and INET ECNs in the
past two years, trading in the Nasdaq market had become more concentrated and less
competitive. Bloomberg opined that Nasdaq was driving other ECNs off its system to allow it
“to charge monopoly rents for access to its market and for market data.””! In addition, some of
the commenters felt that Nasdaq’s proposal represented a for-profit exchange using the
regulatory process to eliminate competition.>

Bloomberg also noted that it did not believe that requiring Nasdaq to maintain its order
delivery functionality would imply an affirmative obligation for other national securities

exchanges to provide the same.” Finally, Bloomberg and Track requested that if the

4 Bloomberg Comment Letter III at 10-11.

48 See BATS Comment Letter, Track Comment Letter I, Knight Comment Letter.
¥ See BATS Comment Letter, Track Comment Letter I at 1, Bloomberg Comment Letter 11
at 2.

50 See BATS Comment Letter, Bloomberg Comment Letter II at 2.

o1 See Bloomberg Comment Letter I at 2.

52 See BATS Comment Letter, Track Comment Letter I at 1, Bloomberg Comment Letter 11
at 1, 3.

See Bloomberg Comment Letter [T at 11.
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Commission decided to approve the proposed rule change, more time should be given to the
ECN:s to find another venue to operate their business.** Similarly, the USCC encouraged the
Commission to, as a matter of good process, “consider the need for appropriate transition
periods” should the proposed rule change be adopted.”

In response to Nasdaq’s fourth comment letter regarding technical difficulties relating to
INET’s participation in the NSX,*® NSX submitted a comment letter to describe its relationship
with Nasdaq and INET, in particular noting that NSX’s dissemination of quotations for Nasdaq
may be slow because of Nasdaq’s own internal system delays.”’ NSX also noted that it intended
to build a robﬁst, state-of-the-art trading system that should help minimize future problems
related to the capacity of, or linkage to, its market.’®

On June 23, 2006, Bloomberg submitted its fourth comment letter, welcoming the USCC
Comment Letter’s call for an appropriate transition period, and describing Nasdaq’s third and
fourth response letters™ as containing misleading statements and false assertions.® Bloomberg
believed that Nasdaq’s characterization in its third comment letter that the two ECN's operating
on NSX (BATS and INET) were cohabitating with little disruption contrasted with Nasdaq’s

fourth response letter which stated that the NSX platform was experiencing severe capacity

> See Bloomberg Comment Letter 11 at 11 (delay in the effective date); Track Comment
Letter I at 2 (phased-in approach).

53 See USCC Comment Letter at 1-2.
56 See infra note 99.

7 See NSX Comment Letter at 1-2.

58 See NSX Comment Letter at 1-2.

5 See infra Nasdaq Response Letter III and Nasdaq Response Letter IV, notes 92 and 99.
60 See Bloomberg Comment Letter IV at 1-2 and 4-5.
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overages and delays.61 In addition, Bloomberg said that Nasdaq’s claim in its foﬁrth comment
letter that the Commission had ordered INET to cease quoting in NSX by September 1, 2006 was
untrue, noting that the Commission merely recognized a Nasdaq representation that it would
cease quoting in NSX and the correct date was September 30, 2006. Bloomberg emphasized
that the difference between the two dates was crucial, and stated that the “Commission
understood that additional time beyond September 30, 2006 might be prudent and necessary.”®
Bloomberg also reiterated its prior arguments regarding the need for business certainty
and that Nasdaq had given the expectation that its Single Book Proposal would be rolled out in
December 2006. Bloomberg said that, because of the resulting uncertainty and confusion of
Nasdaq’s earlier proposed roll-out date, ECNs have had to explore and develop, at substantial
cost, a number of competing alternative scenarios; for example, Bloomberg has explored an
interim migration to another platform, temporarily participating in Nasdaq while trying to
prevent double execution, and ultimately migrating to an exchange platform that offers order
delivery and quotation display. Bloomberg stated that the lack of certainty has “impeded sound
business planning and threatens to constrict investor choice and the development of sound

market alternatives.”®*

Bloomberg also disputed Nasdaq’s statement regarding its participation in Nasdaq’s
Opening and Closing Crosses, stating that it has had to develop special facilities to integrate

during such times with Nasdaq and that, during those limited periods, Bloomberg simply

ol See Bloomberg Comment Letter IV at 2.

62 See Bloomberg Comment Letter IV at 3 (citing Nasdaq Rule 4720).

63 See Bloomberg Comment Letter IV at 3.

64 See Bloomberg Comment Letter IV at 4.
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operates as an order-routing system.65 In addition, Bloomberg also disputed various
characterizations by Nasdaq, including its NSX participation, percentage of total Nasdaq trading
volume attributable to order delivery executions, and the data Nasdaq presented with regard to
Bloomberg’s response times in early May 2006.% Bloomberg.also again suggested that Nasdaq
could enforce its 5-second response time rule or even impose a more stringent 50-millisecond
rule.” F inally, Bloomberg believed that, contrary to Nasdaq’s assertions in its response letters, it
was proper for the Commission to consider comment letters received after the comment period
deadline had expired.68

On July 3, 2006, Track submitted a second comment letter to clarify to the Commission
that it was still a participant in the Nasdaq Market Center, reiterate its comments submitted
previously as part of the ECN Comment Letter, and support the comment letters of Citigroup,
USCC, and Bloomberg.® Track emphasized that Bloomberg was not the sole party objecting to
aspects of the Single Book Proposal, but that it and other ECNs were interested parties as well.
Track stated that it continued to execute significant business through Nasdaq’s platform. In
addition, it noted that only one percent of its volume was on the ADF, which it did not believe
was a viable place to conduct its business. Track believed that NSX’s trading platform currently
under development, which it expected to include order delivery functionality, would be a viable

alternative. However, Track noted that the new NSX platform was not scheduled to be ready

65 See Bloomberg Comment Letter IV at 5.

66 See Bloomberg Comment Letter IV at 5-7.

67 See Bloomberg Comment Letter IV at 7-8.

8 See Bloomberg Comment Letter IV at 8.

6 See Track Comment Letter I at 1.
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until September 2006. Adding in two months to ramp up its volume on the new system, Track
requested that it be able to continue to operate on Nasdaq’s platform until the NSX platform is
operational and capable of handling the volumes of business required by the ECNs. Track also
noted that it planned to begin testing on the new platform in July 2006." Track stated that its
only issue with the Single Book Proposal was Nasdaq’s decision to accelerate its roll-out
timetable for its integrated system because it provided too brief a period for migration to
workable venues, and that “[a]ll other matters with regard to Nasdaq’s Exchange status are not at
issue with Track ECN.””!

V. Nasdag’s Response to Comments

In Amendment No. 1, Nasdaq addressed the Bloomberg Comment Letter I and the ECN
Comment Letter. Nasdaq revised its statement on burden on competition to state that it operates
in an intensely competitive global marketplace where its ability to compete is “based in large part
on the quality of its trading systems, the overall quality of its market and its attractiveness to the
largest number of investors, as measured by speed, likelihood and cost of executions, as well as
spreads, faimess, and transparency.”’” Nasdaq asserted that its Single Book Proposal would have
a pro-competitive effect by reducing overall trading costs, increasing price competition, and
spurring further initiative and innovation among market centers and market participants. In
addition, Nasdaq believed that its discontinuation of the order delivery functionality was pro-

competitive, because such functionality harmed its competitiveness vis-a-vis other exchanges and

70 See Track Comment Letter Il at 2.
n See Track Comment Letter II at 2.
72 See Single Book Proposal at 19596.
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reduced the overall quality of its marketplace.

Nasdagq also defended its proposal to require all of its participants to accept automatic-
execution by eliminating its order delivery functionality. Nasdaq stated that its order delivery
functionality is unique among exchanges and that no other exchange offers order delivery to its
participants. Nasdaq asserted that such functionality is “expensive, complex, and detrimental to
system performance, thereby increasing the cost and complexity of Nasdaq’s trading systems and
decreasing its performance.” Nasdaq also believed that order delivery discourages order flow
providers from sending orders to Nasdaq for processing because market participants cannot
predict whether their orders will be delivered or automatically executed, thereby hurting
Nasdaq’s ability to compete with other markets.”

In addition, Nasdaq noted that, within its own system, the presence of order delivery
negatively impacts the competition between market makers, ECNs/alternative trading systems
(“ATSs™), and agency broker-dealers, because market makers and agency broker-dealers (who
are required to participate in Nasdaq via automatic execution) view themselves as disadvantaged
relative to ECNs and ATSs that can choose to participate either via automatic execution or order
delivery. Nasdaq believed that removing the order delivery functionality would level the playing
field between its market participants. Finally, Nasdaq noted that its ability to provide the fastest,
fairest, and most efficient system possible was particularly important given the Commission’s

adoption of Regulation NMS.™

73 Id.

b See Single Book Proposal, supra note 3.
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integrate the Brut and INET execution facilities with the Nasdaq Market Center into a single
trading platform.79

Nasdaq emphasized that its proposal would not exclude ECNs but rather it would
welcome them to participate in Nasdaq provided that they accept automatic execution. Nasdaq
opined that the ECN commenters’ systems were fully automated, and that they had declined to
participate in Nasdaq via automatic execution to “isolate orders within [their] own system[s] and
to preserve internal executions as much as possible.”®® Nasdaq also noted that several agency
brokers participate in Nasdaq, accept automatic executions, and manage their risk of double
executions by cancelling their quote or order on Nasdaq before matching an order internally.®

Nasdagq stated that Bloomberg could conduct its business elsewhere and that the Act does
not require Bloomberg to post its orders in Nasdag. As an example, Nasdaq noted that other
ECNs have elected to move their business to regional exchanges or the ADF. Nasdaq said that
Bloomberg’s contention was based on the false premise of a Nasdaq monopoly, and that
Bloomberg was a privileged Nasdaq participant, as opposed to a “prisoner” of Nasdaq’s
system.82

Nasdaq reiterated its concerns about the delay in executions caused by order delivery.
Nasdaq stated that order delivery interactions were more time consuming than automatic
execution interactions, and that unlike automatic execution, orders delivered to an ECN could be

rejected if the shares had been accessed by an ECN’s direct subscribers. Nasdaq also presented

7 Nasdaqg Response Letter [ at 2.

80 Nasdaq Response Letter I at 3.

5l Nasdaq Response Letter I at 3, note 6.

52 Nasdaq Response Letter I at 4.
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delivery making Nasdaq a “slow” market or exposing it to “self-help” declarations by other
trading centers.®

Finally, Nasdaq objected to Bloomberg’s request for a delay in the effective date of an
approval. Nasdaq believed that this would simply “delay the time when investors receive the
benefits offered by a faster, fairer, more efficient and more transparent system.”86 In addition,
Nasdaq noted that. BATS was able to shift its order flow to the NSX in a matter of weeks, and
that Nasdaq’s filing provides Bloomberg with over three months to make the system changes
needed for similar migration. Nasdaq also stated that there was no requirement under the Act to
“accommodate the business schedule of any individual market participant” as it negotiated “a
beneficial arrangement to post quotes in another venue” and that the Commission was directed
by Section 19(b) of the Act to “determine promptly whether a rule proposal is consistent with the
Act and to approve or reject it accordingly.”®’

On May 26, 2006, Nasdaq submitted to the Commission a second letter, responding to the
Citigroup Comment Letter.®® Nasdaq requested that the Commission disregard Citigroup’s
comment letter because Nasdaq asserted that it was untimely filed and was an attempt to use the
statutory notice and comment period to delay consideration of the Single Book Proposal.¥

Nonetheless, Nasdaq responded to the substantive elements of the letter and disputed the

assertions by Citigroup regarding the ADF’s viability. In particular, Nasdaq noted that the

85 Nasdaq Response Letter [ at 6.

86 Nasdaq Response Letter I at 6.

87 Nasdaq Response Letter I at 7.

88 See Letter from Edward S. Knight, Executive Vice President and General Counsel,
Nasdaq to Morris, dated May 26, 2006 (“Nasdaq Response Letter II””)

8 Nasdaq Response Letter II at 1-2.

24







Bloomberg’s description of NSX’s current operation and pointed out that two ECNs, INET and
BATS, operate in that market with little disruption.” In addition, Nasdaq reiterated the critical
nature of its Single Book Proposal, given the competition it faces both in the United States and
abroad. Nasdagq stated that Single Book would be “lightning fast” and produce faster, more
certain executions. In addition, Nasdaq stated that the proposal would transform its market into a
strict price-time priority venue, promote competition, decrease overall trading costs, provide
better service to market participants, and allow Nasdaq to comply with the access and order
protection provisions of Regulation NMS.”

Nasdagq also stated that Bloomberg has a negative impact on Nasdaq’s competitiveness,
pointing to the period immediately following the market’s opening as an example.96 Nasdag
noted that, during the first week of May 2006, during the trading period prior to 9:30:15 am,
Bloomberg’s mean response time to delivered orders was over 5 seconds per order.”” Finally,
Nasdaq disagreed with Bloomberg’s contention that eliminating order delivery was
discriminatory, stating that it did not see “how requiring all market participants to use identical
automatic functionality [could] be considered discriminatory.”®

On June 9, 2006, Nasdaq submitted to the Commission a fourth letter, describing INET’s

technological problems in NSX.” Nasdaq stated that, on June 8, 2006, senior officers of the

9 Nasdaq Response Letter III at 3.

9 Nasdaq Response Letter III at 3-4.

% Nasdaq Response Letter III at 4.

o7 Nasdaq Response Letter III at 4.
% Nasdaq Response Letter III at 4-5.

% See Letter from Edward S. Knight, Executive Vice President and General Counsel,
Nasdagq to Cox, dated June 9, 2006 (“Nasdaq Response Letter IV”’)
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NSX notified Nasdaq that the NSX was “experiencing severe capacity overages and quotation
delays in its core systems...[and]...requested that Nasdaq cause INET to cease sending
quot‘ations to the NSX and stated that NSX was considering terminating INET’s ability to send
quotations to NSX.”'% Nasdagq stated that the possibility of future technology failures was
increasing as message traffic has increased significantly across the industry. Nasdaq stated that it
was taking all available, prudent steps to avoid future disruptions, and that approval of the Single
Book Proposal would enable it to remove all quotations from NSX and avoid such technology

01

. 1
fatlures.

VI Commission’s Findings and Order Granting Accelerated Approval of Amendment
Nos. 2 and 3

As discussed fully throughout this approval order, the Commission has carefully reviewed
the proposed rule change, as amended, the comment letters, and Nasdaq responses, and finds that
the proposed rule change, as amended, is consistent with the requirements of the Act and the
rules and regulations thereunder applicable to a national securities exchange and, in particular,
the requirements of Section 6(b) of the Act.!%? Specifically, the Commission finds that the
proposed rule change, as amended, is consistent with Section 6(b)(5) of the Act'® in that it is
designed to promote just and equitable principles of trade, to foster cooperation and coordination
with persons engaged in regulating, clearing, settling, processing information with respect to, and

facilitating transactions in securities, to remove impediments to and perfect the mechanism of a

100 Nasdaq Response Letter IV at 1.

101 Nasdaq Response Letter IV at 1-2.
102 150U.8.C. 78f(b).
183 150.8.C. 78f(b)(5).
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free and open market and a national market system, and, in general, to protect investors and the
public interest; and 1s not designed to permit unfair discrimination between customers, issuers,
brokers, or dealers, or to regulate by virtue of any authority conferred by the Act matters not
related to the purposes of the Act or the administration of the exchange. The Commission also
finds that the proposed rule change, as amended, is consistent with Section 6(b)(8) of the Act'™
in that it does not impose any burden on competition that is not necessary or appropriate in

furtherance of the purposes of the Act.

A. Elimination of Order Delivery Function

Nasdaq’s proposal Would require that all Nasdaq participants accept automatic executions
and would eliminate order delivery processing in the newly integrated system. Nasdaq’s primary
rationale for this aspect of the proposal 1s as follows:

e order delivery functionality is expensive, complex, and detrimental to its system and
decreases system performance and no other national securities exchange is required to
provide this service;

o order delivery functionality hampers Nasdaq’s ability to compete by discouraging order
flow providers from sending orders to Nasdaq because market participants cannot predict
whether their orders will be delivered or automatically executed;

» order delivery functionality negatively impacts competition between market makers,
ECNs/ATSs, and agency broker-dealers, because market makers and agency broker-

dealers (who are required to participate in Nasdaq via automatic execution) are

‘ 104 151.5.C. 78f(b)(8).
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disadvantaged relative to ECNs and ATSs that can choose to participate either via
automatic-execution or order delivery;

Nasdaq’s system is completely voluntary and ECNs are not required to quote or
participate in Nasdaq; and |

in light of the competition fostered by Regulation NMS, Nasdaq needs to provide the
fastest, fairest, and most efficient system.

Nearly all of the commenters opposed the proposed elimination of Nasdaq’s order

delivery functionality.'” The commenters suggested that the proposal was inconsistent with

Sections 6(b)(5) 196 and 6(b)(8) of the Act'” in that it unfairly discriminated between brokers or

dealers and imposed a burden on competition that is not necessary or appropriate in furtherance

of the purposes of the Act. The main assertions by the commenters are as follows:

the automatic execution requirement would expose ECNs to dual liability risks;

the automatic execution requirement would force ECNs out of the Nasdaq market and
have a negative impact on their customers;

the costs to move to another facility would be burdensome for ECNSs;

there are no viable alternatives, including the NASD ADF and regional exchanges, to
participation in Nasdaq;

Nasdagq is using its regulatory status to perfect a monopoly over Nasdaq-listed securities;

and

105

106

‘ "

See, e.g., Bloomberg Comment Letter 1I at 9; Knight Comment Letter at 2; Track
Comment Letter I at 1.

15 U.S.C. 78f(b)(5).
15 U.S.C. 78f(b)(8).
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The Commission notes that Nasdaq operates in a competitive global exchange
marketplace for listings, financial products, and market services and competes in such an
environment with other market centers, including national securities exchanges, ECNs, and other
alternative trading systems, for the privilege of providing market and listing services to broker-
dealers and issuers. Within Nasdaq’s systems, ECNs and ATSs compete with market makers and
agency broker-dealers for retail and institutional order flow. Thus, the Commission views
Nasdagq as an individual market as well as a piece of the larger, overall market structure.

The ECN’s opposition to the instant proposal is that it will cause a disruption to their
manner of doing business, and such operational changes are potentially burdensome and costly.
Under the proposal, ECNs that choose to continue operating in Nasdaq will have to accept
automatic executions and internally manage their quotes to prevent dual executions of the same

order, while ECNs that opt to use another SRO facility to display their order flow may face

‘reduced connectivity and higher costs. That a proposed rule change to an SRO’s trading system

requires a market participant to reevaluate its business model, develop new technology, or
reprogram its current systems is not something that is unique to Nasdaq and moreover is not
something that is unique to ECNs. Invariably, any proposed rule change to a fundamental
function of an SRO market (e.g., display, execution, trade-reporting, etc.) will require certain
changes by the affected market participants; and more than likely such changes must be
effectuated by a technological solution in an increasingly automated national market system.

As stated above, ECNs currently using Nasdaq’s order delivery functionality may
continue to participate in Nasdaq via automatic execution. Rather than excluding ECNs, Nasdaq

1s simply requiring ECNs to participate in Nasdaq on an automatic execution basis, as other
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measure of uncertainty to orders entered on Nasdaq, which may impede Nasdaq’s ability to
compete with other markets and provide faster executions with increased certainty.''*

Nasdaq has stated legitimate regulatory and operational reasons for eliminating the order
delivery service. For instance, Nasdaq is concerned that order delivery may cause the System to
be deemed “slow” under Rule 611 of Regulation NMS. Although it appears that under most
operating conditions, order delivery may not pose a significant risk that the System would be a
“slow” market or expose it to the election of the “self-help” exception under Rule 611(b)(1) of
Regulation NMS, Nasdaq raises legitimate concerns that, during periods of increased market
activity or system stress, the order delivery functionality could place its market at risk.

The Commission recognizes ECNs could pose differing levels of risk to the Integrated
System and that normally ECNs may, as Bloomberg commented, generally be able to respond
within 5-20 milliseconds;'!* however, Nasdagq has valid concerns over the response times of its
market participants and the potential for such response times to negatively impact its entire
market. Thus, the prospect of a single participant’s slow response time affecting the protected
quotation status of the entire market under Regulation NMS is a valid consideration in Nasdaq’s
determination of whether it is best to retain the order delivery functionality.

ECNs also assert that the proposal is unfairly discriminatory and it imposes a burden on
competition that is not necessary or appropriate in furtherance of the Act because it would force
ECNs to leave the Nasdaq market to operate either in another SRO facility or the NASD ADF.

The commenters argue there are no viable alternatives for the ECN business model in the

13 Nasdaq Response Letter I at 4-6. See also Nasdaq Response Letter I1I at 3-5.

s See, ¢.g., Bloomberg Comment Letter II at 7-8.
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marketplace, and thus the Nasdaq order delivery service, which accommodates the ECN business
model, must be preserved. The Commission does not share this view.

As an initial matter, the Commission notes that the Act does not require Nasdagq to retain .
a market structure that supports the business operations of ECNs. Further, ECNs may post their
orders in an SRO other than Nasdaq. The Commission believes that ECNs have a varety of
options if they determine that, as a result of this proposal, they should forego Nasdaq
participation. For example, ECNs may decide to post their liquidity to another SRO. In the past
ECNs such as BATS, Brut, Instinet, Island, INET, Archipelago, and Attain have moved some or
all of their activities from Nasdaq to other trading venues. Specifically, INET quotes on NSX;
more recently, BATS has also moved from Nasdaq to NSX. Arc}'n'pe]\ago, through ArcaEx,
became the equities trading facility of the Pacific Exchange, Inc. Other ECNs, including
OnTrade (and its predecessor, NexTrade), quote in the NASD’s ADF. Before Brut’s purchase by
Nasdaq, Brut quoted on the Boston Stock Exchange.

Accordingly, ECNs that do not want to operate under the Nasdaq’s Exchange Rules have
other options at this time, and other alternatives for ECNs to participate as order delivery systems
are emerging. Thus, while ECNs may not view the presently available alternatives to Nasdaq to
be as appealing as participating on Nasdaq via order delivery, the Commission nevertheless
believes viable alternatives to Nasdaq participation exist for ECNs.

a. Alternatives to Nasdaq

In their comment letters, ECNs have been particularly critical of the capabilities of the
NASD ADF and suggested that it does not constitute a true viable alternative to the Nasdaq

market because it lacks: (1) an execution facility; (2) adequate order protection and quote
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attribution; (3) favorable revenue sharing plans; (4) sub-penny quoting up to four decimal places
for securities priced less than $1.00; and (5) connectivity to ECN participants. However, the
Commission, on various occasions, has determined that the NASD ADF provides an alternative
quotation facility for Nasdaq securities."® The NASD ADF does not have all the advantages and
liquidity of an active exchange like Nasdaq, and thus may not currently be the optimal facility for
an ECN and its particular business model; nonetheless, the NASD ADF facility has the basic
requirements of a quotation facility for Nasdaq securities, thus providing market participants a
venue other than Nasdaq in which to display their quotes.

The history of ECN participation in Nasdagq is instructive. Nasdaq began as a quotation,
and then trading reporting, facility of the NASD, where quotes and trades of securities not listed
on an exchange could be displayed. Later, Nasdaq displayed quotes and trades of exchange-
listed stocks. Nasdaq satisfied the NASD’s obligation to operate a system to collect quotes and
trades arising under now Rules 601 and 602 of Regulation NMS.""”

In 1996, the Commission adopted the Order Handling Rules,''® enabling ECNs to comply
with a requirement to publicly display market maker quotes entered into the ECN by
communicating these quotes to an SRO that was willing to display them in the consolidated
quote system. The Commission said that if no SRO was willing to accept these quotes, it would

take steps to ensure that these ECN quotes were included in the consolidated quote by an SRO.'"?

16 See, e.g., Securities Exchange Act Release No. 45156 (December 14, 2001), 67 FR 388
(January 3, 2002).

17 17 CFR 242.601-02.

18 Securities Exchange Act Release Nos. 37619A (September 6, 1996), 61 FR 48290
(“Order Handling Rules™).

119 Id.
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an NASD-imposed 1,000-share automatic execution size.'?

Nasdagq, as the competing market maker quotation system for non-exchange listed stocks
operated on behalf of the NASD, chose at that time to accept ECN quotes in its system. Nasdaq
accommodated the ECN order delivery preferences at their own displayed size even though
market makers in Nasdaq were required (against their wishes) to accept automatic execution at
0

Nasdaq subsequently eliminated the required 1,000-share automatic execution size, but
retained automatic execution for market makers."”! In SR-NASD-99-53,'* Nasdagq recast its
execution system as the SuperMontage system, accepting orders directly from agency brokers,
subject to automatic execution. In response to criticisms raised by ECNs, SuperMontage retained
an order delivery functionality for ECNs.

Because of concerns raised about the monopoly position of Nasdaq as the residual quote
and trade facility of the NASD, in approving the SuperMontage, the Commission conditioned its
operation on the NASD’s creation of an alternate display facility that would permit NASD
members to operate outside of Nasdaq and still comply with their regulatory obligations under
the Order Handling Rules and Regulation ATS.'? The Commission also required that the NASD
ADF be designed to identify through the central processor the identity of the NASD member that

is the source of each quote and provide a market neutral linkage to the Nasdaq and other

120 See Securities Exchange Act Release Nos. 42344 (January 14, 2000), 65 FR 3987
(January 25, 2000) (NASD-99-11).

2l See Securities Exchange Act Release Nos. 45998 (May 29, 2002), 67 FR 39759 (June 10,

2002) (NASD-2001-66).
122 See SuperMontage Order, supra note 17.

123 See Order Handling Rules, supra note 118 and Securities Exchange Act Release
No. 40760 (December 8, 1998), 63 FR 70844 (December 22, 1998) (“Regulation ATS”).
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marketplaces, but not an execution service."** Later, in approving a pilot program for the
operation of the NASD ADF, the Commission re-stated the purpose first raised in the
SuperMontage Order that the “ADF...permits registered market makers and registered ECNs to
display their best-priced quotes or customer limit orders...through the NASD. ADF market
participants are required to provide other ADF market participants with direct electronic access
to their quote....The ADF also serves as a trade reporting and trade comparison facility. The
ADF will therefore allow market participants to satisfy their order display and execution access
obligations under the Order Handling Rules and Regulation ATS.”'** The D.C. Circuit Court of
Appeals later stated that the NASD ADF is an alternative display facility that was created to
“provide an alternative outlet in which market participants that did not wish to use SuperMontage
could fulfill their order display and trading reporting obligations under SEC regulations.”” 26

Subsequently, the NASD and Nasdaq chose to sunder their relationship, and Nasdaq
registered as a separate national securities exchange.'”” The NASD satisfies its obligations for
Nasdagq securities under Rules 601 and 602 of Regulation NMS through thé ADF.

One commenter, Citigroup, suggested that the Commission “recently indicated that ADF
is not a viable alternative to the Nasdaq Market Center; referring to comments received in
response to the Nasdaq application for registration as an exchange.” In this regard, the

Commission believes that its response to Nasdaq exchange application comments has been

124 SuperMontage Order at 8024.

' See Securities Exchange Act Release No. 46429 (August 29, 2002), 67 FR 56862.

126 Domestic Securities, Inc. v. Securities and Exchange Commission, 333 F.3d 239, 248-

249 (D.C. Cir. 2003).

127
See supra note 5.
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misconstrued. The Commission did not intend to imply that the ADF is not a viable alternative
to the Nasdad Market Center. Instead, in response to the aforementioned comments the
Commission reiterated its general belief, a theme initially voiced in the SuperMontage Order and
again in the order approving the operation of the NASD ADF, that it would not be “consistent
with the Exchange Act to allow the NASD to separate from the [Nasdaq] facilities by which it
satisfies its regulatory obligations without having alternative means to do what the Exchange Act
and the rules thereunder require. Accordingly, the Nasdaq Exchange may not begin operating as
a national securities exchange and cease to operate as a facility of the NASD until NASD has the

128 1y the Exchange Application Order, the

means to fulfill its regulatory obligations.
Commission clearly articulates the statutory and regulatory obligations the NASD must be able to
satisfy prior to Nasdaq commences operation as a national securities exchange.129 In pertinent
part, the NASD must represent to the Commission that control of Nasdaq through the Preferred
D Share is no longer necessary because the NASD can fulfill through means other than Nasdaq
systems or facilities its obligations with respect to CTA Plan securities under Section 15A(b)(11)
of the Act, Rules 602 and 603 of Regulation NMS, and the national market system plans, i.e., the

CTA Plan, CQ Plan, Nasdaq UTP Plan, the ITS Plan, and the Order Execution Quality

Disclosure Plan, in which the NASD will participate.'*’

128 See Exchange Application Order at 3564.

1 See Exchange Application Order at 3562-64, 3566. The Commission recently modified
the requirements for Nasdaq’s operation as an exchange. See Securities Exchange Act
Release No. 54085 (June 30, 2006), 71 FR 38910 (July 10, 2006).

130 See Securities Exchange Act Release No. 54085 (June 30, 2006), 71 FR 38910 (July 10,
2006).
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The Commission recognizes that ECNs as a group have been among the most innovative
market participants in recent years, introducing a number of novel trading tools and strategies. In
addition, ECNs have benefited investors by providing cheaper and faster access to valuable
liquidity. However, the Commission does not believe that the elimination of Nasdaq’s order
delivery functionality must or should necessarily have a deleterious impact on ECNs or the

national market system as a whole.

b. Nasdaq’s Position as SRQ

Some of the commenters contended that this proposal is an attempt by Nasdaq to use its
position as an SRO and as a for-profit entity to “crush” its ECN competition.*® Specifically,
some commenters aver that Nasdaq’s acquisitions of the Brut and INET ECNs set this strategy in
motion and this proposal would enable Nasdaq to “perfect its monopoly.” Bloomberg, in its
second comment letter, asserted that Nasdaq seeks to eliminate the order delivery functionality
for independent ECNs “while preserving it for Nasdaq’s own ECN facilities,” namely Brut and
INET, thereby giving its own ECNs a competitive advantage."”” However, the Commission
notes that under this proposal Nasdaq would integrate the Brut and INET execution systems with
the Nasdaq Market Center, utilizing the INET platform; only Brut’s broker-dealer routing
functionality would continue upon the unification of the three trading platforms. Thus, this
proposal could not advantage Nasdaq-affiliated ECNs over other ECNs because Nasdaq-

affiliated ECNs would not exist. In addition, the Commission notes that Nasdaq’s acquisitions of

136 See, e.g., Track Comment Letter I at 1; and Bloomberg Comment Letter Il at 1, 5, 8.

137 Bloomberg Comment Letter Il at 1.
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Brut and INET were reviewed and approved by the Commission as positive developments in the
ever-changing, dynamic market environment.'®

The Commission agrees with Nasdaq’s statement that there is no explicit requirement in
the Act for a national securities exchange to offer ordér delivery participation in their execution
systems.'*” The Commission does not believe that Nasdaq must continue to offer order delivery
functionality to meet its obligations in the Act and the rules and regulations thereunder.
Although the order delivery functionality has been a part of Nasdaq’s trading platform, the
Commission does not believe Nasdaq is required to retain the functionality going forward,
particularly given the legitimate regulatory reasons for its discontinuation provided by Nasdaq
including that the functionality could pose significant risks and costs.

In addition, Nasdaq endured significant cost in 2005 to acquire INET'*’ and, through the
Single Book Proposal, Nasdaq seeks to use the INET platform as the basis for its Integrated
System going forward in order to provide a faster and more efficient system with greater
capacity. As competition increases both in the United States and globally, and with the
Commission’s approval of Regulation NMS, nearly all national securities exchanges are in the
process of transforming their systems to better compete. Through implementation of its Single

Book Proposal, Nasdaq seeks to maximize the advantages of the INET trading platform — faster

executions and increased certainty.

38 See Securities Exchange Act Release Nos. 51326 (March 7, 2005), 70 FR 12521
(March 14, 2005) and 52902 (December 7, 2005), 70 FR 73810 (December 13, 2005).

139 Nasdaq Response Letter at 2.

140 In its third comment response letter, Nasdaq stated that it spent close to $1 billion in 2005

to acquire INET from Reuters. Nasdaq Response Letter IH at 3.
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During its development as a quote facility of the NASD, Nasdaq had taken a series of
actions to accommodate ECN participation and their particularized business model. In certain
respects, ECNs have enjoyed a privileged status in the Nasdaq market compared to agency
brokers and market maker participants by virtue of their ability to, amongst other things, accept
order delivery instead of automatic execution. The Commission does not believe that, in
removing the order delivery functionality, the instant proposal would result in unfair
discrimination between customers, issuers, brokers, or dealers. Because Nasdaq has previously
accommodated ECNs, changing features such as the order delivery function will necessarily
impact ECNs disproportionately. However, the Corﬁmission disagrees with the suggestion that it
logically follows that such disproportionate impact is per se equivalent to unfair discrimination
under the Act. In this case, the Commission believes the proposed rule change is consistent with
the Act and it does not unfairly discriminate between ECNs and other Nasdaq market
participants. Nasdaq is eliminating a disparate treatment between ECNs and the other Nasdaq
market participants by requiring that all participants accept automatic execution to increase the
efficiency and competitiveness of the Nasdaq exchange.

3. Automatic Execution Function

The Commission notes that in numerous instances it has approved automatic execution
within the national market system in general, and Nasdaq in particular. For instance, in the
SuperMontage Order, the Commission affirmed that automatic execution is a reasonable way for
Nasdaq to improve market efficiency and provide many benefits to a marketplace, particularly

142

speed and certainty of executions. "~ The SuperMontage Order said that automatic execution

142 SuperMontage Order at 8049.
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also would promote investor confidence by increasing the likelihood that orders of moderate size
from large and small investors alike will be filled almost instantaneously, improve the accuracy
of Nasdaq’s pricing systems, promote the timeliness of trade reporting, and help alleviate locked

3 Most recently, in approving Rule 611 of Regulation NMS, the

and crossed markets.
Commission clearly enunciated a view that automated markets and automated quotes (i.e.,
automatic execution functionality), combined with access to such markets and quotes was an
important attribute in a national market system.'**

To this end, Rule 611 of Regulation NMS only protects from trade-throughs automated
quotations of automated markets. An automated quotation is a quotation that, among other
things, is displayed and is immediately accessible through automatic execution, and that
immediately and automatically cancels any unexecuted portion of an order marked as immediate-
or-cancel without routing the order elsewhere.'” In Question 5 of the Division’s NMS FAQs,

the Division said that an SRO trading facility that displays the quotations of order delivery ECNs

can meet the requirements of the definition of an automated quotation only if such quotations are

143 SuperMontage Order at 8049-50.

14 See Securities Exchange Act Release No. 51808 (June 9, 2005), 70 FR 37496 (June 29,
2005).

145 Rule 600(b)(3) of Regulation NMS defines an automated quotation to mean a “quotation
displayed by a trading center that: (1) permits an incoming order to be marked as
immediate-or-cancel; (i1) immediately and automatically executes an order marked as
immediate-or-cancel against the displayed quotation up to its full size; (iii) immediately
and automatically cancels any unexecuted portion of an order marked as immediate-or-
cancel without routing the order elsewhere; (iv) immediately and automatically transmits
a response to the sender of an order marked as immediate-or-cancel indicating the action
taken with respect to such order; and (v) immediately and automatically displays
information that updates the displayed quotation to reflect any change to its material
terms. 17 CFR 242.600(b)(3).
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closely integrated within the SRO trading facility.'*® In its comment letter, Bloomberg asserted
that Nasdaq’s interpretation of the response to Question 5 of the Division’s NMS FAQs was
wrong, in that the Division did “not authorize Nasdaq to drop order delivery without considering
the factors the Division cited.”"*” The Commission believes that Bloomberg has misinterpreted
the Division’s response to Question 5. The response does not address an exchange dropping its
order delivery functionality. Instead, the response relates to whether a market supporting order
delivery could be considered “automated,” and if its quote could be “protected” under Regulation
NMS. The Division’s answer is intended to clarify how a market would comply with Regulation
NMS and does not control whether Nasdaq keeps or discards its order delivery functionality.

4. Implementation Date

In Bloomberg Comment Letter 11I, Bloomberg stated that it and other order delivery
ECNs had been led by Nasdaq to believe that the Nasdaq Market Center’s order delivery
functionality would be available until at least fall of 2006 af the earliest, if not on an ongoing
basis.'*® Bloomberg requested that, should the Commission decide to approve the Single Book
Proposal, the Commission delay the effective date of the rules to provide ECNs an opportunity to

149 The USCC also encouraged the Commission to, as a matter of good

migrate to another venue.
process, “consider the need for appropriate transition periods” should the proposed rule change

be adopted.”® Similarly, Track requested a phased-in approach to the rules should they be

146 NMS FAQs at Question 5.

147 Bloomberg Comment Letter IT at 7.

148 Bloomberg Comment Letter III at 8-11.

149 Bloomberg Comment Letter Il at 11; see also Bloomberg Comment Letter Il at 11. -

10 See USCC Comment Letter at 1-2.
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adopted.”®! In response to commenter concerns and in order to provide ECNs with adequate time
to program their systems for participation in Nasdaq or migration to another venue,' Nasdaq
has agrged to delay its implementation and roll-out of the Single Book Proposal until August 28,
2006."%

In the Commission’s approval of Nasdaq’s exchange application in January 2006, the
Commission emphasized that Nasdaq’s approval was based on a set of rules with price/time
priority.”** In addition, the Commission noted in the Exchange Application Order that the two
ECNs that Nasdaq had recently acquired — Brut and INET — both applied rules that required their
orders to be executed in price/time priority.’® As discussed above, the Single Book concept of
integrating the three Nasdaq Facilities was discussed by the Commission in the Exchange
Application Order and the Commission believed that such an integration would be beneficial,
though the Commission permitted the three Nasdaq Facilities to operate separately for a
temporary period, until September 30, 2006, because the Brut and INET facilities had only been
recently acquired by Nasdagq.

The Commission notes that Nasdaq, independent of its exchange application and as a
NASD subsidiary at the time, had already proposed to integrate its three facilities by

September 30, 2006 in its filing to establish the rules governing the operation of its iNET

151 Track Comment Letter I at 2.

152 See Bloomberg Comment Letter II at 11; Bloomberg Comment Letter Il at 11; USCC
Comment Letter at 1-2; and Track Comment Letter I at 2.

153 See Amendment No. 3.

134 Exchange Application Order at 3558-59.

155 Exchange Application Order at 3558, note 137. See also Securities Exchange Act
Release Nos. 52902 (December 7, 2005), 70 FR 73810 (December 13, 2005) (“INET
Order”) and 51326 (March 7, 2005), 70 FR 12521 (March 14, 2005) (“Brut Order”).
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System."® In the INET Order the Commission approved Nasdag’s proposed commitment to
integrate as of September 30, 2006;'>” however, that date was not mandated by the Commission.
In addition, the plain language of the INET Order, NASD Rule 49545(b)(2), and the Exchange
Application Order makes clear that September 30, 2006 was the latest date that Nasdaq, pursuant
to its commitment, could integrate its trading facilities. Neither the INET Order nor the
Exchange Application Order required that integration be delayed until September 30, 2006, or
prohibited Nasdaq integrating its systems at an earlier date.

The Commission believes that astute market participants, such as Bloomberg, could have
reasonably anticipated the strong possibility of Nasdaq operating on an automatic-execution only
basis prior to September 30, 2006, based on: (1) Nasdaq’s anticipated operation as an exchange
with executions based on price-time priority for all of Nasdaq’s order flow, (2) Nasdaq’s
acquisition of Brut and INET, both of which are automatic-execution facilities, and
(3) Regulation NMS where the Commission clearly enunciated a view that automated markets
and automated quotes (i.e., automatic execution functionality), combined with access to such
markets and quotes was an important attribute in a national market system.

In addition, formal notice of Nasdaq’s intention to create an Integrated System based on
automatic executions prior to September 30, 2006 was clearly given on February 7, 2006, the day
Nasdagq filed the Single Book Proposal with the Commission. At that time, Nasdaq proposed to
commence operation of the Integrated System by as early as May 2006. Bloomberg submitted an

initial comment letter opposing the proposed rule change dated March 6, 2006, which suggested

1% See Securities Exchange Act Release No. 52723 (November 2, 2005), 70 FR 67513
(November 7, 2005)(“INET Notice”).

157 See INET Order at 73811.
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that it would take three to six months to complete the systems work required to adapt to a new
venue.'*® The Commission understands that BATS has already made and implemented its plans
to migrate its liquidity to NSX."® In addition, in response to comments for a transitional phase-
in period,'®® Nasdaq has proposed to commence its phased-in implementation of the Integrated
System based on automatic executions on August 28, 2006;'®! which is almost seven months
after the proposal was filed, and nearly six months since Bloomberg’s initial comment letter.
The Commission believes that order delivery ECNs have had sufficient time to make alternate
plans for quoting in the ADF or another SRO.

Section 19(b)(1) of the Act'®® requires a SRO to the file with the Commission “any
proposéd rule change in, addition to, or deletion from the rules of such self-regulatory
organization...accompanied by a concise general statement of the basis and purpose of such
proposed rule change. Such proposed rule change must be filed in accordance with the

163 The Commission believes that Nasdagq has filed the

requirements of Rule 19b-4 under the Act.
Single Book Proposal in accordance with the requirements of the Act and its rules and regulations
thereunder.

The Commission believes that Nasdaq has met all of the procedural requirements for the

instant proposed rule change and provided the public in general and interested parties in particular

138 Bloomberg Comment Letter [ at 11.

159 See Nasdaq Response Letter II.

160 See Track Comment Letter I at 2; USCC Comment Letter at 1-2; and Bloomberg
Comment Letter IV at 1.

11 See Amendment No. 3.

12 15U.8.C. 78s(b)(1).

16 17 CFR 240.19b-4.
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with adequate notice and opportunity to comment under the Act. The Commission believes that
the Integrated System will promote competition and bring investors and the national market
system benefits through the efficiencies and transparencies brought about through a single
liquidity pool with price/time priority. The Commission believes that, given the notice provided
by Nasdaq’s filings, it is consistent with the Act for Nasdaq to implement the Integrated System
as proposed.

B. Operation as a National Securities Exchange

The Commission notes that, under the Single Book Proposal, Nasdaq’s trading platform
would have an integrated quote/order book operated in accordahce with a unified price/time
priority execution algorithm. In the Exchange Application Order, the Commission
acknowledged that, because of the recent nature of Nasdaq’s Brut and INET acquisitions and
because of the reliance by participants on the continued availability of those ATSs, it was in the
public interest for Brut and INET to be available for a limited period while Nasdaq worked to

164 The Commission stated that “it is beneficial for orders

integrate them with its NMC Facility.
in the same securities directed to an exchange to interact with each other” and that “[sJuch

interaction promotes efficient exchange trading and protects investors by assuring that orders are
executed pursuant to a single set of priority rules that are consistently and fairly applied.”'®®> The

Commission permitted the Exchange to operate three separate trading platforms — namely the

NMC Facility, Brut Facility, and INET Facility — for a temporary period prior to September 30,

164 1d at 3559.
165 Id.
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2006. This proposed rule change, as amended, would enable Nasdaq to satisfy its Commission-
approved commitment to integrate its three trading facilities prior to September 30, 2006.

In addition, Nasdaq’s Single Book Proposal will allow the Exchaqge to program its
system to operate in compliance with the Exchange Application Order in additional ways. For
example, the Integrated System would not accept reports of transactions occurring outside the
Integrated System, would interact with the network processors for the various national market
system plans in compliance with Commission rules governing exchanges, and would fulfill
Nasdaq’s new role as an exchange in the national market system plans, including the national
market system plan governing the Intermarket Trading System (“ITS Plan”). In addition, under
the Single Book Proposal, Nasdaq itself (rather than its individual members) would be bound by
the obligations of the ITS Plan, maintain a single two-sided quotation, and be responsible for
trade-through compliance. The Commission notes that the proposed rules change, as amended,
cannot be operational until Nasdaq has satisfied all the conditions set forth by the Commission in
the Exchange Application Order.'®

C. Regulation NMS

The Commission believes that the proposed rule change should allow Nasdaq to comply
with the requirements of Regulation NMS.'*” In proposed Nasdaq Rule 4613(e), Nasdaq
proposes to adopt a rule with regard to locked and crossed markets. The Exchange has also

designed its proposed Book Processing'®® and Order Routing'® rules to comply with the

ree Exchange Application Order at 3566.

167 See supra note 6.

68 See proposed Nasdaq Rule 4757.

169 See proposed Nasdaq Rule 4758.
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requirements of Regulation NMS. These proposed rules include permitting users to designate
orders meeting the requirements of Rule 600(b)(30) of Regulation NMS'"™ as intermarket sweep
o-rders, which would allow orders so designated to be automatically matched and executed
without reference to protected quotations at other trading centers.

In addition, Nasdaq has proposed to implement routing options that its believes are
consistent with Rules 610 and 611 of Regulation NMS. Nasdagq also proposed rules intended to
ensure its compliance with Rule 612 of Regulation NMS (i.e., accepting sub-penny prices in
$0.0001 increments for securities priced less than $1.00 a share and rejecting orders in sub-penny
increments for securities priced $1.00 or more per share).m The Commission also notes that
proposed Nasdaq Rule 4756(c)(4) addresses situations where Nasdaq has reason to believe it is
not capable of displaying automated quotations, including adopting policies and procedures for
communicating to both its members and other trading centers about such a situation, as well as
receiving and responding to notices of other trading centers electing the “self-help” exception
under Rule 611(b)(1) of Regulation NMS.

D. Other Rules

The proposed rule change, as amended, would merge five current sets of rules (the 4600,
4700, 4900, 4950, and 5200 Series) into two (the 4600 and 4750 Series), with the proposed 4600
Series governing System participants and the proposed 4750 Series governing the operation of
the Integrated System. In addition to reorganizing the rule set, and making changes to the

Exchange’s rules for exchange and Regulation NMS readiness, the proposed rule change, as

170 17 CFR 242.600(b)(30).
7 Single Book Proposal at 19592. See also proposed Nasdaq Rule 4613(a)(1)(B).
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amended, addresses, among other things, openings and closings, the order display/matching
system, order types, time in force designations, anonymity, routing, book processing, adjustment
of open orders, and Nasdaq’s proposed phase-in plan for the proposed rules.

E. Impact on Efficiency, Competition, and Capital Formation

Section 3(f) of the Act requires that the Commission consider whether Nasdaq’s proposal

172 A5 discussed in more detail

will promote efficiency, competition, and capital formation.
above, the Commission has carefully considered whether the proposal will promote efficiency,
competition and capital formation and has concluded that the Single Book Proposal should
encourage competition and should not impede the development of other trading systems or
market innovation. The Commission believes that the Single Book Proposal is an appropriate
undertaking by Nasdaq to enhance the quality of its market by providing more information to
investors, promoting greater efficiency in executions, and increasing overall market transparency.
While the Single Book Proposal should provide a central means for accessing liquidity in
Nasdaq and non-Nasdaq stocks, it does not represent an exclusive means, nor does it prevent
Broker—dealers from seeking alternative order routing and execution services. In addition, the
Commission believes that the proposal should promote competition and capital formation by
providing its market participants with several quote and order management options (e.g.,
Discretionary Orders, Reserve Orders, Pegged Orders, and Minimum Quantity Order), including
order types which will enable market participants to operate in the post-Regulation NMS trading

environment, such as Intermarket Sweep Orders, Price to Comply Orders, and Price to Comply

Post Orders.

172 15 U.8.C. 78¢(h).
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F. Accelerated Approval of Amendment Nos. 2 and 3

As set forth below, the Commission finds good cause to approve Amendment Nos. 2 and
3 to the proposed rule change, as amended, prior to the thirtieth day after the amendments are

published for comment in the Federal Register pursuant to Section 19(b)(2) of the Act.

In Amendment No. 2, Nasdaq modifies the proposed rule language to reflect the
Commission’s extension of certain compliance dates relating to Regulation NMS. Specifically,
Nasdaq is modifying proposéd rules to reflect that such rules would not become effective until
the applicable Regulation NMS implementation date of May 21, 2007. Such rules include
Rule 4613(e) (pertaining to locked and crossed markets), Rule 4751(f) (pertaining to order
types), and Rule 4755 (pertaining to intermarket sweep orders). The Commission finds good
cause to accelerate approval of these changes prior to the thirtieth day after publication in the

Federal Register. The Commission believes this is a reasonable approach in light of the

extension of Regulation NMS compliance dates and should help to ensure that the appropriate
Nasdagq rules are in place at the time that Regulation NMS compliance is required.

In Amendment No. 2, Nasdaq also is making several technical corrections to the proposed
rule change, for example, eliminating typographical and underlining errors. These changes are
non-substantive and technical in nature and are necessary to clarify the proposal. The
Commission finds good cause to accelerate approval of these changes prior to the thirtieth day

after publication in the Federal Register because they better clarify Nasdaq’s rules, which should

assist members’ ability to comply with their requirements, and assist investors in understanding

their application and scope.
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: IMPOSING REMEDIAL
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L

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

II.

In anticipation of the institution of these proceedings, Herzog 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 Herzog and the subject
matter of these proceedings, which Herzog admits, Herzog consents to the issuance of this
Order Instituting Administrative Proceedings, Making Findings and Imposing Remedial
Sanctions Pursuant to Section 15(b) of the Securities Exchange Act of 1934 (the “Order”),
as set forth below.




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

Respondent Herzog is a registered broker-dealer that, during the period from 1999 through
2000, had its principal place of business in Jersey City, New Jersey. From 1999 through
2000, Herzog was one of the largest Nasdaq market makers based on trading volume.’

Summary

During the period from January 1999 through at least June 2000, Herzog failed to provide
best execution to customer orders that Herzog received from correspondent broker-dealer
firms. Herzog, in 1ts capacity as a market maker, assumed the duty of best execution by
making written and oral statements to correspondent broker-dealer firms to the effect that it
would provide best execution to orders routed to Herzog for execution.

Best execution generally requires a firm to execute customer orders on the most favorable
terms reasonably available under the circumstances. Although Herzog traders were told by
their supervisors that they had an obligation to provide best execution for all orders routed
to the firm, various traders failed on numerous occasions during the relevant period to
provide executions to Herzog’s correspondent broker-dealer firms’ customer orders on the
best terms that were reasonably available for those orders.

Herzog provided to all of its traders access to a proprietary order execution system whose
computer software enabled traders to efficiently execute orders, but the functions made
available to traders in this order execution system were open to misuse and were in fact
misused by various traders, resulting in executions at prices inconsistent with best
execution. Herzog was aware that functions of its order execution system, if misused,
could lead to execution of customer orders at inferior prices. During the relevant period,
however, Herzog did not implement an adequate supervisory system to detect and prevent
the resulting executions at prices inconsistent with best execution.

! 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.

: In June 2000, Merrill Lynch & Co., Inc. (“Merrill”) acquired Herzog, Heine, Geduld, Inc. Herzog,
however, continued to operate as a separate entity, with its own technical and compliance staff, and without
substantial direction from Merrill, until at least early 2001. On August 31, 2001, Herzog, Heine, Geduld, Inc.
merged with Herzog, Heine, Geduld, LLC. a Delaware limited liability company, in order to effect a change
to its orgamzational form. The limited liabtlity company assumed all of the assets and liabilities of Herzog,
including its broker-dealer registration on file with the National Association of Securities Dealers (“NASD”).
In late 2002, Merrill integrated Herzog’s operations with those of its own. Herzog subsequently ceased
trading operations, but remains registered with the Commission and maintains its broker-dealer registration
with the NASD.













With respect to the “Execute QIF” button, as discussed above, for up to fifteen seconds, the
pending screen simultaneously displayed and enabled for immediate execution both the
inside bid (or offer, if the order was to buy) at the time the order was highlighted --
displayed as the default price in the “Price” field -- and the inside bid (or offer) at the time
the order was received, displayed as the “QIF” price. Because the inside bid (or offer) was
continuously changing according to market forces, the inside bid (or offer) at the time the
order was highlighted was sometimes better or worse for the customer than the inside bid
(or offer) at the time the order was received. Various Herzog traders on numerous
occasions used the “Execute QIF” button to execute orders at stale and inferior inside bids
or offers that prevailed when the orders were received, when the inside bids or offers at the
time the orders were highlighted were better for customers.

With respect to the price override function, various Herzog traders misused it by manually
entering stale prices that were less advantageous to customers than the prices that the
traders reasonably could have obtained. For example, on limit orders various Herzog
traders cleared default prices that were better for the customer and manually entered
inferior customer limit prices.'” In other instances, various Herzog traders cleared default
prices that were better for the customer and manually entered inferior “QIF” prices."”

Such misuse of the above-mentioned functions of the Herzog order execution system by
various Herzog traders did not provide Herzog’s correspondent broker-dealer firms with
the best execution of customer orders that was then reasonably available.

Inadequate Preservation of Emails

Upon the initiation of the formal investigation of Herzog’s execution practices, the staff, in
January 2002, issued a routine subpoena to Herzog that requested relevant
communications, including emails, for the period from January 1999 through the date of
the subpoena. Herzog, however, was unable to produce any emails for the period from
January 1999 through September 1999. Nor could it explain what happened to the emails.
The inability to produce the emails hindered the staff’s investigation.

2 The customer limit price was displayed for the trader in the row of information about the highlighted

order.
12 The inside bid or offer at the time the order was received was displayed as the “QIF” price. Thus,
using the price override function, traders could defeat the time limitation on the “Execute QIF™ button.










Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions specified in the Offer submitted by Herzog. Accordingly, it is hereby
ORDERED that:

A.

B.

Respondent is hereby censured pursuant to Section 15(b)(4) of the Exchange Act.

IT IS FURTHER ORDERED that Respondent shall, within ten days of the entry of
this Order, pay a civil money penalty of $1,500,000 to the United States Treasury.
Such payment shall be: (A) made by United States postal money order, certified
check, bank cashier’s check or bank money order; (B) made payable to the U.S.
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office
of Financial Management, Securities and Exchange Commission, Operations
Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D)
submitted under cover letter that identifies Herzog as the Respondent in these
proceedings and the file number of these proceedings, a copy of which cover letter
and money order or check shall be sent to Gregory G. Faragasso, Assistant
Director, Division of Enforcement, Securities and Exchange Commission, 100 F
Street, N.E., Washington, DC 20549-7553.

By the Commission

Nancy M. Morris
Secretary

ay: J. Lynn Taylor
’ Assistant Secretary
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ADMINISTRATIVE PROCEEDING
File No. 3-12366

In the Matter of : ORDER UNDER SECTION 27A(b)
: OF THE SECURITIES ACT OF 1933
: AND SECTION 21E(b) OF THE
Herzog, Heine, Geduld, L1.C, : SECURITIES EXCHANGE ACT OF 1934,
: GRANTING WAIVERS OF THE
Respondent. : DISQUALIFICATION PROVISIONS OF
: SECTION 27A(b)(1)(A)(ii) OF THE
: SECURITIES ACT OF 1933 AND
: SECTION 21E(b)(1)(A)(ii) OF THE
: SECURITIES EXCHANGE ACT OF 1934

Merrill Lynch & Co., Inc. (“Merrill”) has submitted a letter, dated June 19, 2006,
requesting waivers of the disqualification provisions of Section 27A(b)(1)(A)(i1) of the Securities
Act of 1933 (“Securities Act”) and Section 21E(b)(1)(A)(i1) of the Securities Exchange Act of
1934 (“Exchange Act”) arising from settlement by Herzog, Heine, Geduld, LL.C (“Herzog”), an
affiliated entity of Merrill, of an administrative proceeding commenced by the Commission.

On July 14, 2006, pursuant to Herzog’s Offer of Settlement, the Commission issued an
Order Instituting Administrative Proceedings, Making Findings and Imposing Remedial Sanctions
Pursuant to Section 15(b) of the Securities Exchange Act of 1934 against Herzog (the “Order”).
Under the Order, the Commission found that Herzog willfully violated Sections 15(c)(1) and
17(a)(1) of the Exchange Act and Exchange Act Rule 17a-4(b)(4) by (1) failing to provide best
execution to customer orders received from correspondent broker-dealer firms; and (2) failing to
preserve emails related to its business as such. The Order censures Herzog and requires it to pay a
civil penalty of $1.5 million.

The safe harbor provisions of Section 27A(c) of the Securities Act and Section 21E(c) of
the Exchange Act are not available for any forward-looking statement that is “‘made with respect to
the business or operations of the issuer, if the issuer . . . during the 3-year period preceding the date
on which the statement was first made . . . has been made the subject of a judicial or administrative
decree or order arising out of a governmental action that (I) prohibits future violations of the




antifraud provisions of the securities laws; (II) requires that the issuer cease and desist from
violating the antifraud provisions of the securities laws; or (III) determines that the issuer violated
the antifraud provisions of the securities laws[.]” Section 27A(b)(1)(A)(i1) of the Securities Act;
Section 21E(b)(1)(A)(i1) of the Exchange Act. The disqualifications may be waived “to the extent
otherwise specifically provided by rule, regulation, or order of the Commission.” Section 27A(b)
of the Securities Act; Section 21E(b) of the Exchange Act.

Based on the representations set forth in Merrill’s request, the Commission has determined
that, under the circumstances, the request for waivers of the disqualifications resulting from the
entry of the Order is appropriate and should be granted.

Accordingly, IT IS ORDERED, pursuant to Section 27A(b) of the Securities Act and
Section 21E(b) of the Exchange Act, that waivers from the disqualification provisions of Section
27A(b)(1)(A)(i1) of the Securities Act and Section 21E(b)(1)(A)(i1) of the Exchange Act as to
Merrill and its affiliated companies resulting from the entry of the Order are hereby granted.

By the Commission

Nancy M. Morris
Secretary

. J. byni Tay'mm
pssistant Secreiaty
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ADMINISTRATIVE PROCEEDING
File No. 3-12367

ORDER INSTITUTING ADMINISTRATIVE
In the Matter of AND CEASE-AND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
Senior Resources Asset Fund, REMEDIAL SANCTIONS AND A CEASE-
LLC and Kenneth E. Baum, AND-DESIST ORDER PURSUANT TO
SECTION 8A OF THE SECURITIES ACT OF
Respondents. 1933 AND SECTIONS 15(b)(6) AND 21C OF
THE SECURITIES EXCHANGE ACT OF
1934.

L

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Section 8A of the Securities Act of 1933 (“Securities Act’) against Senior
Resources Asset Fund, LLC (“Senior Resources’) and pursuant to Section 8A of the Securities Act
and Sections 15(b)(6) and 21C of the Securities Exchange Act of 1934 (“Exchange Act”) against
Kenneth E. Baum (collectively, “Respondents’).

IL.

In anticipation of the institution of these proceedings, Respondents have submitted Offers
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 them and the subject matter of these
proceedings, which are admitted, Respondents consent to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order Pursuant to Section 8A of the Securities Act of 1933 and
Sections 15(b)(6) and 21C of the Securities Exchange Act of 1934, as set forth below.




HI.

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

A. RESPONDENTS

1. Senior Resources Asset Fund, LLC, is a California company located in Dana Point,
California. During 2001 and 2002, Senior Resources was in the business of providing financial
advice to senior citizens. Senior Resources also issued securities in the form of promissory notes.
Senior Resources has never been registered with the Commission, nor has it registered any
offerings or class of securities with the Commission.

2. Kenneth E. Baum, age 46, resides in Hemet, California. Baum 1is the manager and
director of Senior Resources. Baum was associated with a registered broker-dealer from 1985 to
1995, but has not been associated with a registered broker-dealer since that time.

B. FACTS

1. From February 2001 until October 2002 Senior Resources issued securities in the
form of promissory notes. The Senior Resources promissory notes purported to bear interest at
rates ranging from 10% to 15% per year, and to mature two years from the date of 1ssuance.

2. From February 2001 until October 2002, Baum offered the Senior Resources notes
to at least twenty-three prospective investors and recommended that they purchase those notes.
Baum received transaction-based compensation in connection with his sales of the Senior
Resources notes.

3. In addition, from August until November 2000, Baum offered and sold securities
issued by Renaissance Asset Fund (“Renaissance”). These securities were also in the form of
promissory notes. Baum offered Renaissance securities to at least five investors. Baum also
received transaction-based compensation in connection with his sales of Renaissance notes.

4. Baum offered the Senior Resources and Renaissance notes for sale through means
and instruments of interstate commerce. Baum caused materials to be mailed to prospective
investors and also used telephonic communications to offer Senior Resources and Renaissance
promissory notes to prospective investors.

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




5. No registration statement was filed with the Commission or was in effect as to the
transactions in Senior Resources or Renaissance securities. Moreover, the promissory notes issued
by Senior Resources and Renaissance were not exempt from registration.

6. As a result of the conduct described above, Senior Resources violated Sections 5(a)
and 5(c) of the Securities Act, and Baum willfully violated Sections 5(a) and 5(c) of the Securities
Act and Section 15(a) of the Exchange Act.

7. Respondent Senior Resources has submitted a sworn Statement of Financial
Condition dated March 23, 2006 and other evidence and has asserted its inability to pay
disgorgement plus prejudgment interest. Respondent Baum has submitted a sworn Statement of
Financial Condition dated March 23, 2006 and other evidence and has asserted his inability to
pay a civil penalty or disgorgement plus prejudgment interest.

Iv.

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

Accordingly, pursuant to Section 8A of the Securities Act, and Sections 15(b)(6) and 21C
of the Exchange Act, it is hereby ORDERED that:

A. Senior Resources and Baum cease and desist from committing or causing any
violations and any future violations of Sections 5(a) and 5(c) of the Securities Act and Baum cease
and desist from committing or causing any violations and any future violations of Section 15(a) of
the Exchange Act.

B. Baum be, and hereby is barred from association with any broker or dealer, with the
right to reapply for association after three (3) years to the appropriate self-regulatory organization,
or if there is none, to the Commission.

C. Any reapplication for association by Baum 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 Baum, 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.

D. Senior Resources shall pay disgorgement of $2,735,000 plus prejudgment interest of
$964,203 and Baum shall pay disgorgement of $220,000 plus prejudgment interest of $77,559, but
that payment of such amounts is waived based upon Respondents’ sworn representations in their
Statements of Financial Condition dated March 23, 2006 and other documents submitted to the

3




Commission. Based upon Baum’s sworn representations in his Statement of Financial Condition
dated March 23, 2006 and other documents submitted to the Commission, the Commission 1s not
imposing a penalty against Baum.

E. The Division of Enforcement ("Division") may, at any time following the entry of
this Order, petition the Commission to: (1) reopen this matter to consider whether Respondents
provided accurate and complete financial information at the time such representations were made;
and (2) seek an order directing payment of disgorgement and pre-judgment interest against
Respondents and/or the maximum civil penalty allowable under the law against Baum. No other
issue shall be considered in connection with this petition other than whether the financial
information provided by Respondents was fraudulent, misleading, inaccurate, or incomplete in any
material respect. Respondents may not, by way of defense to any such petition: (1) contest the
findings in this Order; (2) assert that payment of disgorgement and interest and/or the maximum
civil penalty allowable under the law should not be ordered; (3) contest the amount of
disgorgement and interest or the imposition of the maximum penalty allowable under the law; or
(4) assert any defense to liability or remedy, including, but not limited to, any statute of limitations
defense.

By the Commission.

Nancy M. Morris

Secretary
C )F T::xyZI

Ass‘stant Secretary




SECURITIES AND EXCHANGE COMMISSION
17 CFR Part 241
[Release No. 34-54165; File No. S7-13-06]

Commission Guidance Regarding Client Commission Practices Under Section 28(e) of the
Securities Exchange Act of 1934

AGENCY: Securities and Exchange Commission.

ACTION: Interpretation; solicitation of comment.

SUMMARY: The Securities and Exchange Commission is publishing this interpretive release
with respect to the scope of “brokerage and research services’ and client commission
arrangements under Section 28(e) of the Securities Exchange Act of 1934 (“Exchange Act™).
The Commission is soliciting further comment on client commission arrangements under Section
28(e).

DATES: Effective Date: [insert date of publication in the Federal Register].

Other Date: Market participants may continue to rely on the Commission’s prior
interpretations of Section 28(e) until [insert date 6 months after publication in the Federal
Register].

Comment Due Date: Comments should be received on or before [insert date 45 days

after publication in the Federal Register].
ADDRESSES: Comments may be submitted by any of the following methods:

Electronic comments:

e Use the Commission's Internet comment form (http://www.sec.gov/rules/interp.shtml); or
e Send an e-mail to rule-comments@sec.gov. Please include File Number S7-13-06 on the

subject line; or



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

Paper comments:

e Send paper comments in triplicate to Nancy M. Morris, Secretary, Securities and Exchange
Commisston, 100 F Street, NE, Washington, DC 20549-1090.

All submissions should refer to File Number S7-13-06. 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/ interp.shtml). Comments are also available for
public inspection and copying in the Commission’s Public Reference Room, 100 F Street, NE,
Washington, DC 20549. All comments received will be posted without change; we do not edit
personal identitying information from submissions. You should submit only information that
you wish to make available publicly.
FOR FURTHER INFORMATION CONTACT: Jo Anne Swindler, Assistant Director, at
(202) 551-5750; Patrick M. Joyce, Special Counsel, at (202) 551-5758; Stanley C. Macel, 1V,
Special Counsel, at (202) 551-5755; or Marlon Quintanilla Paz, Special Counsel, at (202) 551-
5756, in the Oftice of Enforcement Liaison and Institutional Trading, Division of Market
Regulation, United States Securities and Exchange Commission, 100 F Street, NE, Washington,

DC 20549-6628.

































the money manager for whom the executing or clearing broker is not a normal and legitimate
correspondent. The Commission stated that in order to be within the definition of “brokerage
and research services” under Section 28(e), “it was intended . . . that a research service paid for
in commissions by accounts under management be provided by the particular broker which

™335 At the same time, the Commission

executed the transactions for those accounts.
acknowledged the value of third-party research by stating that, “under appropriate circumstances,
[Section 28(e) might] be applicable to situations where a broker provides a money manager with
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research produced by third parties.””” The Commission emphasized that the money manager

“should be prepared to demonstrate the required good faith determination in connection with the
transaction.™’
2. Report in the Matter of Investment Information, Inc.

In 1980, the Commission issued a report pursuant to Section 21(a) of the Exchange Act
following an investigation of Investment Information, Inc.’s (“11I"") purported client commission
arrangements (111 Report”).38 111 managed the client commission programs of money managers.
Typically, under these arrangements, the money manager directed brokerage transactions to
broker-dealers that 111 designated. The broker-dealers, who provided execution services only,
retained half of each commission and remitted the balance to I1I. IlI retained a fee (for
“services” that IlI provided to money managers, ostensibly for managing the client commission

accounts) and credited a portion of its commission to the money manager’s account. The money

manager could either recapture the credited amount (i.e., receive cash) for the benefit of his

3 1d. at 13679.

36 &

37 Id.

3 See 111 Report. 19 SEC Docket at 926.
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client or use the credit to purchase research services.”’ The money managers made the
arrangements for acquiring the research services directly with the service vendors, and 111 simply
paid the bills for the services as the money managers requested. The executing broker-dealers
were unaware of the specific services the money managers acquired from the vendors. IIl was
not a registered broker-dealer, and it did not perform any kind of brokerage function in the
securities transactions.

The Commission found that these arrangements did not fall within Section 28(e) of the
Exchange Act because the broker-dealers that were “effecting” the transactions “in no significant

40 They only executed the

sense provided the money managers with research services.
transactions and paid a portion of the commuissions to [II. The broker-dealers were not aware of
the specific services that the managers acquired and did not pay the bills for these services. The
Commission concluded that, although Section 28(e) does not require a broker-dealer to produce
research services “in-house,” the services must nevertheless be “provided by’ the broker-dealers.
The Commission found that a broker-dealer is not providing research services when it pays
obligations the money manager owes to a third party. The Commission indicated that, consistent

with Section 28(e), broker-dealers could arrange to have the third-party research provided

directly to the money manager, with the payment obligation falling on the broker-dealer.*’

3 Applying the 1976 standard, the Commission found that certain services received by some participating

money managers were not research services because these services were readily and customarily available
and offered to the general public on a commercial basis. These included such items as periodicals.
newspapers, quotation equipment, and general computer services. See III Report, 19 SEC Docket at 931

n.l17.
0 Id. at 931-32.
4 Id. at 932.
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3. 1986 Release

Following a staff examination of client commission practices in 1984-1985, the
Commission concluded that the 1976 standard was “difficult to apply and unduly restrictive in
some circumstances,” particularly as the types of research products and their method of delivery
had proliferated and become more complex.*> The Commission expressed concern that
“uncertainty about the standard may have impeded money managers from obtaining, for
commission dollars, goods and services™ that they believed were important to making investment
decisions.*

The Commission withdrew the 1976 standard and construed the safe harbor to be
available to research services that satisfy the statute’s definition of “brokerage and research
services™ in Section 28(¢e)(3) and provide “lawful and appropriate assistance to the money
manager in the performance of his investment decision-making responsibilities.”™ We
concluded that a product or service that was readily and customarily available and offered to the
general public on a commercial basis nevertheless could constitute research. The 1986 Release
also re-affirmed that, under appropriate circumstances, money managers may use client
commissions to obtain third-party research (i.e., research produced by someone other than the
executing broker-dealer).* The 1986 Release also emphasized the importance of written
disclosure of client commission arrangements to clients and reiterated a money manager’s duty

to seek best execution.

* 1986 Release, 51 FR at 16005.
. 1d. at 16005-06.

H 1d. at 16006.

“ Id. at 16007.
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machines, couriers, backup generators, electronic proxy voting services, salaries, and legal and
travel expenses.’

Client commissions are also used extensively to pay for mechanisms related to the
delivery of research or brokerage services. In thé 1998 OCIE Report, staff reported that some
advisers used client commissions to pay for various peripheral items that support hardware and
software, such as the power needed to run the computer and the dedicated telephone line used to
receive information into the computer.74

The products and services available to money managers have grown more varied and
complex. For example, a single software product may perform an array of functions, but only
some of the functions are properly “brokerage and research services™ under Section 28(e). In the
1998 OCIE Report, staff reported that “the types of products available for purchase with client
commissions have greatly expanded since 1986, leaving industry participants to grapple with
decisions as to whether these products are “research” or “brokerage™ within the safe harbor, or
whether these products should be considered part of money managers” overhead expenses to be
paid for by managers with their own funds.”

The Commission observes that developments in technology have led to difficulties in
applying client commission standards that were developed over the past thirty years. In addition,
OCIE staft reported that money managers have taken an overbroad view of the products and
services that qualify as “brokerage and research services™ under the safe harbor.”® The

complexity of products and services creates uncertainty about whether client commissions may

7 1d. at 31-32.

7 id. at 34-35.

& Id. at 49.

7 See id. at 3-4. 31-32.
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3. Market Research
Based on the comments we received in response to the Proposing Release, we believe
that technology now permits managers to obtain research related to the market for securities from
many sources and products, and through many delivery mechanisms, including order
management systems (“OMS™) and trade analytical software.'” In many instances, this “market
research™ is the type of research report and advice historically provided directly by broker-
dealers, such as advice on market color and execution strategies. Therefore, we believe that it 1s

2% <

appropriate to clarify that “advice,” “analyses,” and “reports” regarding the market for securities
— or “market research™ — may be eligible under the safe harbor if they otherwise satisfy the
standards for “research.” For example, market research that may be eligible under Section 28(e)
can include pre-trade and post-trade analytics, software, and other products that depend on
market information to generate market research, including research on optimal execution venues
and trading strategies.'o5 In addition, advice from broker-dealers on order execution, including
advice on execution strategies, market color, and the availability of buyers and sellers (and

software that provides these types of market research) may be eligible “research™ under the safe

harbor.

104 Twenty-one commenters to the Proposing Release indicated that OMS should be eligible under the safe

harbor as brokerage or research. AmBankers; ASIR 1; BNY; CAPIS; Charles River; Eze Castle; IAA: ICI;
IMA; Interstate: ISITC: ITG: Mellon; Mermll; Morgan Stanley; NSCP: Rainier: SIA; STA: UBS; Ward &
Smith. Of these, fourteen commenters proposed that OMS should be eligible either as research services (if
the Commission determined that they could not be appropriately analyzed as eligible brokerage) (CAPIS;
Eze Castle; IAA; ICI; Interstate; 1SITC; ITG; NSCP; Rainier) or as undifferentiated “brokerage and
research services” (ASIR 1; BNY 1; Mellon; S1A; Ward & Smith).

10s If these products and services also contain functionality that is not eligible brokerage or research under the

safe harbor. or if the products and services are eligible brokerage or research but the money manager does
not use them 1n a way that provides lawful and appropriate assistance in investment decision-making, they
may be mixed-use items. See infra note 125.
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4. Data

The Proposing Release proposed that data services, including market data, would be
eligible under the safe harbor if the data reflected substantive content related to the subject
matter categories identitied in Section 28(¢). Based on the comments received on this issue
regarding the content and use of these products, we believe that the analysis regarding data set
forth in the Proposing Release is appropriate.'*® In our view, this approach will promote
innovation by money managers who use raw data to create their own research analytics, thereby
leveling the playing field with those mbney managers who buy finished research, which
incorporates raw data, from others. Additionally, we believe that excluding market data from the
safe harbor could become meaningless if it encouraged purveyors of this information to simply
add some minimal or inconsequential functionality to the data to bring it within the safe harbor.

Accordingly, with respect to data services — such as those that provide market data or
economic = a— we believe that such services could fall within the scope of the safe harbor as
eligible “reports” provided that they satisfy the subject matter criteria and provide lawful and
appropriate assistance in the investment decision-making process. In the 1986 Release, we
included market data services within the safe harbor, finding that they serve “a legitimate
research function of pricing securities for investment and keeping a manager informed of market
developments.™"” Because market data contain aggregations of information on a current basis

related to the subject matter identified in the statute, and in light of the history of Section 28(e),

106 Eight commenters expressed views about market data. ASIR 1; CFA/FD; CFA Institute; IDC; IMA;
Reuters; T. Rowe Price. Of these, four commenters advocated that data should be excluded from the safe
harbor as overhead. CFA/FD; IDC; T. Rowe Price. An equal number supported the proposal to include
market data in the safe harbor as research or as brokerage. ASIR [; CFA Institute; IMA; Reuters. A ninth
commenter, the SIA, implicitly endorsed the inclusion of market data in the safe harbor by describing
market data as part of order management systems that should be eligible under Section 28(e).

107 1986 Release, 51 FR at 16006. We believe that. in the 1986 Release, the Commission’s indication that
quotation equipment may be eligible under the safe harbor was intended to address market data.
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on the back end to include long-term custody.'"” We considered these comments and for the
reasons discussed below, we do not believe that all of the products and services identified by
commenters fit within the proposed temporal standard, which we believe reflects an appropriate
interpretation of the scope of “brokerage” services under Section 28(e). As clarified above, we
have determined that market research (which includes pre- and post-trade analytics, including
trade analytics transmitted through OMS) may be eligible research under the safe harbor. In
addition, as explained below, we believe that Section 28(e) covers short-term custody, but not
long-term custody. Also as explained, certain functionality provided through OMS may be
eligible brokerage or research.

Under Section 28(e)(3)(C) of the Act, a person provides “brokerage . . . services” insofar
as he or she:

effects securities transactions and performs functions incidental thereto (such as

clearance, settlement, and custody) or required in connection therewith by rules of

the Commission or a self-regulatory organization of which such person is a

member or in which such person is a participant.'zo

Section 28(e)(3)(C) describes the brokerage products and services that are eligible under
the safe harbor. In addition to activities required to effect securities transactions, Section
28(e)(3)(C) provides that functions “incidental thereto™ are also eligible for the safe harbor, as
are functions that are required by Commission or SRO rules. Clearance, settlement, and custody
services in connection with trades effected by the broker are explicitly identified as eligible

incidental brokerage services. Therefore, the following post-trade services relate to tunctions

incidental to executing a transaction and are eligible under the safe harbor as “brokerage

' ASIR [; Merrill; Morgan Stanley; NSCP: SIA: STA. Commenters also suggested that the safe harbor
should include the following products and services as eligible brokerage: advice on market color (ABA;
BNY 1; ITG; Merrill; Seward & Kissel; SIA; UBS) and indications of interest (ABA; Merrill; SIA; UBS);
capital commitment (BNY 1; SIA; UBS): and prime brokerage services (including extending stock loans
and margin)(UBS).

120 15 U.S.C. 78bb(e)(3)(C).
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managers and their clients consider long-term custody to be a direct benefit to the advisory client
and custody fees to be client expenses. In fact, advisory clients, rather than money managers,
typically enter into contractual arrangements directly with custodians for their services, and

B0 We believe this is a healthy

many advisory clients pay for their own long-term custody.
approach that provides transparency. Common industry practice is that financial firms that do
not execute transactions for the client at all (e.g., custodian banks) provide this service, which
has no relationship to, and cannot be considered incidental to, effecting securities transactions.
Therefore, we believe that custodial services, such as long-term custody and custodial
recordkeeping, provided in connection with accounts after clearance and settlement of
transactions, are not incidental to effecting securities transactions and are services provided to
the adviser’s client, for the benefit of the client. As such, payment for a client’s long-term
custody and custodial recordkeeping with that client’s commissions does not implicate Section
28(e)."!

E. Lawful and Appropriate Assistance

In order for a product or service to be within the safe harbor, eligible research must not
only satisfy the specific criteria of the statute, but it also must provide the money manager with

lawful and appropriate assistance in making investment decisions. This standard focuses on how

the manager uses the eligible research. For example, some money managers appear to be using

130

See, e.g., Phyllis Feinberg, “Takeaway Game™: Some Custody Banks Create 2-Tiered Bidding System For
Old. New Clients, PENSIONS AND INVESTMENTS, Dec. 8, 2003, at 1 (discussing services and fees custodial
banks charge their clients, such as Indiana State Teachers’ Retirement System or the New Mexico Board of
Finance). In addition, registered investment companies must disclose the amount of fees and expenses paid
in connection with custody of investments. See Form N-1A, Item 23(g)( Registered investment companies
must attach custodian agreements and depository contracts concerning the fund’s securities and similar
investments, including the schedule of remuneration, as an exhibit to the registration statement.):
Regulation S-X 210.6-07 (requiring that registered investment companies describe in the statement of
operations the total amount of fees and expenses in connection with custody of investments).

a In some cases, we understand that advisory clients may pay for long-term custodial services through

directed brokerage. See discussion of directed brokerage, supra note 27.
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client commissions to pay for analyses of account performance that are used for marketing
purposes.]32 Although analyses of the performance of accounts are eligible research items
because they reflect the expression of reasoning or knowledge regarding subject matter included
in Section 28(¢e)(3)(B), these items when used for marketing purposes are not within the safe
harbor because they are not providing lawful and appropriate assistance to the money manager in
performing his investment decision-making responsibilities.'>’

As with research, in order to obtain safe harbor protection for products and services that
are eligible as brokerage, the money manager must be able to show that the eligible product or
service provides him or her lawful and appropriate assistance in carrying out the manager’s
responsibilities.

F. “Mixed-Use” Items

As discussed above, the 1986 Release introduced the concept of “mixed use.”'** Where a
product or service obtained with client commuissions has a mixed use, a money manager faces an
additional conflict of interest in obtaining that product with client commissions."*> The 1986
Release stated that where a product has a mixed use, a money manager should make a reasonable
allocation of the cost of the product according to its use, and emphasized that the money
manager must keep adequate books and records conceming allocations so as to be able to make

the required good faith determination.”*® Moreover, the allocation determination itself poses a

32 See 1998 OCIE Report, at 20.

133 As discussed below in the mixed-use section, if the manager uses account performance analyses for both

marketing purposes and investment decision-making, the manager may use client commissions only to pay
for the allocable portion of the item attributable to use for investment decision-making under Section 28(e).
See infra Section II1LF.

1 See 1986 Release, 51 FR at 16007,
133 1d. at 16006-07.
130 E.

45



















arrangements,”” others expressed concern that the proposal (and, in particular, the requirement
that introducing broker-dealers must perform certain minimum functions in order to “provide”
research under the safe harbor) could have unwarranted and harmful policy consequences, such
as reducing independent research and increasing the costs that the clients of money managers pay
for brokerage and research.'® Some of the commenters that objected to the proposed approach
on this issue stated that some introducing broker-dealers that facilitate access to valuable
research may not satisfy the minimum requirements that the Release would impose, and may
have to discontinue operations. They recommended that the Commission eliminate the
minimum requirements or modify them so that introducing broker-dealers can more easily satisty
them. In addition, several commenters a. ed the Commission to consider a broader

161
! These commenters argued

interpretation of the “provided by” concept under Section 28(e).
that Section 28(e) arrangements have become more complex and less transparent than if broker-
dealers were permitted to engage in these arrangements unencumbered by the requirement that
the broker “effecting” the transaction also must be “providing” the research. Both groups of
commenters recommended that the Commission interpret Section 28(e) to allow money
managers the maximum flexibility to seek best execution and, separately, obtain good research,

by permitting a broker to be responsible for execution and another party to be responsible for

providing eligible research.

139 BNY 1: George 2; Interstate; Reuters.

160 Bloomberg; CAPIS; E*Trade; EurolRP; ICI; Instinet; IMA; NSCP; JP Morgan 1: Riedel; STA; SIA;
Merrill: Morgan Stanley. These commenters noted that investors’ costs could increase if introducing
broker-dealers must add staff and/or trading desks to fulfill the minimum requirements and raise their fees
accordingly. Implicit transaction costs could also increase if these broker-dealers build trade execution
capabilities so that they satisfy the four minimum criteria but are inexpert at execution.

ot Commission Direct; EurolRP; IMA; T. Rowe Price.
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In addition, several commenters noted that the United Kingdom’s regulatory efforts in
this area allow money managers to use client commissions to pay separately for trade execution
by the broker-dealer that can provide the best execution and ask the executing broker-dealer to
allocate a portion of the commission directly to an independent research provider or allocate a
portion of the commission to a pool of “credits” maintained by the broker-dealer and from which
the broker-dealer, at the direction of the money manager, may pay independent research
providers, without requiring that the executing broker-dealer be legally responsible for the
research.'® As noted above, some commenters believed that Section 28(e) arrangements in the
United States reflect a market inefficiency if the manager seeks to use client commissions to pay
for research under Section 28(e) and uses this middle-man to access independent research
providers.

These comments highlight the considerable variety of arrangements under Section 28(e)
that the industry has developed to seek to obtain the benefits that inure to investors from best
execution on orders for advised accounts and providing money managers with both third-party
and proprietary brokerage and research products and services of value to the advised accounts.
Based on the additional information regarding current industry practices provided by these
comments and consideration of congressional intent behind Section 28(e), we are revising our
interpretation of the safe harbor to address the industry’s innovative Section 28(e) arrangements
and permit the industry to flexibly structure arrangements that are consistent with the statute and

best serve investors. We are soliciting additional comment on client commission arrangements

Commission Direct; EurolRP; IMA; JP Morgan 1. In addition, the SIA expressed concem over cross-
border harmonization, noting that the Commission’s four minimum functions for introducing broker-
dealers may impose stricter requirements than those in place in the U.K. with respect to client commission
arrangements.
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. comments received in response to the Proposing Release, and the benefits to investors of

flexibility in these arrangements, we are modifying our interpretation of “provided by.”'®!

We believe that the safe harbor was not meant to allow money managers to use Section
28(e) arrangements to conceal the payment of client commissions to intermediaries (including
broker-dealers) that provide benefits only to the money manager. In particular, we interpret
Section 28(e) to be available as a safe harbor for the money manager in situations where broker-
dealers use a money manager’s client commissions to pay for eligible research and brokerage for
which such broker-dealer is not directly obligated to pay if such broker-dealer pays the research
preparer directly and takes steps to assure itself that the client commissions that the manager
directs it to use to pay for such services are used only for eligible brokerage and research.
Accordingly, for purposes of Section 28(e), we believe that the following attributes will help
determine whether the broker-dealer that is effecting transactions for the advised accounts has
. satisfied the “provided by” element, and the Section 28(e) safe harbor is available to a money
manager:' ™ (i) the broker-dealer pays the research preparer directly; (i1) the broker-dealer
reviews the description of the services to be paid for with client commissions under the safe
harbor tor red tlags that indicate the services are not within Section 28(e) and agrees with the
money manager to use client commissions only to pay for those items that reasonably fall within
the safe harbor;'® and (iii) the broker-dealer develops and maintains procedures so that research

payments are documented and paid for promptly.'®

8 As noted above, this Release replaces Sections Il and 111 of the 1986 Release. which include the “provided

by interpretation. See text accompanying note 68.

82 In Section 28(e) arrangements involving multiple broker-dealers, at least one of the broker-dealers (but not

necessarily all) must satisfy the requirements for “effecting”™ transactions and “providing” research.

18 In all Section 28(e) arrangements, including those in which the broker-dealer is legally obligated to pay for

the research, the broker-dealer may be subject to liability for aiding and abetting violations by money
. managers where the broker-dealer pays for services that are not within Section 28(e). See e.g.. Portfolio
Advisory Services, LLC, and Cedd L. Moses, Advisers Act Release No. 2038, 77 SEC Docket 2759-31
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'8% and the adviser

has represented to its clients that he will operate solely within Section 28(e),
asks the broker-dealer to pay for office furniture and computer terminals, which under this
release are not eligible under the safe harbor, the broker-dealer may risk aiding and abetting
liability.
IV.  Request for Comments

The Commission will consider further comment on evolving developments in connection
with industry practices with respect to client commission arrangements under the safe harbor
identified in Section IIL.I of this Release to evaluate whether additional guidance might be
appropriate in the future. Based on any comments received, the Commission may, but need not,
supplement the guidance in this Release in the future.
V. Implementation

The Proposing Release asked whether the Commission should allow market participants
some period of time to implement the interpretation, and requested examples of potential
implementation issues.'® Fifteen commenters requested that the Commission establish a grace
period for industry participants to implement the Commission’s interpretative guidance of

190

between three months'” to at least one year.'"”' Several commenters urged the Commission to

under the authority of Section 28(e), direct brokers employed by them to make ‘give up’ payments. . . .
[Blrokers should recognize that their compliance with any direction or suggestion by a fiduciary which
would appear to involve a violation of the tiduciary’s duty to its beneficiaries could implicate them in a
course of conduct violating the anti-fraud provisions of the federal securities laws.”).

188 Advisers that are not required to operate within the safe harbor may voluntarily choose to do so, and may

represent to their clients that they do so. However, if an adviser that represents to its clients that he will
operate within Section 28(e) and fails to do so, the representation is false and the conduct may be a
violation of Section 206 of the Advisers Act and Section 10(b) of the Exchange Act and Rule 10b-5.
Advisers to mutual funds and ERISA plans must operate within the safe harbor with respect to those clients
because of Section 17(e) of the Investment Company Act or ERISA. See supra notes 30-31 and
accompanying text.

189 Proposing Release, Question 10.

190 .
T. Rowe Price.
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List of Subjects in 17 CFR Part 241

Securities.
Amendments to the Code of Federal Regulations

For the reasons set out in the preamble, the Commission is amending Title 17, chapter Il
of the Code of Federal Regulations as set forth below:
PART 241 - INTERPRETATIVE RELEASES RELATING TO THE SECURITIES
EXCHANGE ACT OF 1934 AND GENERAL RULES AND REGULATIONS
THEREUNDER

Part 241 1s amended by adding Release No. 34-54165 and the release date of July 18,

2006 to the list of interpretive releases.

[

' 1
By the Commission. /L 11_.
mey M

Nancy M. Morris
Secretary

Dated: July 18, 2006
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SECURITIES AND EXCHANGE COMMISSION
17 CFR Part 202
[Release Nos. 33-8724; 34-54168]

Amendments to the Informal and Other Procedures; Public Company Accounting
Oversight Board Budget Approval Process

AGENCY: Securities and Exchange Commission.

ACTION: Final rule.

SUMMARY: The Securities and Exchange Commission (“SEC” or “Commission”) is
amending its Informal and Other Procedures to add a rule that facilitates Commission
review and approval of the budget and accounting support fee for the Public Company
Accounting Oversight Board (“PCAOB” or “Board”), which is required by the Sarbanes-
Oxley Act 0f 2002.

DATES: Effective Date: [Insert date 30 days after publication in the Federal Register].

Transition Dates: The PCAOB must comply with the timetable in § 202.11(c) and utilize

a comprehensive strategic plan with respect to its budget and budget and justification no

later than its budget submissions for 2008; provided however that the PCAOB and

Commission shall use their best efforts to substantially comply with the timetable in §
202.11(c) for the PCAOB budget submission for 2007. This transition provision does not
constitute a waiver of the requirement in section 109(b) of the Sarbanes-Oxley Act of
2002 that the PCAOB adopt a budget not less than one month prior to the commencement
of its 2007 fiscal year.

FOR FURTHER INFORMATION CONTACT: Robert E. Burns, Chief Counsel, or

Melanie S. Jacobsen, Senior Special Counsel, at (202) 551-5300, Office of the Chief




Accountant, U.S. Securities and Exchange Commission, 100 F Street, NE, Washington,
DC 20549.
SUPPLEMENTARY INFORMATION:

The Commission is amending its Informal and Other Procedures' to add new Rule
11 related to the Commission’s review and approval of the PCAOB budget and
accounting support fee.
I. Background

The Sarbanes-Oxley Act of 2002 (the “Act”) established the PCAOB to oversee
the audits of public companies that are subject to the securities laws, in order to protect
the interests of investors and further the public interest in the preparation of informative,
accurate, and independent audit reports. While the PCAOB is a private, nonprofit
corporation,” it operates under the statutory oversight and enforcement authority of the
Commission.’

In particular, the funding and budgeting functions of the PCAOB are subject to
the express statutory requirement of approval by the Commission. Pursuant to Section
109 of the Act, the Commission is required to approve the PCAOB budget for each fiscal

year and the annual accounting support fee that supports the PCAOB’s operations. !

! 17 CFR 202, et seq.
! Sections 101(a) and (b) of the Act; 15 U.S.C. 7211(a) and (b).

The Act vests the Commuission with oversight duties and responsibilities, including the duties to
appoint the members of the PCAOB, approve PCAOB rules and professional standards for them to
take effect, and act as an appellate authority for PCAOB enforcement actions and disputes
regarding inspection reports. The Commission also, among other things, may amend existing
PCAOB rules, assign additional tasks to the PCAOB as appropriate, oversee the PCAOB’s
exercise of certain assigned powers and duties, and hmit the PCAOB’s activities and remove
PCAOB members. See sections 101, 104, 105, 107, and 109 of the Act; 15 U.S.C. 7211, 7214,
7215, 7217 and 7219.

! Section 109(b) of the Act, 15 U.S.C. 7219(b), which states, in part:










thereby promote high quality decision making. This rule is designed to establish such a
process.
11. Discussion

The budget process described below is designed to codify a thorough and
deliberative process for both the PCAOB’s preparation and the Commission’s review of
PCAOB budgets. While it is recognized that circumstances might occur that lead the
Commission and PCAOB to agree to vary the process from time to time, the Commission
expects that it and the PCAOB will follow the practices in the rule to the fullest extent
practicable. The Commission also may waive any of the requirements set forth in this
rule if circumstances warrant.’

References to the “PCAOB?” in either this release or the rule are not intended to
require a vote or other official action by the members of the Board. Rather, the
Commission expects that actions under the rule will be performed as authorized in the
Act and the PCAOB’s bylaws.®

A. Timetable

The rule contains a timetable that is designed to allow for a more meaningful
dialogue between the PCAOB and the Commission regarding the content of each budget.
The events and dates set forth in the timetable refer to the year immediately preceding the

budget year. ’

In addition, the Commission and PCAOB may assess whether changes to the rule are appropriate
after the completion of one or more budget cycles.

The PCAOB’s bylaws are available on the PCAOB web site: http://www .pcaobus.org/.

The PCAOB has a calendar-year fiscal year. If the PCAOB changes its fiscal year to end on a date
other than December 31, the Commission would interpret the timetable so that the dates would be
adjusted accordingly. For example, the narrative discussion of the PCAOB’s program issues and













be incurred during the first five months immediately following the budget year, in order
to provide that the delays in the billing and collection of the accounting support fee that
ére inherent in the statute, and significant unforeseen events, should not threaten the
liquidity of the organization. The funds in that reserve, however, may be used only in
accordance with the budget for that following fiscal year or a supplemental budget, as
approved by the Commission.

If the Commission has not approved a budget for a PCAOB fiscal year before the
beginning of that fiscal year, the rule provides that the PCAOB may spend funds from its
reserve and continue to incur obligations as if the last PCAOB budget approved by the
Commission were continuing in effect for the new fiscal year.

C. Commission-Approved Budgets

The statutory requirement that the Commission approve the PCAOB budget,
contained in section 109 of the Act, 1s consistent with the general oversight responsibility
with which the Commission is charged in section 107. These responsibilities for the
budget and operations of the PCAOB require the ability to promote changes in the
PCAOB budget when the Commission believes those changes are necessary or
appropriate. The rule makes clear, therefore, that while the Commission may not directly
change the budget, it may make its approval of a budget conditional on changes to
amounts and other aspects of the budget. The PCAOB, in tumn, will have the opportunity
to consider the proposed changes and to vote again for final approval with or without the
changes. To prevent the possibility of missed deadlines, if differences have not been
resolved by December 23 then the terms of the most recent conditional approval would

become the final budget.
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initial recommendations and proposals before the PCAOB approves its final budget in
November. During these initial discussions, neither organization will publish the
PCAOB’s budget, budget justification, supplemental budget, or any underlying materials
not otherwise intended for public distribution, until the time the budget is approved by
the PCAOB and submitted to the Commission for approval.16 Once the PCAOB submits
its budget to the Commission, the rule provides for public disclosure, subject to any
applicable exemption under the Freedom of Information Act, '’ of the PCAOB budget
and budget justification, including the PCAOB’s “performance budget” for the budget
year.

G. Definitions

The rule defines certain terms that may arise in the discussion of budget matters.
The definitions are generally consistent with Office of Management and Budget
guidelines but have been adapted to apply to a private organization with the character and
functions of the PCAOB."®
III. Administrative Procedure Act, Regulatory Flexibility Act, and Paperwork
Reduction Act
The Commission finds, in accordance with Section 533(b)(3)(A) of the

Administrative Procedure Act (“APA”)," that this revision relates solely to agency

This limitation does not restrict individual PCAOB members from generally commenting on their
individual views of the funding requirements of the organization or the status of the Board’s
deliberations, either before or after the PCAOB adopts its budget.

Certain exemptions under the Freedom of Information Act (“FOIA”), including the exemption for
confidential financial information, may apply to some of the information provided to the
Commisston.

See generally, Office of Management and Budget Circular No. A-11, at §20.3 (June 2005).

19 5 U.S.C. 553(b)(3)(A).
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In general, the costs of the procedures in the Commission’s rules of practice,
including Informal and other Procedures, fall largely on the Commission. In this
instance, the Act already requires the PCAOB each year to prepare and submit a budget
to the Commission for approval. While we anticipate that in the coming years the
PCAOB will devote more resources to the preparation of its budget, many of the cost
increases in this area are inherent in the maturing nature of the organization and are not
attributed solely to the adoption of the amendments. The implementation of a more
detailed budget process and the preparation of the materials that would be submitted
under the amendments, including quarterly updates on spending and staffing levels, are
fundamental to the effective management of a mature organization. Further, conducting
the budget preparation process over the period set forth in the new rule should make it a
more efficient and effective process.

As noted, the amendments set forth in this release relate to internal agency
management, increase the efficiency of the Comfnission’s approval process, and promote
timely and meaningful communications between the Commission and the PCAOB.

V. Effect on Efficiency, Competition and Capital Formation

Section 2(b) of the Securities Act of 1933% and Section 3(f) of the Exchange
Act” require us, when engaging in rulemaking that requires us to consider or determine
whether an act is necessary or appropriate in the public interest, to consider whether the

action will promote efficiency, competition, and capital formation. Section 23(a)(2) of

3 15 U.S.C. 77b(b).

“ 15 U.S.C. 78c(f).
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the Exchange Act” prohibits us from adopting any rule that would impose a burden on
competition not necessary of appropriate in furtherance of the purposes of the Exchange
Act.

The amendments are intended to facilitate the Commission’s process for
approving the PCAOB budget. The amendments increase the efficiency of the
Commission’s approval process. The rule applies only to the PCAOB, which is an
organization established by Congress in the Act, and therefore the Commission does not
expect the rule to have an anti-competitive effect. Since there will be an increase in
efficiency, there will not be any adverse impacts on capital formation.

VI. Statutory Basis and Text of Amendments

These amendments to the Informal and Other Procedures are being adopted
pursuant to statutory authority granted to the Commaission, including Section 19(a) of the
Securities Act of 1933, Sections 17 and 23(a) of the Securities Exchange Act of 1934 and
Sections 3(a) and 101 through 109 of the Sarbanes-Oxley Act of 2002.

List of Subjects
17 CFR Part 202

Administrative practice and procedure, Securities.
Text of the Amendment

For the reasons set out in the preamble, Title 17, Chapter 1I of the Code of Federal
Regulations is amended as follows:

PART 202 - INFORMAL AND OTHER PROCEDURES

1. The general authority citation for part 202 is revised to read as follows:

2 15 U.S.C. 78w(a)(2).
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) Current year means the PCAOB fiscal year that precedes the budget year,
and is the year in which the PCAOB prepares the budget.

(5) Performance budget means a budget that presents what the PCAOB

proposes to accomplish in the budget year and what resources these proposals will
require, and that serves as the primary basis for the justification of the budget submitted
to the Commission for approval. The performance budget includes:

(1) A description of what the PCAOB plans to accomplish, organized by
strategic goal;

(11) Background on what the PCAOB has accomplished, organized by
strategic goal;

(i)  Analyses of the strategies the PCAOB uses to influence strategic
outcomes, including whether those strategies could be improved and, if so, how they
could be improved;

(iv)  Analyses of the programs that contribute to each goal and their relative
roles and effectiveness;

(v) Performance targets for the budget year and the current year and how the
PCAOB expects to achieve those targets, as well as actual performance levels achieved in
the year immediately preceding the current year;

(vi)  The budgetary resources the PCAOB is requesting to achieve those
targets;

(vi1)  Descriptions of the operations, processes, staff skills, information and
other technologies, human resources, capital assets, and other resources to be used in

achieving the PCAOB’s performance goals; and
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created to perform functions that are not, or to perform functions in a way that is not,
fairly implied from the Commission-approved budget and budget justification; or

(ili)  Programs described in the Commission-approved budget and budget
justification are to be eliminated.

(¢) Timetable. The timetable for preparation and submission of the annual

budget is as follows:

Date Event

On or before March 15 PCAOB provides a narrative of its program

1ssues and outlook for the budget year

On or before April 30 Commission provides economic
assumptions and general budgetary

guidance to the PCAOB

On or before July 31 PCAOB submits preliminary budget and

budget justification for Commission review

August — October Consultation between Commission and
PCAOB; Commission staff conducts
review of PCAOB preliminary budget,

budget justification and related information
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On or before October 31 Commission passback of budget to the

PCAOB with proposed revisions

On or before November 30 PCAOB adopts budget and submits it,

along with the budget justification, to the

Commission

On or before December 23 Commission votes on the PCAOB budget

(d) Contents of budget. (1) To facilitate Commission review and approval,

each budget (including each preliminary budget and budget submitted for Commission
approval) shall:

(1) Be accompanied by a budget justification.

(i1) Include information for the budget year, the current year, and the year
immediately preceding the current year, regarding actual or projected spending by
program area, receipts, debt, and employment levels.

(111)  Be consistent with, or explain any deviations from, the economic
assumptions and budgetary guidance provided by the Commission.

(iv)  Include statements of PCAOB programs, initiatives and strategies for the
budget year.

(v) Earmark each amount for a specific budget category within a program

area.
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(vi)  Include planned beginning-of-year and end-of-year headcounts for each
program area.

(2) Each budget submitted for Commission approval shall be consistent with
the preliminary budget and any revisions proposed by the Commission when the budget
was passed from the Commission back to the PCAOB or explain any changes from the
preliminary budget and/or such proposed revisions.

(3) In addition to amounts needed to fund disbursements during the budget
year, a budget may reflect receipts in amounts needed to fund expected disbursements
during a period not to exceed the first five months of the fiscal year immediately
tollowing the budget year (the working capital reserve), provided such amounts shall be
disbursed only as specified in the following year’s budget or in a supplemental budget
approved by the Commission.

4) In approving the budget the Commission may not change the amounts
earmarked for programs, program areas, or activities, or any other aspects of the budget;
provided, that if the budget is conditionally rather than finally approved, then the
Commission may transmit to the Board such proposed changes as are consistent with the
preliminary budget and any revisions previously proposed by the Commission when it
passed the budget back to the PCAOB. No proposed reduction or increase may be
greater than that included in the preliminary budget and any revisions previously
proposed by the Commission when it passed the budget back to the PCAOB.

(5) In the event the budget is conditionally approved by the Commission, the
PCAOB shall have the opportunity to consider the changes proposed by the Commission

and to vote again for final approval of the budget as amended. If this iterative process
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has not resolved differences between the Commission and the PCAOB by December 23,
then the terms of the most recent conditional approval shall become final, and the budget
shall be deemed finally approved.

(e) Limitation on spending. (1) The PCAOB shall not spend in a budget year

more than the amount specified in the Commission-approved PCAOB budget for that
year, regardless of the source of the funds, unless such expenses have been approved by
the Commission through a supplemental budget request.

(2) Funds may be disbursed by the PCAOB only in accordance with the

Commission approved budget, provided however, during the budget year the PCAOB

may transfer amounts totaling not more than $1,000,000 into or out of each program area
without prior Commission approval. Further, the PCAOB shall not:

(1) Apply its resources in a manner not fairly implied in the Commission-
approved budget and budget justification, such as to create programs to perform functions
that are not, or to perform functions in a way that is not, fairly implied from the
Commission-approved budget and budget justification, or

(11) Eliminate programs described in the Commission-approved budget and
budget justification.

(3) In the event that the Commission has not approved a budget for a PCAOB
fiscal year before the beginning of that fiscal year, the PCAOB may spend funds from the
reserve and continue to incur obligations as if the PCAOB budget or supplemental budget
most recently approved by the Commission were continuing in effect for that fiscal year.

(H) Supplemental budget. (1) The PCAOB may submit to the Commission a

request for approval of a supplemental budget subsequent to Commission approval of the
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In the Matter of DESIST PROCE [A r
FINDINGS, ANL G ASE-
L. |CHAEL HART, AND-DESIST Ol St TO
SECTION 21C QO U iS
Respondent. EXCHANGE AC

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 L. Michael Hart (“Hart” or “Respondent”).

IL.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”’) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order istituting Cease-
and-Desist Proceedings, Making Findings, and Imposing a Cease-and-Desist Order Pursuant to
Section 21C of the Securities Exchange Act of 1934 (“Order”), as set forth below.













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:

Respondent cease and desist from causing any violations and any future violations of
Sections 13(a) and 13(b)(2)(A) of the Exchange Act and Rules 12b-20, 13a-1, and 13a-13
thereunder.

By the Commission.

Nancy M. Morris
Secretary







This order is issued in response to Lajoie’s application for reinstatement to practice
before the Commission as an accountant responsible for the preparation or review of financial
statements required to be filed with the Commission.

In his capacity as a preparer or reviewer, or a person responsible for the preparation or
review of financial statements required to be filed with the Commission, Lajoie attests that he
will 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. Lajoie 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, Lajoie’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 Lajoie, it appears that he has complied with the terms of the April 30, 1997 order suspending
him from practice before the Commission as an accountant, that no information has come to 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 Lajoie, 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,

? Rule 102(e)(5)(i) provides:

“An application for reinstatement of a person permanently suspended or disqualified under paragraph (e){1) or (€)(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).




ORDERED pursuant to Rule 102(e)(5)(i) of the Commission's Rules of Practice that
Richard J. Lajoie, Jr. 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.

Nancy M. Morris
Secretary
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UNITED STATES OF AMERICA
' Before the
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SECURITIES EXCHA 5SE ACT OF 1934
Release No. 54188 / July 21, 2006

ADMINIS RATIVE PROCEEDING
File No. 3-12370

®

In the Matter of
ORDER INSTITUTING PROC DINGS, MAKING
CYBERCARE, INC. FINDINGS, AND REV: NG REGIS RATION OF
SECURITIES PURSUANT T« SECTION 12(j) OF
Respondent. THE SECURITIESEY 1 NGE / OF 1934
I

The Securities and Exchange Commission (“Commission”) deems it necessary and
appropriate for the protection of investors that proceedings be, and hereby are, instituted pursuant
to Section 12(j) of the Securities Exchange Act of 1934 (“Exchange Act”), against CyberCare, Inc.
(“CyberCare” or “Respondent”).

1L

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over it and the subject matter of these
proceedings, Respondent consents to the entry of this Order Instituting Proceedings, Making
Findings, and Revoking Registration of Securities Pursuant to Section 12(j) of the Securities
Exchange Act of 1934 (“Order”), as set forth below.

II1.

On the basis of this Order and Respondent’s Offer, the Commission finds that:
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940

- Release No. 2536 / July 21, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12371

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 203(f) OF THE
In the Matter of INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
JUSTIN HUSCHER, REMEDIAL SANCTIONS
Respondent.
I.

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 203(f) of the Investment Advisers Act of 1940 (“Advisers Act”) against Justin Huscher
(“Huscher” or “Respondent”).

IL.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”’) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section II1.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section
203(f) of the Investment Advisers Act of 1940, Making Findings, and Imposing Remedial
Sanctions (“Order”), as set forth below.







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.

Nancy M. Morris
Secretary
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By: J. Lynn Taylor
Assistant Secretary
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ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2463 / July 24, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12374

In the Matter of : ORDER INSTITUTING ADMINISTRATIVE
: PROCEEDINGS PURSUANT TO RULE
Weston L. Smith, CPA : 102(e) OF THE COMMISSION’S RULES OF
: PRACTICE, MAKING FINDINGS, AND
Respondent. : IMPOSING REMEDIAL SANCTIONS
L

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against Weston
L. Smith (“Respondent” or “Smith”) pursuant to Rules 102(e)(2) and 102(e)(3)(i) of the
Commission’s Rules of Practice.’

! Rule 102(e)(2) provides, in relevant part, that:

Any . . . person who has been convicted of a felony or a misdemeanor involving moral
turpitude shall be forthwith suspended from appearing or practicing before the Commission.

Rule 102(e)(3)(1) 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







things, the complaint alleged that Smith directed other HealthSouth employees to make entries
on the company’s books which fraudulently overstated income and reflected fictitious assets in
amounts which matched generally the fraudulent overstatements of income. The complaint
alleged that the fraudulent entries were designed to avoid detection by HealthSouth’s
independent auditors.

5. On September 23, 2005, a judgment of conviction was entered against Smith in
United States v. Smith, CR-03-PT-0126-S, in the United States District Court for the Northemn
District of Alabama, finding him guilty of one count of conspiracy to commit wire fraud and
securities fraud, one count of filing false reports with the Commission and one count of filing a
false certification of financial information with the Commission.

6. As a result of this conviction, Smith was sentenced to 27 months incarceration
followed by one year of supervised release, and was ordered to forfeit $1.5 million.

IV.

In view of the foregoing, the Commission finds that Smith has been convicted of a felony
within the meaning of Rule 102(e)(2) of the Commission’s Rules of Practice. The Commission
deems it appropriate and in the public interest to impose the sanction agreed to in Respondent
Smith’s Offer.

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

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

By the Commission.

Nancy M. Morris

Secretary
oY 79
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Jill M. Peterson
Assistant & cretary



















The Second Fee Paying Timer

22.  In February 2001 and November 2002, W&R Services entered into Timing
Agreements with a second investment adviser (‘“Timer 2”) that allowed the Timer to make up to
30 round trips per fund, per year in its client accounts.

23.  Timer 2 approached the fund complex, asked for timing capacity, and agreed to
pay W&R Services an annual fee of 25 basis points on its assets at Waddell & Reed funds.
Timer 2 paid a total of $139,000 in fees pursuant to its Timing Agreements.

24. At times during 2001 and 2002, the aggregate amount of assets being timed by
Timer 2’s clients pursuant to the Timing Agreements rose as high as $35 million in five Waddell
& Reed funds, and Timer 2’s clients timed approximately $3 million in the International Fund in
2002 and 2003.

25.  Timer 2’s clients experienced net losses of $6.36 million from timing in the
Waddell & Reed funds overall. In the International Fund, however, clients of Timer 2 made
approximately $700,000 in net profits.

The Broker-Dealer Fee Paying Timer

26. In May 2002, W&R entered into a “selling agreement” with a broker-dealer
(“Timer 3”), under the terms of which the broker-dealer paid a 25 basis point fee on assets
invested in the fund complex. Under the “selling agreement,” W&R allowed Timer 3’s
customers 12 round trips per year in the International Fund and a money market fund.® In
contrast, during this period, W&R Services policed frequent trading in the Waddell & Reed
funds through other broker-dealers and took steps to stop investors from timing through broker-
dealers other than Timer 3.

27. During June through November 2002, Timer 3’s customers timed approximately
$20-$22 million in the International Fund, until W&R notified Timer 3 in late 2002 that it could
no longer time the International Fund.

28. During February through April 2003, W&R and W&R Services allowed Timer 3
to time four other Waddell & Reed Advisors funds, until its customers withdrew their assets
from the Waddell & Reed fund complex in April 2003.

29.  Timer 3’s customers made approximately $2.03 million in profits from their
timing trades in Waddell & Reed Advisors funds, $1.5 million of which resulted from trades in
the International Fund.

4 During negotiations leading up to the agreement, Timer 3 asked for additional round trips and offered W&R

incentives, including sticky assets (i.e., long-term investments) and separate managed accounts, but Respondents
declined. :
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allowed known Timers, including the Fee Paying Timers, to time the International Fund even
though they had been notified that the Timers were harming the fund through dilution. The
Respondents also failed to disclose to the fund board that W&R Services and W&R already were
receiving fees from three Fee Paying Timers, two of whom were timing the International Fund.
They also failed to disclose that they would continue to allow Timer 2 to time the International
Fund.

VIOLATIONS

44, As a result of the conduct described in Section III. above, W&R Investment
Management willfully violated Sections 206(1) and 206(2) of the Advisers Act in that, while
acting as an investment adviser, it employed devices, schemes, or artifices to defraud clients or
prospective clients, and engaged in transactions, practices, or courses of business which operated
or would operate as a fraud or deceit upon clients or prospective clients. Specifically, W&R
Investment Management allowed Fee Paying Timers to time certain Waddell & Reed funds in a
manner that it knew or had reason to believe would be harmful to shareholders in exchange for
fees paid to W&R Services and W&R, and it allowed the Fee Paying Timers to time the
International Fund despite having been notified that Timers were harming the fund through
dilution. These actions created a conflict of interest that W&R Investment Management
knowingly or recklessly failed to disclose to the board of directors and shareholders of the funds.

45. As a result of the conduct described in Section III. above, W&R and W&R
Services willfully aided and abetted and caused W&R Investment Management’s violations of
Sections 206(1) and 206(2). W&R and W&R Services knowingly and substantially assisted
W&R Investment Management’s violations by negotiating Timing Agreements, from which they
financially benefited, that caused W&R Investment Management to breach its fiduciary duty to
the funds’ board and defraud the funds’ shareholders.

46. As a result of the conduct described above, Respondents, each an affiliated person
of the timed Waddell & Reed funds, willfully violated Section 17(d) of the Investment Company
Act and Rule 17d-1 thereunder, in that, while acting as a principal, each of them participated in
and effected transactions in connection with joint arrangements in which the funds were
participants, without filing an application with the Commission and obtaining a Commission
order approving the transactions. Specifically, W&R and W&R Services received fees from
three Timers in return for timing capacity in the Wadd: & Reed funds, and W&R Investment
Management permitted the timing which financially benefited its affiliates.

UNDERTAKINGS

47. Compliance and Ethics Oversight Structure. Each Respondent has undertaken to
maintain its own compliance and ethics oversight infrastructure having the following
characteristics:

a. Each Respondent shall maintain a Code of Ethics Oversight Committee
having responsibility for all matters relating to issues arising under that
Respondent’s Code of Ethics. The Code of Ethics Oversight Committee
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52. Recordkeeping. Respondents shall preserve for a period not less than six years
from the end of the fiscal year last used, the first two years in an easily accessible place, any
record of Respondents’ compliance with the undertakings set forth in paragraphs 47 through 52.

53.  Deadlines. For good cause shown, the Commission's staff may extend any of the
procedural dates set forth above.

IVv.

In view of the foregoing, the Commission deems it appropriate in the public interest and
for the protection of investors to impose the sanctions agreed to in Respondents’ Offer.
Accordingly, it is hereby ORDERED, effective immediately, that:

A. Pursuant to Section 203(e) of the Advisers Act, W&R Investment Management is
hereby censured.

B. Pursuant to Section 15(b)(4) of the Exchange Act, W&R is hereby censured.

C. Pursuant to Section 17A(c)(3) of the Exchange Act, W&R Services is hereby
censured.

D. Pursuant to Section 203(k) of the Advisers Act and Section 9(f) of the Investment
Company Act, W&R Investment Management shall cease and desist from committing or causing
any violations and any future violations of Sections 206(1) and 206(2) of the Advisers Act and
Section 17(d) of the Investment Company Act and Rule 17d-1 thereunder.

E. Pursuant to Section 203(k) of the Advisers Act and Section 9(f) of the Investment
Company Act, W&R shall cease and desist from committing or causing any violations and any
future violations of Sections 206(1) and 206(2) of the Advisers Act and Section 17(d) of the
Investment Company Act and Rule 17d-1 thereunder.

F. Pursuant to Section 203(k) of the Advisers Act and Section 9(f) of the Investment
Company Act, W&R Services shall cease and desist from committing or causing any violations
and any future violations of Section 17(d) of the Investment Company Act and Rule 17d-1
thereunder and from causing any violations and any future violations of Sections 206(1) and
206(2) of the Advisers Act.

G. Respondents shall comply with the undertakings set forth in Paragraphs 47
through 52 above.

H. Disgorgement and Civil Money Penalties

1. Respondents shall pay, within 20 days of the entry of this Order, on a joint
and several basis, $40 million in disgorgement plus a civil money penalty of $10 million,
for a total payment of $50 million.
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L Other Obligations and Requirements. Nothing in this Order shall relieve
Respondents or any Waddell & Reed fund of any other applicable legal obligation or
requirement, including any rule adopted by the Commission subsequent to this Order.

By the Commission.

Nancy M. Morris
Secretary

M i

By: Ulil M. Peterson
Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

July 25, 2006

In the Matter of

Solomon Alliance Group, Inc. ORDER OF SUSPENSION OF TRADING

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Solomon Alliance Group,
Inc. because it has not filed any periodic reports since the period ended September 30,
2001.

The Commission 1s of the opinion that the public interest and the protection of
investors require a suspension of trading in the securities of the above-listed company.

Therefore, IT IS ORDERED, pursuant to Section 12(k) of the Securities
Exchange Act of 1934, that trading in securities of the above-listed company is
suspended for the period from 9:30 am. EDT on July 25, 2006, through 11:59 p.m. EDT
on August 7, 2006.

By the Commission.

Nancy M. Morris
Secretary

By: Jill M. Peterson
 Assistant Secretary







II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”’) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section I11.4 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.

I11.
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Dick, age 74, is and has been a certified public accountant licensed to
practice in the State of Indiana. From 1986 to April 2000, Dick was Chief Financial Officer and
Executive Vice President of Conseco, Inc. (“Conseco”). From June 1998 to April 2000, Dick was
Chief Financial Officer for Conseco Finance Corporation (“Conseco Finance”), f/k/a Green Tree
Financial Corporation, a wholly owned subsidiary of Conseco during this period.

2. At all relevant times, Conseco was a financial services holding company,
incorporated in Indiana, with its principal place of business in Carmel, Indiana. Conseco’s business
consisted of two segments: (1) insurance and fee-based businesses (such as mutual funds), and (i1)
finance operations. Conseco’s finance operations were conducted through Conseco Finance, with
Conseco including Conseco Finance’s financial results in its consolidated financial statements.
Conseco’s common stock was registered with the Commission pursuant to Section 12(b) of the
Securities Exchange Act of 1934 (“Exchange Act”), and traded on the New York Stock Exchange.

3. At all relevant times, Conseco Finance was a Delaware corporation with its
principal place of business in Saint Paul, Minnesota. Conseco Finance was a diversified financial
services company with operations that originated, purchased, sold and serviced consumer and
commercial loans throughout the United States. At all relevant times, certain of Conseco Finance’s
securities were registered with the Commission pursuant to Section 12(b) of the Exchange Act.

4, On March 10, 2004, the Commission filed a complaint against Dick and co-
defendant James S. Adams in Securities and Exchange Commission v. Rollin M. Dick and James
S. Adams, Case No. 1:04-CV-0457 SEB-VSS in the United States District Court for the Southern
District of Indiana. On August 30, 2005, the Commission filed an amended complaint against
Dick and Adams in this action. On July 3, 2006, the court entered a Final Judgment permanently
enjoining Dick, by consent, from future violations of Section 17(a) of the Securities Act of 1933,
Section 10(b) and 13(b)(5) of the Exchange Act and Exchange Act Rules 10b-5, 13b2-1 and 13b2-
2, and from aiding and abetting violations of Sections 10(b), 13(a), 13(b)(2)(A) and 13(b)(2)(B) of
the Exchange Act and Exchange Act Rules 10b-5, 12b-20 and 13a-13. The Judgment also ordered
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UNITED STATES OF AM
' before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 54208 / July 25, 2006

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2466 / July 25, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12377

In the Matter of : ORDER INSTITUTING ADMINISTRATIVE

: PROCEEDINGS PURSUANT TO RULE
JAMES S. ADAMS, CPA 102(e¢) OF THE COMMISSION’S RULES OF
: PRACTICE, MAKING FINDINGS, AND
Respondent. : IMPOSING REMEDIAL SANCTIONS
L

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against James
S. Adams (“Respondent” or “Adams”) 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.




II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III.4 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.

I11.
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Adams, age 46, is and has been a certified public accountant licensed to
practice in the State of Indiana. From 1996 to September 2002, Adams was Chief Accounting
Officer, Treasurer, and Senior Vice President of Conseco, Inc. (“Conseco’). From June 1998 to
July 2002, Adams was Chief Accounting Officer for Conseco Finance Corporation (“Conseco
Finance”), f/k/a Green Tree Financial Corporation, a wholly owned subsidiary of Conseco during
this period.

2. At all relevant times, Conseco was a financial services holding company,
incorporated in Indiana, with its principal place of business in Carmel, Indiana. Conseco’s business
consisted of two segments: (1) insurance and fee-based businesses (such as mutual funds), and (i)
finance operations. Conseco’s finance operations were conducted through Conseco Finance, with
Conseco including Conseco Finance’s financial results in its consolidated financial statements.
Conseco’s common stock was registered with the Commission pursuant to Section 12(b) of the
Securities Exchange Act of 1934 (“Exchange Act”), and traded on the New York Stock Exchange.

3. At all relevant times, Conseco Finance was a Delaware corporation with its
principal place of business in Saint Paul, Minnesota. Conseco Finance was a diversified financial
services company with operations that originated, purchased, sold and serviced consumer and
commercial loans throughout the United States. At all relevant times, certain of Conseco Finance’s
securities were registered with the Commission pursuant to Section 12(b) of the Exchange Act.

4, On March 10, 2004, the Commission filed a complaint against Adams and
co-defendant Rollin M. Dick in Securities and Exchange Commission v. Rollin M. Dick and James
S. Adams, Case No. 1:04-CV-0457 SEB-VSS in the United States District Court for the Southern
District of Indiana. On August 30, 2005, the Commission filed an amended complaint against
Adams and Dick in this action. On July 3, 2006, the court entered a Final Judgment permanently
enjoining Adams, by consent, from future violations of Section 17(a) of the Securities Act of 1933,
Section 10(b) and 13(b)(5) of the Exchange Act and Exchange Act Rules 10b-5, 13b2-1 and 13b2-
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UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION
July 25, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12375
In the Matter of
Hancock Holdings, Inc., ORDER INSTITUTING ADMINISTRATIVE
Image World Media, Inc., PROCEEDINGS AND NOTICE OF HEARING
Irving Capital Corp., PURSUANT TO SECTION 12(j) OF THE
Madison Holdings, Inc., SECURITIES EXCHANGE ACT OF 1934
Orion Technologies, Inc.,
Parc Capital Corp., and
Solomon Alliance Group, Inc.,
Respondents.
L

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”).

II.

After an investigation, the Division of Enforcement alleges that:

A. RESPONDENTS

1. Hancock Holdings, Inc. (“Hancock”) (CIK No. 1098970) is a void
Delaware shell corporation located in Washington, D.C. with a class of equity securities
registered with the Commission pursuant to Exchange Act Section 12(g). During June
2000, Hancock changed its name to Transaction Verification Systems, Inc. with the
Delaware Secretary of State, although as of July 17, 2006, the company had not yet
changed its name in the Commission’s records. Hancock is delinquent in its periodic
filings with the Commission, having not filed any periodic reports since it filed a Form
10-QSB for the period ended December 31, 1999, which reported assets of $701. On
February 22, 2000, Hancock became a wholly-owned subsidiary of proposed co-
respondent Orion Technologies, Inc.













Appendix 1

Chart of Delinquent Filings

In the Matter of Hancock Holdings, Inc., et al.

Company Name

Hancock Holdings, Inc.

Total Filings Delinquent

Form Type

10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-0SB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-QOSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-0SB
10-OSB
10-KSB
10-OSB
10-OSB

25

Period
Ended

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

Due Date

05/15/00
08/14/00
12/29/00
02/14/01
05/15/01
08/14/01
12/31/01
02/14/02
05/15/02
08/14/02
12/30/02
02/14/03
05/15/03
08/14/03
12/29/03
02/17/04
05/17/04
08/16/04
12/29/04
02/14/05
05/16/05
08/15/05
12/29/05
02/14/06
05/15/06

Date
Received

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

Months
Delinquent
(rounded up)

Page 1 of 5




Company Name

Image World Media, Inc.

Total Filings Delinquent

Irving Capital Corp.

Form Type

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

18

10-KSB
10-OSB
10-0SB
10-OSB
10-KSB
10-OSB
10-QOSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-0OSB
10-0SB
10-OSB

Period
Ended

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

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

Due Date

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

06/29/01
08/14/01
11/14/01
02/14/02
07/01/02
08/14/02
11/14/02
02/14/03
06/30/03
08/14/03
11/14/03
02/17/04
06/29/04
08/16/04
11/15/04
02/14/05

Date

Received

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

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

Months
Delinquent
(rounded up)

61
59
56
53
48
47
44
41
37
35
32
29
25
23
20
17
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Company Name

Irving Capital Corp.
(continued)

Total Filings Delinquent

Madison Holdings, Inc.

Total Filings Delinquent

Form Type

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

21

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

25

Period
Ended

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

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

Due Date

06/29/05
08/15/05
11/14/05
02/14/06
05/15/06

05/15/00
08/14/00
12/29/00
02/14/01
05/15/01
08/14/01
12/31/01
02/14/02
05/15/02
08/14/02
12/30/02
02/14/03
05/15/03
08/14/03
12/29/03
02/17/04
05/17/04
08/16/04
12/29/04
02/14/05
05/16/05
08/15/05
12/29/05
02/14/06
05/15/06

Date

Received

Not filed
Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Naot filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Months
Delinquent
(rounded up)

13
11
8
5
2

74
71
67
65
62
59
55
53
50
47
43
41
38
35
31
29
26
23
19
17
14
11

[&)]
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‘ Period Date Months
Company Name Form Type Ended Due Date Received Delinquent
(rounded up)

| Orion Technologies, Inc.

10-KSB  12/31/01  04/01/02  Not filed 51
10-QSB  03/31/02  05/15/02  Not filed 50
10-QSB  06/30/02  08/14/02 Not filed 47
10-QSB  09/30/02 11/14/02  Not filed 44
10-KSB  12/31/02  03/31/03  Not filed 40
10-QSB  03/31/03  05/15/03  Not filed 38
10-QSB  06/30/03  08/14/03  Not filed 35
10-QSB  09/30/03  11/14/03  Not filed 32
10-KSB  12/31/03  03/30/04  Not filed 28
10-QSB 03/31/04 05/17/04  Not filed 26
10-QSB  06/30/04 08/16/04  Not filed 23
10-QSB  09/30/04 11/15/04  Not filed 20
10-KSB  12/31/04 03/31/05  Not filed 16
10-QSB  03/31/05 05/15/05  Not filed 14
10-QSB  06/30/05 08/14/05  Not filed 11
10-QSB  09/30/05 11/14/05  Not filed 8
10-KSB  12/31/05 03/31/05  Not filed 16
' 10-QSB  03/31/06  05/15/06  Not filed 2
Total Filings Delinquent 18
Parc Capital Corp.

| 10-QSB  03/31/02 05/15/02  Not filed 50

| 10-QSB  06/30/02  08/14/02  Not filed a7

1 10-KSB ~ 09/30/02 12/30/02  Not filed 43

‘ 10-QSB  12/31/02  02/14/03  Not filed 41

| 10-QSB  03/31/03  05/15/03  Not filed 38
10-QSB 06/30/03 08/14/03  Not filed 35
J0-KSB  09/30/03 12/29/03  Not filed 31
10-QSB  12/31/03  02/17/04  Not filed 29
10-QSB  03/31/04 05/17/04  Not filed 26
10-OSB ~ 06/30/04 08/16/04  Not filed 23
10-KSB ~ 09/30/04 12/29/04  Not filed 19
10-QSB 12/31/04  02/14/05  Not filed 17

Page 4 of 5
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Company Name

Parc Capital Corp.
(continued)

Total Filings Delinquent

Solomon Alliance
Group, Inc.

Total Filings Delinquent

Form Type

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

17

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

18

Period
Ended

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

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

Due Date

05/16/05
08/15/05
12/29/05
02/14/06
05/15/06

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

Date
Received

Not filed
Not filed
Not filed
Not filed
Not filed

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

Months
Delinquent
(rounded up)

14
11
7
5
2

51
50
47
44
40
38
35
32
28
26
23
20
16
14
11

i
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 2538 / July 26, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12383

ORDER INSTITUTING
In the Matter of ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 203(f) OF THE
Michael L. Hershey, INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
Respondent. REMEDIAL SANCTIONS

L.

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 203(f) of the Investment Advisers Act of 1940 (“Advisers Act) against Michael L.
Hershey (“Hershey” or “Respondent”).

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”’) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section II1.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section
203(f) of the Investment Advisers Act of 1940, Making Findings, and Imposing Remedial
Sanctions (“Order”), as set forth below.










UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 26, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12381

In the Matter of

Go Online Networks Corp., : ORDER INSTITUTING

Integrated Communication : PROCEEDINGS AND NOTICE

Networks, Inc., : OF HEARING PURSUANT TO
Keystone Energy Services, Inc., : SECTION 12(j) OF THE
Scottsdale Technologies, Inc., : SECURITIES EXCHANGE ACT
Sienna Broadcasting Corp., and : OF 1934

Triton Network Systems, Inc.,

Respondents.

L.

The Securities and Exchange Commission (“Commission’) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”).

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

1. Go Online Networks Corp. (CIK No. 1056617) is a forfeited Delaware
corporation located in Chatsworth, California with a class of equity securities registered
with the Commission pursuant to Exchange Act Section 12(g). Go Online is delinquent
in its periodic filings with the Commission, having not filed any periodic reports since it
filed a Form 10-Q for the period ended September 30, 2004. As of June 2, 2006, the
company’s common stock (symbol “GONT”) was quoted on the Pink Sheets, had
fourteen market makers, and was eligible for the piggyback exemption of Exchange Act
Rule 15¢2-11(H)(3).

2. Integrated Communication Networks, Inc. (CIK No. 1098300) is a
revoked Nevada corporation located in Aliso Viejo, California with a class of equity
securities registered with the Commission pursuant to Exchange Act Section 12(g).







B. DELINQUENT PERIODIC FILINGS

7. As discussed in more detail above, all of the respondents are delinquent in
their periodic filings with the Commission (see Chart of Delinquent Filings, attached
hereto as Appendix 1), have repeatedly failed to meet their obligations to file timely
pertodic reports, and failed to heed delinquency letters sent to them by the Division of
Corporation Finance requesting compliance with their periodic filing obligations or,
through their failure to maintain a valid address on file with the Commission, did not
receive such letters.

8. Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in pertodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports (Forms 10-K or 10-KSB), and Rule 13a-13 requires issuers to file quarterly
reports (Forms 10-Q or 10-QSB).

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

I1I.

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

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

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

IV.

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

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




If Respondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents may be deemed in default and the proceedings may
be determined against it upon consideration of this Order, the allegations of which may
be deemed to be true as provided by Rules 155(a), 220(f), 221(f), and = ) of the
Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f), and
201.310].

This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means of verifiable delivery.

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

In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

Nancy M. Morris
Secretary

¢ Vi Pnam/

- (Jill M. Peterson
Assistant Secretary

Attachment Q\




Go Online Networks Corp., et al.

Company Name

Go Online Networks
Corp.

Total Filings Delinquent

Integrated
Communication
Networks, Inc.

Appendix 1

Chart of Delinquent Filings

Form Type

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

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

Period
Ended

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

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

© 03/31/04

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

02/14/05
05/16/05
08/15/05
11/14/05
02/14/06
05/15/06

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

Date

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

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

Months
Delinquent
Due Date Received (rounded up)

17
14
11

63
62
59
56
51
50
47
44
40
38
35
32
28
26
23
20
16
14
11
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-_.-- e

Months
Period Date Delinquent
Company Name Form Type Ended Due Date Received (rounded up)
Integrated
Communication
Networks, Inc.
10-K 12/31/05 03/31/06 Not filed 4
10-0 03/31/06 05/15/06 Not filed 2
Total Filings Delinquent 22
Keystone Energy
Services, Inc.
10-QSB 12/31/99 02/14/00 Not filed 77
10-OQSB 03/31/00 05/15/00 Not filed 74
10-OSB 06/30/00 08/14/00 Not filed 71
10-KSB 09/30/00 12/29/00 Not filed 67
10-QSB 12/31/00 02/14/01 Not filed 65
10-QSB 03/31/01 05/15/01 Not filed 62
10-OQSB 06/30/01 08/14/01 Not filed 59
10-KSB 09/30/01 12/31/01 Not filed 55
10-QSB 12/31/01 02/14102 Not filed 53
10-QSB 03/31/02 05/15/02 Not filed 50
10-OSB 06/30/02 08/14/02 Not filed 47
10-KSB 09/30/02 12/30/02 Not filed 43
10-OSB 12/31/02 02/14/03 Not filed 41
10-OSB 03/31/03 05/15/03 Not filed 38
10-QSB 06/30/03 08/14/03 Not fited 35
J10-KSB 09/30/03 12/29/03 Not filed 31
10-OQSB 12/31/03 02/16/04 Not fited 29
10-OSB 03/31/04 05/17/04 Not filed 26
10-OSB 06/30/04 08/16/04 Not filed 23
10-KSB 09/30/04 12/29/04 Not filed 19
10-OSB 12/31/04 02/14/05 Not filed 17
10-OSB 03/31/05 05/16/05 Not fited 14
10-QSB 06/30/05 08/15/05 Not filed 11
10-KSB 09/30/05 12/29/05 Not filed 7
10-OSB 12/31/05 02/14/06 Not filed 5
10-QSB 03/31/06 05/15/06 Not filed 2

‘ [ Total Filings Delinquent 26







. Months
Period Date Delinquent
Company Name Form Type  Ended Due Date Received (rounded up)
Scottsdale
Technologies, Inc.
10-QSB 03/31/06  05/15/06  Not filed 2
10-QSB 03/31/06  05/15/06  Not filed 2
Total Filings Delinquent 36
Sienna Broadcasting
Corp.
10-KSB 12/31/02  03/31/03  Not filed 40
10-OSB 03/31/03  05/15/03  Not filed 38
10-QSB 06/30/03 08/14/03  Not filed 35
10-QSB 09/30/03  11/14/03  Not filed 32
10-KSB 12/31/03  03/30/04  Not filed 28
10-QSB 03/31/04 05/17/04  Not filed 26
10-OSB 06/30/04  08/16/04  Not filed 23
10-QSB 09/30/04 11/15/04  Not filed 20
. 10-KSB 12/31/04  03/31/05  Not filed 16
10-OSB 03/31/05 05/16/05 Not filed 14
10-OSB 06/30/05 08/15/05  Not filed 11
10-QSB 09/30/05 11/14/05  Not filed 8
10-KSB 12/31/05 03/31/06  Not filed 4
10-OSB 03/31/06  05/15/06  Not filed 2
Total Filings Delinquent 13
Triton Network
Systems, Inc.
10-Q 06/30/02  08/14/02 Not filed 47
10-Q 09/30/02 11/14/02 Not filed 44
10-K 12/31/02  03/31/03  Not filed 40
10-Q 03/31/03  05/15/03  Not filed 38
10-Q 06/30/03  08/14/03  Not filed 35
10-Q 09/30/03  11/14/03  Not filed 32
10-K 12/31/03  03/30/04  Not filed 28
10-Q 03/31/04 05/17/04  Not filed 26
10-Q 06/30/04 08/16/04  Not filed 23
10-Q 09/30/04 11/15/04  Not filed 20
‘ 10-K 12/31/04  03/31/05  Not filed 16
10-Q 03/31/05 05/16/05  Not filed 14
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Company Name

Triton Network
Systems, Inc.

Total Filings Delinquent

Form Type

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

16

Period
Ended

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

Date

Months
Delinquent

Due Date Received (rounded up)

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

Not filed
Not filed
Not filed
Not filed

11

H

Page 5 of 5




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

July 26, 2006

IN THE MATTER OF

Andover Apparel Group, Inc.,
Applied Computer Technology, Inc.,
Country World Casinos, Inc.

Digital Transmission Systems, Inc.,
EWRX Internet Systems, Inc.,

Go Online Networks Corp.,
Integrated Communication

Networks, Inc. :
Keystone Energy Services, Inc., : ORDER OF SUSPENSION

Microbest, Inc., : OF TRADING
Midway Airlines Corp. :
Mobilemedia Corp.

Neometrix Technology Group, Inc.,
Photran Corp.,

Scottsdale Technologies, Inc.,
Sienna Broadcasting Corp.,

Triton Network Systems, Inc., and
Western Pacific Airlines, Inc.

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Andover Apparel Group,
Inc. because it has not filed any periodic reports since the period ended November 30,
1998.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Applied Computer
Technology, Inc. (n/k/a Amigula, Inc.) because it has not filed any periodic reports since
the period ended June 30, 1998.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Country World Casinos,
Inc. because it has not filed any periodic reports since the period ended March 31, 2001.




It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Digital Transmission
Systems, Inc. because it has not filed any periodic reports since the period ended March
31, 2002.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of EWRX Internet Systems,
Inc. (n/k/a iMusic International, Inc.) because it has not filed any periodic reports since
the period ended September 30, 2000.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Go Online Networks Corp.
because it has not filed any periodic reports since the period ended September 30, 2004.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Integrated Communication
Networks, Inc. because it has not filed any periodic reports since the period ended
September 30, 2000.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Keystone Energy Services,
Inc. because it has not filed any periodic reports since December 3, 1999,

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Microbest, Inc. because it
has not filed any periodic reports since the period ended September 30, 2002.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Midway Airlines Corp.
because it has not filed any periodic reports since the period ended June 30, 2001.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Mobilemedia Corp. because
it has not filed any periodic reports since the period ended September 30, 1996.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Neometrix Technology
Group, Inc. because it has not filed any periodic reports since the period ended July 31,
2004.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Photran Corp. because it
has not filed any periodic reports since the period ended September 30, 1998.




It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Scottsdale Technologies,
Inc. because it has not filed any periodic reports since December 11, 1997.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Sienna Broadcasting Corp.
(n/k/a Contemporary Solutions, Inc.) because it has not filed any periodic reports since
September 30, 2002.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Triton Network Systems,
Inc. because it has not filed any periodic reports since the period ended March 31, 2002.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Western Pacific Airlines,
Inc. because it has not filed any periodic reports since the period ended September 30,
1997.

The Commission is of the opinion that the public interest and the protection of
investors require a suspension of trading in the securities of the above-listed companies.

Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act
of 1934, that trading in the above-listed companies, including trading in the debt
securities of Country World Casinos, Inc., Midway Airlines Corp., and Mobilemedia
Corp., is suspended for the period from 9:30 a.m. EDT on July 26, 2006, through 11:59
p-m. EDT on August 8, 2006.

By the Commission.

Nancy M. Morris
Secretary

By: dill M. Peterson
Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 26, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12379

In the Matter of

Andover Apparel Group, Inc., : ORDER INSTITUTING

Applied Computer Technology, Inc., : PROCEEDINGS AND NOTICE
Country World Casinos, Inc., : OF HEARING PURSUANT TO
EWRX Internet Systems, Inc., : SECTION 12(j) OF THE
Mobilemedia Corp., and : SECURITIES EXCHANGE ACT
Photran Corp. : OF 1934
Respondents.
I.

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”).

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

1. Andover Apparel Group, Inc. (f/k/a Andover Togs, Inc.) (CIK No.
793029) is a void Delaware corporation located in New York, New York with a class of
equity securities registered with the Commission pursuant to Exchange Act Section
12(g). Andover is delinquent in its periodic filings with the Commission, having not filed
a periodic report since it filed a Form 10-K for the period ended November 30, 1998,
which reported net losses of $1.2 million. As of June 2, 2006, the company’s common
stock (symbol “ATOQ”) was quoted on the Pink Sheets, had three market makers, and
was eligible for the piggyback exemption of Exchange Act Rule 15¢2-11(£)(3).

2. Applied Computer Technology, Inc. (n/k/a Amigula, Inc.) (CIK No.
946244) is a Colorado corporation located in Toronto, Ontario, Canada with a class of
equity securities registered with the Commission pursuant to Exchange Act Section
12(g). Applied Computer is delinquent in its periodic filings with the Commission,

,f 4



having not filed a periodic report since it filed a Form 10-QSB for the period ended June
30, 1998, which reported a net loss from operations of $1.6 million for the prior six
months. It has also failed to change its name in the Commission’s records to its new
name, Amigula, Inc., as required. As of June 2, 2006, the company’s common stock
(symbol “AMJL”) was quoted on the Pink Sheets, had seven market makers, and was
eligible for the piggyback exemption of Exchange Act Rule 15¢2-11(£)(3).

3. Country World Casinos, Inc. (CIK No. 713443) is a revoked Nevada
corporation located in Bala Cynwyd, Pennsylvania with a class of equity securities
registered with the Commission pursuant to Exchange Act Section 12(g). Country World
1s delinquent in its periodic filings with the Commission, having not filed a periodic
report since it filed a Form 10-QSB for the period ended March 31, 2001, which reported
that the company had generated no revenues from operations since its inception, and
continued to incur losses of $200,000 per month, with a working capital deficit of over
$16 million. As of June 2, 2006, the company’s common stock (symbol “CWRC”) was
traded on the over-the-counter markets.

4. EWRX Internet Systems, Inc. (n/k/a iMusic International, Inc.) (CIK No.
1088949) is a delinquent Nevada corporation located in Vancouver, British Columbia,
Canada with a class of securities registered with the Commission pursuant to Exchange
Act Section 12(g). EWRX is delinquent in its periodic filings with the Commission,
having not filed a periodic report since it filed a Form 10-QSB for the period ending
September 30, 2000, which reporte a cumulated net loss since inception of $5.1 million.
It has also failed to change its name in the Commission’s records to its new name, iMusic
International, Inc., as required. As of June 30, 2006, the company’s common stock
(symbol “IMSC”) was quoted on the Pink Sheets, had three market makers, and was
eligible for the piggyback exemption of Exchange Act Rule 15¢2-11(f)(3).

5. Mobilemedia Corp. (CIK No. 912091) is a dissolved Delaware
corporation located in Fort Lee, New Jersey with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Mobilemedia is delinquent in its
periodic filings with the Commission, having not filed a periodic report since it filed a
Form 10-Q for the period ending September 30, 1996, which reported a loss of $188
million for the previous nine months. On January 30, 1997, Mobilemedia filed a Chapter
11 bankruptcy proceeding in the U.S. Bankruptcy Court for the District of Delaware that
was terminated on February 12, 2001. The company’s stock does not publicly trade.

6. Photran Corp. (CIK No. 894906) 1s an inactive Minnesota corporation
located in Lakeville, Minnesota with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). Photran is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
Form 10-QSB for the period ended September 30, 1998, which reported a net loss of $3.3
million for the prior three months. As of June 2, 2006, the company’s common stock
(symbol “PHTA”) was quoted on the Pink Sheets, had two market makers, and was
eligible for the piggyback exemption of Exchange Act Rule 15¢2-11(f)(3).




B. DELINQUENT PERIODIC FILINGS

7. As discussed in more detail above, all of the respondents are delinquent in
their periodic filings with the Commission (see Chart of Delinquent Filings, attached
hereto as Appendix 1), have repeatedly failed to meet their obligations to file timely
periodic reports, and failed to heed delinquency letters sent to them by the Division of
Corporation Finance requesting compliance with their periodic filing obligations or,
through their failure to maintain a valid address on file with the Commission as required
by Commission rules, did not receive such letters.

8. Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports (Forms 10-K or 10-KSB), and Rule 13a-13 requires issuers to file quarterly
reports (Forms 10-Q or 10-QSB).

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

111.

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

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

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

IVv.

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

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



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

This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means of verifiable delivery.

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

In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

Nancy M. Morris
Secretary

Attachment a‘ww W

M. Peterson
.~ Assistant Secretary




. Appendix 1

Chart of Delinquent Filings
Andover Apparel Group, Inc., et al.

Months
Delinquent
Period Date (rounded
Company Name Form Type  Ended Due Date Received up)
Andover Apparel
Group, Inc.
10-Q 02/28/99  04/14/99  Not filed 87
10-Q 05/31/99 07/15/99  Not filed 84
10-Q 08/31/99  10/15/99 - Not filed 81
10-K 11/30/99  02/28/00  Not filed 77
10-Q 02/29/00  04/14/00  Not filed 75
10-Q 05/31/00  07/17/00  Not filed 72
10-Q 08/31/00 10/16/00  Not filed 69
10-K 11/30/00  02/28/01  Not filed 65
10-Q 02/28/01  04/16/01  Not filed 63
10-Q 05/31/01  07/16/01  Not filed 60
10-Q 08/31/01  10/15/01  Not filed 57
‘ 10K 11/30/01  02/28/02  Not filed 53
10-Q 02/28/02  04/15/02  Not filed 51
10-Q 05/31/02  07/15/02  Not filed 48
10-Q 08/31/02  10/15/02  Not filed 45
10-K 11/30/02  02/28/03  Not filed 41
10-Q 02/28/03  04/14/03  Not filed 39
10-Q 05/31/03  07/15/03  Not filed 36
10-Q 08/31/03  10/15/03  Not filed 33
10-K 11/30/03  03/01/04  Not filed 28
10-Q 02/29/04  04/14/04  Not filed 27
10-Q 05/31/04  07/15/04  Not filed 24
10-Q 08/31/04  10/15/04  Not filed 21
10-K 11/30/04  02/28/05  Not filed 17
10-Q 02/28/05 04/14/05  Not filed 15
10-Q 05/31/05 07/15/05  Not filed 12
10-Q 08/31/05 10/17/05  Not filed 9
10-K 11/30/05  02/28/06  Not filed 5
10-Q 02/28/06  04/14/06  Not filed 3
10-Q 05/31/06  07/17/06  Not filed 0

' Total Filings Delinquent 30
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Company Name

Applied Computer
Technology, Inc.

Total Filings Delinquent

Form Type

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

31

Period
Ended

09/30/98
12/31/98
03/31/99
06/30/99
09/30/99
12/31/99
03/31/00
06/30/00
09/30/00
12/31/00
03/31/01
06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06

Due Date Received

11/16/98
03/31/99
05/17/99
08/16/99
11/15/99
03/30/00
05/15/00
08/14/00
11/14/00
04/02/01
05/15/01
08/14/01
11/14/01
04/01/02
05/15/02
08/14/02
11/14/02
03/31/03
05/15/03
08/14/03
11/14/03
03/30/04
05/17/04
08/16/04
11/15/04
03/31/05
05/16/05
08/15/05
11/14/05
03/31/06
05/15/06

Date

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

Months

Delinquent
(rounded

up)

92
88
86
83
80
76
74
71
68
63
62
59
56
51
50
47
44
40
38
35
32
28
26
23
20
16

11
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Months
Delinquent

Period Date (rounded
Company Name Form Type Ended Due Date Received up)
Country World
Casinos, Inc.
10-KSB 06/30/01  09/28/01  Not filed 58
10-QSB 09/30/01  11/14/01  Not filed 56
10-QSB 12/31/01  02/14/02  Not filed 53
10-QSB 03/31/02  05/15/02  Not filed 50
10-KSB 06/30/02  09/30/02  Not filed 46
10-QSB 09/30/02  11/14/02  Not filed 44
10-OSB 12/31/02  02/14/03  Not filed 41
10-OSB 03/31/03  05/15/03  Not filed 38
10-KSB 06/30/03  09/29/03  Not filed 34
10-OSB 09/30/03  11/14/03  Not filed 32
10-QSB 12/31/03  02/17/04  Not filed 29
10-OSB 03/31/04  05/17/04  Not filed 26
10-KSB 06/30/04  09/28/04  Not filed 22
10-OSB 09/30/04  11/15/04  Not filed 20
10-QOSB 12/31/04  02/14/05  Not filed 17
‘ 10-QSB 03/31/05 05/16/05  Not filed 14
10-KSB 06/30/05  09/28/05  Not filed 10
10-QSB 09/30/05  11/14/05  Not filed 8
10-QSB 12/31/05  02/14/06  Not filed 5
10-QOSB 03/31/06  05/15/06  Not filed 2
Total Filings Delinquent 20
EWRX Internet
Systems, Inc.
10-KSB 12/31/00  04/02/01  Not filed 63
10-QSB 03/31/01  05/15/01  Not filed 62
10-QSB 06/30/01 08/14/01 Not filed 59
10-QOSB 09/30/01 11/14/01 Not filed 56
10-KSB 12/31/01 04/01/02  Not filed 51
10-QSB 03/31/02  05/15/02  Not filed 50
10-QSB 06/30/02 08/14/02  Not filed 47
10-OQSB 09/30/02  11/14/02  Not filed 44
10-KSB 12/31/02  03/31/03  Not filed 40
10-QSB 03/31/03  05/15/03  Not filed 38
10-QSB 06/30/03  08/14/03  Not filed 35
‘ 10-QSB 09/30/03  11/14/03  Not filed 32
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Months
Delinquent
Period Date (rounded

Company Name Form Type Ended DueDate Received up)
EWRX Internet
Systems, Inc.
10-KSB 12/31/03  03/30/04  Not filed 28
10-OSB 03/31/04  05/17/04  Not filed 26
10-QSB 06/30/04 08/16/04  Not filed 23
10-QSB 09/30/04  11/15/04  Not filed 20
10-KSB 12/31/04  03/31/05  Not filed 16
10-OSB 03/31/05 05/16/05  Not filed 14
10-QSB 06/30/05 08/15/05  Not filed 11
10-QSB 09/30/05  11/14/05  Not filed 8
10-KSB 12/31/05 03/31/06  Not filed 4
10-OSB 03/31/06  05/15/06  Not filed 2
Total Filings Delinquent 22
Mobilemedia Corp.
‘ 10-K 12/31/01  04/01/02  Not filed 51
10-Q 03/31/02  05/15/02  Not filed 50
10-Q 06/30/02  08/14/02  Not filed 47
10-Q 09/30/02  11/14/02  Not filed 44
10-K - 12/31/02 03/31/03  Not filed 40
10-Q 03/31/03  05/15/03  Not filed 38
10-Q 06/30/03  08/14/03  Not filed 35
10-Q 09/30/03  11/14/03  Not filed 32
10-K 12/31/03  03/30/04  Not filed 28
10-Q 03/31/04  05/17/04  Not filed 26
10-Q 06/30/04  08/16/04  Not filed 23
10-Q 09/30/04  11/15/04  Not filed 20
10-K 12/31/04  03/31/05  Not filed 16
10-Q 03/31/05 05/16/05 Not filed 14
10-Q 06/30/05 08/15/05  Not filed 11
10-Q 09/30/05 11/14/05 Notfiled 8
10-K 12/31/05 03/31/06  Not filed 4
10-Q 03/31/06  05/15/06  Not filed 2
Total Filings Delinquent 18
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Company Name

Photran Corp.

‘ Total Filings Delinquent

Form Type

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

16

Period
Ended

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

Due Date Received

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

Date

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

Months
Delinquent
(rounded

up)

47
44
40
38
35
32
28
26
23
20
16
14
11

S
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UNITED STATES OF AME
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 54235/ July 28, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12160

In the Matter of
ORDER MAKING FINDINGS AND
JEFFREY G. NUNEZ, IMPOSING REMEDIAL SANCTIONS
Respondent.

I.

On January 25, 2006, the Securities and Exchange Commission (the “Commission”)
instituted public administrative proceedings against Jeffrey G. Nunez (‘“Respondent”) pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (the “Exchange Act”).

1L

In response to the institution of these administrative proceedings, Respondent has
submitted an Offer of Settlement (the “Offer”’) which the Commission has determined to accept.
Solely for the purpose of these proceedings and any other proceedings brought by or on behalf of
the Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III.2, which are admitted, Respondent consents
to the entry of this Order Making Findings and Imposing Remedial Sanctions (the “Order”), as set
forth below.

I11.

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

1. Respondent was a registered representative of Providential Securities, Inc.
(Providential) from November 10, 1999 through September 15, 2000. At the time of Respondent’s
employment, Providential was a broker-dealer registered with the Commission. Respondent, 46
years old, is a resident of Austin, Texas.




2. On January 9, 2006, a final judgment was entered by default against
Respondent in Securities and Exchange Commission v. Morgan Cooper, et al., Civil Action
Number 1:05CV0207, U.S. District Court for the District of Columbia. That final judgment
permanently enjoined him from future violations of Sections 5(a) and 5(c) of the Securities Act of
1933 (“Securities Act”).

3. The Commission’s Complaint alleged that, during the Spring and Summer
of 2000, Respondent participated in an unregistered distribution of securities in violation of
Sections 5(a) and 5(c) of the Securities Act. The distribution occurred in connection with a reverse
merger of a privately-held company into an existing publicly-held shell and the subsequent sale of
hundreds of thousands of shares of the company to the public in transactions that were not
registered with the Commission as Section 5 of the Securities Act requires. Respondent attended
meetings where fundraising for the public company was discussed and at which he learned about
the reverse merger and the plan to distribute the shares to the public. Respondent then acted as the

~ securities broker for a brokerage account used as a depository for many of the shares that he, in

turn, sold to several of his customers in unregistered transactions.

4. Respondent undertakes to provide the Commission, within ten days after the
end of his six-month suspension period described below, an affidavit that he has fully complied
with the sanction imposed in paragraph IV.A, below.

IV.

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

Accordingly, it is hereby ORDERED:

A. Pursuant to Section 15(b)(6) of the Exchange Act that Respondent Jeffrey G. Nunez
be, and hereby is, suspended from association with any broker or dealer for a period
of six months, effective on the second Monday following entry of the Order.

B. Respondent shall comply with the undertaking enumerated in Section II1.4 above.

By the Commission

Nancy M. Morris
Secretary

t
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2 Assistant Secretary

By: J. Lynn Tevior




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 26, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12380

In the Matter of

Digital Transmission Systems, Inc., : ORDER INSTITUTING

Microbest, Inc., : PROCEEDINGS AND NOTICE
Midway Airlines Corp., : OF HEARING PURSUANT TO
Neometrix Technology : SECTION 12(j) OF THE
Group, Inc., and : SECURITIES EXCHANGE ACT
Western Pacific Airlines, Inc., : OF 1934
Respondents.
I

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”).

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

1. Digital Transmission Systems, Inc. (CIK No. 1005179) is a void Delaware
corporation located in Duluth, Georgia with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). Digital Transmission is delinquent
in its periodic filings with the Commission, having not filed a periodic report since it filed
a Form 10-Q for the period ended March 31, 2002, which reported that the company had
a loss from continuing operations of over $1.1 million for the previous nine months. As
of June 2, 2006, the company’s common stock (symbol “DTSX”’) was quoted on the Pink
Sheets, had five market makers, and was eligible for the piggyback exemption of
Exchange Act Rule 15¢2-11(f)(3).

2. Microbest, Inc. (CIK No. 1098560) is an inactive Minnesota corporation
located in West Palm Beach, Florida with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). Microbest is delinquent in its




periodic filings with the Commission, having not filed a periodic report since it filed a
Form 10-QSB for the period ended September 30, 2002, which reported that the company
had a net loss of $2.4 million for the previous 33 months, and had not generated sufficient
revenues to cover its expenses since its inception. As of June 2, 2006, the company’s
common stock (symbol “MBST”) was quoted on the Pink Sheets, had five market
makers, and was eligible for the piggyback exemption of Exchange Act Rule 15¢2-

11(H)(3).

3. Midway Airlines Corp. (CIK No. 946323) is a void Delaware corporation
located in Morrisville, North Carolina with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). Midway is delinquent in its
periodic filings with the Commission, having not filed a periodic report since it filed a
Form 10-Q for the period ended June 30, 2001, which reported that the company had a
net loss of $7 million for the previous 3 months. On August 13, 2001, Midway filed a
Chapter 11 bankruptcy petition in the U.S. Bankruptcy Court for the Eastern istrict of
North Carolina, which was converted to a Chapter 7 proceeding on October 30, 2003, and
has now been terminated. As of June 2, 2006, the company’s common stock (symbol
“MDWYQ”) was traded on the over-the-counter markets.

4. Neometrix Technology Group, Inc. (CIK No. 1059137) is a void Delaware
corporation located in Lutz, Florida with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). Neometrix is delinquent in its
periodic filings with the Commission, having not filed a periodic report since it filed a
Form 10-QSB for the period ended July 31, 2004, which reported that the company had a
net loss from operations of $1.6 million for the prior nine months. As of June 2, 2006,
the company’s common stock (symbol “NMTX”) was quoted on the Pink Sheets, had six
market makers, and was eligible for the piggyback exemption of Exchange Act Rule
15¢2-11(H)(3).

5. Western Pacific Airlines, Inc. (CIK No. 930239) is an forfeited Delaware
corporation located in Colorado Springs, Colorado with a class of equity securities
registered with the Commission pursuant to Exchange Act Section 12(g). Western
Pacific is delinquent in its periodic filings with the Commission, having not filed a
periodic report since it filed a Form 10-Q for the period ending September 30, 1997,
which reported a net loss of $35 million for the previous six months. The company filed
a Chapter 11 bankruptcy petition on October 5, 1997, that was converted to a Chapter 7
proceeding on July 6, 1998. As of June 2, 2006, the company’s common stock (symbol
“WPACQ”) was quoted on the Pink Sheets, had three market makers, and was eligible
for the piggyback exemption of Exchange Act Rule 15¢2-11(f)(3).

B. DELINQUENT PERIODIC FILINGS

6. As discussed in more detail above, all of the respondents are :linquent in
their periodic filings with the Commission (see Chart of Delinquent Filings, attached
hereto as Appendix 1), have repeatedly failed to meet their obligations to file timely
periodic reports, and failed to heed delinquency letters sent to them by the Division of
Corporation Finance requesting compliance with their periodic filing obligations or,




through their failure to maintain a valid address on file with the Commission as required
by Commission rules, did not receive such letters.

7. Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
1s voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports (Forms 10-K or 10-KSB), and Rule 13a-13 requires issuers to file quarterly
reports (Forms 10-Q or 10-QSB).

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

II1.

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

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

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

Iv.

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

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

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




This Order shall be served forthwith upon Respondents personally o1y certified,
registered, or Express Mail, or by other means of verifiable delivery.

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

In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

Nancy M. Morris
Secretary

Attachment (: :14'114/ \’71 \fQ/@fv@ N,
By: Uill M. Peterson
Assistant Secretary




. Appendix 1

Chart of Delinquent Filings
Digital Transmission Systems, Inc., et al.

Months
Delinquent
Period Date (rounded
Company Name Form Type Ended Due Date Received up)
Digital Transmission

Systems, Inc.

10-K 06/30/02  09/30/02  Not filed 46

10-0 09/30/02  11/14/02  Not filed 44

10-0 12/31/02  02/14/03  Not filed 41

10-0 03/31/03  05/15/03  Not filed 38

10-K 06/30/03  09/29/03  Not filed 34

10-Q 09/30/03  11/14/03  Not filed 32

10-Q 12/31/03  02/17/04  Not filed 29

10-0 03/31/04  05/17/04  Not filed 26

10-K 06/30/04  09/28/04  Not filed 22

10-Q 09/30/04  11/15/04  Not filed 20

10-0 12/31/04  02/14/05  Not filed 17

‘ 10-0 03/31/05 05/16/05  Not filed 14

10-K 06/30/05  09/28/05  Not filed 10

10-Q 09/30/05 11/14/05  Not filed 8

10-Q 12/31/05 02/14/06  Not filed 5

10-Q 03/31/06  05/15/06  Not filed 2

Total Filings Delinquent 15

Microbest, Inc.

10-KSB 12/31/02  03/31/03  Not filed 40

10-OSB 03/31/03  05/15/03  Not filed 38

10-OSB 06/30/03  08/14/03  Not filed 35

10-QSB 09/30/03  11/14/03  Not filed 32

10-KSB 12/31/03  03/30/04  Not filed 28

10-QSB 03/31/04 05/17/04  Not filed 26

10-QSB 06/30/04 08/16/04  Not filed 23

10-QSB 09/30/04  11/15/04  Not filed 20

10-KSB 12/31/04  03/31/05  Not filed 16

10-OSB 03/31/05 05/16/05  Not filed 14

‘ 10-OSB 06/30/05 08/15/05  Not filed 1
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Company Name

Microbest, Inc.

Total Filings Delinquent

Midway Airlines Corp-

Total Filings De\inquent

Neometrix Technology
Group, Inc-

Total Filings Delinquent

Form Type

10-0SB
10-KSB
10-OSB

14

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

19

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

period
Ended

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

00/30/01
12/31/01
03/31/02
06/30/02
09/30/02
42/31/02
03/31/03
06/30/03
00/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06

10/31/04
01/31/05
04/30/05
07/31/05
10/31/05
01/31/06

Due Date

11/14/05
03/31/06
05/15/06

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

01/31/05
03/17/05
06/14/05
09/14/05
01/30/06
03/17/06

Months
Deﬁnquent
Date (rounded
Received up)
Not filed 8
Not filed 4
Not filed 2
Not filed 56
Not filed 51
Not filed 50
Not filed A7
Not fited A4
Not filed 40
Not filed 38
Not filed 35
Not fited 32
Not filed 28
Not filed 26
Not filed 23
Not filed 20
Not filed 16
Not filed 14
Not filed 11
Not filed 8
Not filed 4
Not filed 2
Not filed 18
Not filed 16
Not filed 13
Not filed 10
Not filed 6
Not fited 4



Company Name

Western Pacific Airlines,
Inc.

‘ Total Filings Delinquent

Form Type

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

34

Period
Ended

12/31/97
03/31/98
06/30/98
09/30/98
12/31/98
03/31/99
06/30/99
09/30/99
12/31/99
03/31/00
06/30/00
09/30/00
12/31/00
03/31/01
06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06

Due Date Received

03/31/98
05/15/98
08/14/98
11/16/98
02/15/99
05/17/99
08/16/99
11/15/99
02/14/00
05/15/00
08/14/00
11/14/00
02/14/01
05/15/01
08/14/01
11/14/01
02/14/02
05/15/02
08/14/02
11/14/02
02/14/03
05/15/03
08/14/03
11/14/03
02/16/04
05/17/04
08/16/04
11/15/04
02/14/05
05/16/05
08/15/05
11/14/05
02/14/06
05/15/06

Date

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

Months
Delin
(rounded

up)

100
98
95
92
89
86
83
80
77
74
71
68
65
62
59
56
53
50
47
44
41
38
35
32
29
26
23
20
17
14
11
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UNITED STATES OF AMERI(
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 54234 / July 28, 2006

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2468 / July 28, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12385

In the Matter of ORDER INSTITUTING CEASE-AND-DESIST
PROCEEDINGS, MAKING FINDINGS, AND
Eric A. McAfee, IMPOSING A CEASE-AND-DESIST ORDER
PURSUANT TO SECTION 21C OF THE
Respondent. SECURITIES EXCHANGE ACT OF 1934
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 Eric A. McAfee (“McAfee” or “Respondent”).

IL.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting Cease-
and-Desist Proceedings, Making Findings, and Imposing a Cease-and-Desist Order Pursuant to
Section 21C of the Securities Exchange Act of 1934 (“Order”), as set forth below.

III.







5. In January 2002, the company refocused its operations on providing satellite services to
rural markets, including energy companies. In November 2002, the directors of the privately-held
company, by then re-named Verdisys, installed McAfee as the CEO to revamp operations.
McAfee narrowed Verdisys’ activities to the business of oil and gas field services. In the Spring of
2003, the headquarters of the company was moved to Houston, Texas and a new CEO was
installed in March 2003. In the Spring of 2003, in a transaction arranged by McAfee, then a
director of the company, Verdisys issued two million shares of stock, purportedly as consideration
for software represented to monitor conditions within oil and gas well bores. At that time, McAfee
also negotiated Verdisys’ acquisition of a license to use patented lateral drilling technology.*
McA fee then negotiated Verdisys’ reverse merger with a dormant, publicly traded shell company.

Misleading Disclosures Regarding Compensation Expense

6. On September 29, 2003, Verdisys filed a Form 8-K/A to announce the completion of its
reverse merger, and included financial statements for the surviving entity. A footnote to the
financial statements advised that in April 2003, Verdisys issued two million shares of common
stock, valued at $1 million, ostensibly to acquire software, but that the software had been deemed
not useful, and Verdisys was therefore recording an impairment expense of $1 million.

7. McAfee had convinced the Verdisys board to purchase the software by claiming it would
allow the remote monitoring of oil and gas wells, which would complement Verdisys’ sales of
broadband satellite links to oil and gas companies. McAfee controlled the company selling the
software, and he knew that the software only screened job applications and resumes of health
care executives and did not monitor conditions in oil and gas wells. McAfee did not tell the
company’s directors that the transaction compensated a stock promoter, who received half of the
two million shares.” As a result, McAfee caused Verdisys, essentially a start-up company, to not
disclose that it had issued one million shares and incurred a compensation expense of $500,000,
to retain the promoter, before it could claim significant assets, revenues or business operations.

Misleading Disclosures Regarding Revenues

8. Verdisys delayed the filing of its quarterly report for the quarter ended September 30,
2003 (the “3Q Form 10-QSB”), after its auditor raised revenue recognition issues concerning a
material $1.5 million receivable related to the company’s largest drilling contract. While the
filing was in abeyance, McAfee caused Verdisys to issue an earnings release predicting the
company would soon report record earnings.

¢ As described by Verdisys wn periodic reports filed with the SEC, the technology pumped drilling fluids at

high pressure through flexible hydraulic hoses and out a high-pressure nozzle, cutting new lateral channels from an
original vertical well bore, to enhance the flow from previously tapped reservoirs of oil and gas or to reach new
TESEIVOIrs.

5

McAfee beneficially received 230,000 restricted shares, and the other shareholders of the software
corporation received the remaining 770,000 shares.







SECURITIES AND EXCHANGE COMMISSION
Release No. 34-54240

July 31, 2006
In the Matter of the Application of
The Nasdaq Stock Market, Inc. and The NASDAQ Stock Market LLC
For Section 12(b) Registration On Behalf Of Certain Issuers
I Introduction

On January 13, 2006, the Commission approved the application of the Nasdaq
Stock Market, Inc. (“Nasdaq”) to register one of its subsidiaries, The NASDAQ Stock
Market LLC (“Nasdaq Exchange”), as a national securities exchange.! Currently,
companies listed on Nasdaq have one or more classes of equity securities registered
under Section 12(g)2 of the Securities Exchange Act of 1934 (“Exchange Act?),’
registered under Section 12(b) of the Exchange Act” for listing on another national
securities exchange, or exempt from registration pursuant to Section 12(g)(2)(B) or
12(g)(2)(G) of the Exchange Act’ or Rule 12 g3-2(b) promulgated under the Exchange
Act® as permitted under NASD Rules 4310 and 4320. Under Section 12(a) of the
Exchange Act,’ brokers and dealers are prohibited from effecting transactions in a
security on a national securities exchange unless it has been registered under Section

12(b) of the Exchange Act.

! See Release No. 34-53128 (January 13, 2006) [71 FR 3550].

2 15 U.S.C. 781(g).

3 15U.S.C. 78a et seq.

¢ 15 U.S.C. 781(b).

> 15 U.S.C. 781(g)(2)(B) or 781(g)(2)(G).
6 17 CFR 240.12g3-2(b).

7 15 U.S.C. 78I(a).










1I. Statutory Standards

Section 12(a) of the Exchange Act makes it unlawful for an exchange member,
broker, or dealer to effect any transaction in any security (other than an exempted
security) on a national securities exchange unless a registration is effective with respect
to that security on the exchange in accordance with the provisions of Section 12 and the
rules and regulations promulgated under Section 12. Exchange Act Section 12(b) and
related rules prescribe the form and content of the application that may be used to register
a security on a national exchange. However, Section 12(c)"® permits the Commission to
require alternative information in lieu of the informational requirements of Section 12(b)
if, in the judgment of the Commission, some or all of the information required under
Section 12(b) 1s “inapplicable to any specified class or classes of issuers” and the
substitute information is of comparable character as the Commission may deem
applicable to such class of issuers.

Section 12(d) provides that the registration of a security under the Exchange Act
becomes effective 30 days after the Commission’s receipt of certification from the
national securities exchange that the security has been approved for listing and
registration on the exchange, or within such shorter period of time as the Commission
may determine.

III.  Discussion of NASD Rule 4130 and Opt-out Process

To provide notice of its plan to seek the requested relief on behalf of the Issuers
and to assure sufficient authority for Nasdaq and the Nasdaq Exchange to submit the
Nasdaq Application to the Commission, the NASD proposed a new rule specifically

permitting Nasdaq and the Nasdaq Exchange to take the contemplated action. The

1 15 U.S.C. 781(c).







IV.

Findings

Pursuant to Section 12(c) of the Exchange Act, in the judgment of the

Commission, based on the Nasdaq Application for Section 12(b) registration and the

representations made therein and in light of the recent registration of the Nasdaq

Exchange, the Commission will consider the Nasdaq Application in lieu of the

information otherwise required under Section 12(b) of the Exchange Act. In reaching its

determination, the Commission considered the following:

)

(i1)

In recognition of the unique circumstances discussed above in Section I and in
the Nasdaq Application, particularly the fact that the information to be
elicited by registration under Section 12 of the Exchange Act or, in the case of
investment companies registered under the 1940 Act, its substantial
equivalent, already has been required to be made public by the Issuers, it is the
judgment of the Commission that the Nasdaq Application is sufficient for
purposes of registration of the securities listed in Exhibit A to the Nasdaq
Application (the “Issuer Securities”);'

Nasdaq and the Nasdaq Exchange have represented to the Commission in the
Nasdaq Application that, as of the date of this Order:

a. They have conducted the opt-out process as described, particularly with
respect to notice of the Nasdaq Application to all Issuers, generally,
pursuant to NASD Rule 4130 and a press release and, specifically, to each
Issuer through the opt-out option,

b. That authorization has not been withheld by any Issuer with respect to any
of the Issuer Securities, and

20

-2l

be ineligible to be listed and traded on the Nasdaq Exchange as of its operational date; such Issuer
would instead trade on the pink sheets or OT'C Bulletin Board unless it files an individual Section
12(b) registration statement on Form 8-A or Form 10, as applicable, in connection with listing on
the Nasdaq Exchange or another national securities exchange, and such registration statement
subsequently becomes effective.

See Exhibit B to the Nasdaq Application.

According to the Nasdaq Application, the Issuer Securities represent securities: (i) that are listed
on Nasdaq immediately preceding the date that the Nasdaq Exchange begins operations; (ii) that
are currently either registered under Section 12(b) or 12(g) of the Exchange Act or exempt from
Section 12(g) registration pursuant to Section 12(g)(2)(B) or 12(g)(2)(G) of the Exchange Act or
Exchange Act Rule 12g3-2(b); and (iii) that have not been requested by the issuer to be opted-out
of the Nasdaq Application pursuant to the procedures established by Nasdaq as a result of NASD
Rule 4130.
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burden on Nasdaq, the Nasdaq Exchange, the Commission, and issuers and would not be
in the public interest. Specifically, each of those issuers would be required to file with
the Commission and with the Nasdaq Exchange a new Exchange Act registration
statement describing the securities to be registered along with all necessary exhibits. The
Nasdaq Exchange would then be required to certify to the Commission that each issuer’s
securities are approved for listing and registration. This process would have to be
coordinated to minimize disruptions to trading in issuer securities, with the real
possibility of some securities experiencing trading gaps during the transition. Such a
daunting and time-sensitive task—which creates no significant identifiable benefit to the
public—creates the unnecessary risk of administrative errors by the issuers, the Nasdaq
Exchange, or the Commission that could inadvertently delay or otherwise adversely
impact the registration and trading of securities on the new exchange. The public interest
is served by having exchanges run smoothly and efficiently, and the requested relief
would achieve that purpose.

The additional registration process would not result in any significant benefit to
the marketplace or investors because they would not receive any additional information
regarding the security. Each Nasdaq Global Market and Capital Market issuer in this
category has already filed an Exchange Act registration statement with the Commission
to register the class of securities under Section 12 of the Act. Those issuers with
securities registered under Section 12(g) were required to file a registration statement that
contained “such information and documents as the Commission may specify comparable
to that which is required in an application to register a security pursuant to [Section
12(b)].”%

There are also no relevant differences in the regulatory requirements for securities
registered under Sections 12(b) and 12(g) that would negatively impact investors. For
example, issuers with securities registered under Section 12(g) must, like issuers with
securities registered under Section 12(b), file periodic and other reports with the
Commission under Section 13 of the Act, comply with the proxy requirements under
Section 14 of the Act, and adhere to the requirements of the Williams Act. Because
securities registered under Section 12(b) and Section 12(g) are already treated in a nearly
identical fashion, requiring Nasdaq issuers to re-register their securities would not result
in any material benefit to the marketplace or investors.

The Commission would be acting well within its authority in granting the relief
requested. Congress has provided specific authorization under Section 12(c) of the Act,”
which allows the submission of different information than that required under Section
12(b).

27 Section 12(g)(1) of the Act, 15 U.S.C. 781(g)(1).
% 15U.S.C. 781(c).
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Accordingly, Nasdaq and the Nasdaq Exchange request that this letter serve as: (i)
the registration statement under Section 12(b) for all classes of listed securities of Nasdaq
Global Market and Capital Market issuers registered with the Commission under
Sections 2(b) and 12(g) and included in Exhibit A; and (ii) the Nasdaq Exchange’s
certification pursuant to Section 12(d) of the Act that these securities are approved for
listing and registration, concurrent with the start of operations of the Nasdaq Exchange.
Nasdaq and the Nasdaq Exchange further request that the Commission accelerate the
effective date of this application for Section 12(b) registration to July 31, 2006.

This action would be in the public’s interest and consistent with the protection of
investors because it would prevent the imposition of a significant administrative burden
on issuers, the Commission, and others without weakening any of the protections
afforded to investors under the federal securities laws.”

B. Securities Exempt From Registration Under Section 12(g)(2)(B)

Nasdaq currently lists 17 investment companies whose securities are exempted
from Section 12(g) registration pursuant to Section 12(g)(2)(B) of the Act. No purpose
would be served by requiring these issuers to file registration statements under Section
12(b) because these companies already are and would remain subject to registration and
reporting requirements under the 1940 Act rather than Section 13 of the Act.*® The
Commission’s rules clearly contemplate that disclosure under the 1940 Act satisfies the
disclosure required by the Exchange Act. In particular, each registered investment
company has filed a registration statement with the Commission under the 1940 Act and
has been required to make periodic filings under the 1940 Act identical in form to those
required of investment companies that have registered their securities under Section
12(b) of the Act.”

?  This reclassification would apply only to those issuers listed on Nasdaq when it becomes a national

securities exchange and not to issuers approved for listing on Nasdaq afterwards. Such later-listed
issuers would be required to file a registration statement with the Commission to register their
securities under Section 12(b) and Nasdaq would be required separately to certify such registration
statements. In addition, this reclassification would not apply to the securities of any issuer that has
opted-out of such treatment, pursuant to NASD Rule 4130. See SR-NASD-2006-28.

*® Registered investment companies file annual and semiannual reports on Forms N-CSR and N-SAR,

rather than on Forms 10-K and 10-Q, even if registered under the Exchange Act. See General
Instruction A. to Form N-CSR, General Instruction A. to Form 10-K, and Exchange Act Rules 13a-
11(b) and 13a-13(b). Registered investment companies are also subject to proxy regulation under Rule
20a-1 of the 1940 Act. See also Item 22 of Schedule 14A.

! Under Exchange Act Rule 12g-2, the Commission already has made provision for these companies to

be deemed registered under the Exchange Act without the need for a filing. That relief is automatic
upon the termination of the issuer’s registration under the 1940 Act. Given that relief, it would make
no sense to impose a filing requirement when the investment company has maintained, rather than
terminated, its registration under the 1940 Act.
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burdens. Finally, given that these securities have traded on Nasdaq pursuant to an
exemption for an extended period of time, the continuation of a similar exemption for a
limited time should not raise any new concerns regarding the protection of investors.

Forcing Section 12(g) exempt issuers to immediately register would be
inequitable and wholly unrelated to any act or failure to act by these issuers. In the
absence of exemptive relief, each of the Section 12(g) exempt issuers would be required
to prepare and file a registration statement on Form 10 or 20-F. Foreign issuers would
also have to restate or reconcile their financial statements to U.S. generally accepted
accounting principles (“U.S. GAAP”). But it is Nasdaq’s becoming an exchange rather
than any affirmative act by these exempt issuers that would trigger the imposition of this
registration requirement. Companies that list on the Nasdaq Exchange after it begins
operations could be required to meet all the registration requirements applicable to an
exchange listing without disrupting an existing market in those securities. But for those
companies already listed, requiring immediate registration is potentially disruptive and
unfair. The mere fact of Nasdaq’s conversion to an exchange should not adversely
impact these companies or their investors.

Thus, Nasdaq and the Nasdaq Exchange request that the Commission temporarily
continue the exemption from registration for the following classes of Nasdaq-listed
issuers. In connection with this request, the Nasdaq Exchange represents that it will
continue to monitor these companies in the same manner Nasdaq does, to assure
compliance with all applicable listing requirements.

1. Insurance Companies

The Commission need not immediately impose registration requirements on the
four insurance companies listed on Nasdaq but exempt from Section 12(g) registration.*
These issuers have not taken any action on their own to trigger a registration requirement
and the additional reporting requirements required by such registration. In fact, if the
Commission determines not to temporarily continue these companies’ exemptions and
they choose to delist rather than register, investors would be harmed by the potential loss
of a liquid trading market. As such, Nasdaq requests that the Commission grant an
exemption for the securities of these insurance companies (identified on Exhibit C) from
the requirements of Sections 12(a) and 12(b) with respect to the trading of these
securities on the Nasdaq Exchange for a three-year period from the date the Nasdaq
Exchange begins to operate as an exchange, provided these companies continue to
comply with the requirements of Section 12(g)(2)(G) of the Act and the applicable
requirements for continued listing on the Nasdaq Exchange. This transitional exemption
will permit these issuers to complete the registration process without undue burden.

% Pursuant to Section 12(g)(2)(G) of the Act, these issuers generally must file an annual statement with

the Commissioner of Insurance of their domiciliary state and must be subject to regulation by their
domiciliary state of proxies, consents, or authorizations.
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the requirements of Rule 12g3-2(b) and the applicable requirements for continued listing
on the Nasdaq Exchange. This transitional exemption will permit these issuers to
complete the registration process without undue burden.*

I111. Conclusion

The relief requested above is in the public interest because it will ensure the
continued smooth operation of this market immediately from the time the Nasdaq
Exchange begins operations as an exchange and avoid confusion and a number of
potentially disruptive administrative hurdles. The relief is necessary and appropriate to
avoid the disruption that could occur if members, brokers, and dealers were prohibited
from effecting transactions in Nasdaq securities due to the lack of an effective
registration once the Nasdaq Exchange begins operating as a registered exchange.

The Commission has specific authority provided by Section 12(c) to effect the
relief requested with respect to those securities already registered under Section 12(b) or
12(g) and those securities exempt from Section 12(g) registration pursuant to Section
12(g)(2)(B). Further, the Commission has general exemptive authority pursuant to
Section 36 of the Act and Rule 0-12 thereunder, in pertinent part, to exempt any person,
security, or transaction, or any class or classes of persons, securities, or transactions, from
any provision or provisions of this title or of any rule or regulation thereunder, to the
extent that such exemption is necessary or appropriate in the public interest, and is
consistent with the protection of investors. The unique facts surrounding Nasdaq’s
transition to a national securities exchange provide ample justification for the
Commission to exercise its authority under Section 36 under the circumstances described
in this letter.

*'" Nasdaq notes that the proposed three-year period is consistent with the time-line the Commission has

set forth to eliminate the requirement for foreign private issuers to reconcile financial statements
prepared according to International Financial Reporting Standards to US GAAP. See SEC Press
Release 2006-17, available at: http://www.sec.gov/news/press/2006-17.htm.
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If you have any questions concerning the foregoing you may contact the
undersigned at (301) 978-8480, Amold Golub at (301) 978-8075 or John Yetter at (301)
978-8497.

Sincerely yours,

Lt S ﬁ;r#

Edward S. Knight

Exhibit A: List of securities whose registration will be transferred to Section 12(b)
Exhibit B: List of securities of issuers that have elected to opt-out of requested relief
Exhibit C: List of securities exempt from Section 12(g) registration under Section

12(g)(2)(G) and Rule 12g3-2(b)
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Exhibit A: List of Securities whose Reg.n will be Transferred to Section 12(b)

ADPI American Dental Partners, Inc. Common Stock Common Stock NGS 12(g) 0001028087 |000-23363
AEOS American Eagle Outfitters, Inc. Common Stock Common Stock NGS 12(g) 0000919012 |000-23760
ECOL American Ecology Corporation Common Stock Common Stock NGM 12(g) 0000742126 [000-11688
AMIC American Independence Corp. Common Stock NGM 12(g) 0000097196 |001-5270

AMAC American Medical Alert Corp. Common Stock Common Stock NCM 12(g) 0000700721 |001-08635
AMMD  [American Medical Systems Holdings, Inc. Common Stock Common Stock NGS 12(g) 0001114200 {000-30733
AMGIW |American Mold Guard, Inc. Class A Warrant Warrant NCM 12(g) 0001344708 |001-32862
AMGIZ  |American Mold Guard, Inc. Class B Warrant Warrant NCM 12(g) 0001344708 [001-32862
AMGI American Mold Guard, Inc. Common Stock Common Stoun NCM 1979) 0001344708 |001-32862
AMNB American National Bankshares, Inc. Common Stock Common Stock NGS 1219) 0000741812 1000-12820
APFC American Pacific Corporation Common Stock Commaon Stock NGM 12(q) 0000uuuuoce {000-21046
ACAP American Physicians Capital, Inc. Common Stock Common Stock NGM 12(g) 0001118148 [000-32057
AMPH American Physicians Service Group, Inc. Common Stock Common Stock NCM 12(g) 0000724024 [000-11453
ARII American Railcar Industries, Inc. Common Stock Common Stock NGS 12(g) 0001344596 |000-51728
AMRB American River Bankshares Common Stock Common Stock NGS 12(g) 0001108236 ]000-31525
ASEI American Science and Engineering, Inc. Common Stock Common Stock NGM 12(g) 0000005768 |000-50967
AMSWA |American Software, Inc. Class A Common Stock Common Stock NGS 12(g) 0000713425 |000-12456
AMSC American Superconductor Corporation Common Stock Common Stock NGM 12(g) 0000880807 [000-19672
ATCO American Technology Corporation Common Stock Common Stock NCM 12(g) 0000924383 |000-24248
AMWD  [American Woodmark Corporation Common Stock Common Stock NGS 12(9) 0000794619 |000-14798
AWBC  |AmericanWest Bancorporation Common Stock Common Stock NGS 12(g) 0000726990 [000-18561
CRMT America's Car-Mart Inc Common Stock Common Stock NGS 12(g) 0000799850 [000-14939
AMAB AmericasBank Corp. Common Stock Common Stock NCM 12(9) 0001040491 |000-22925
ARGN Amerigon Incorporated Common Stock Common Stock NCM 12(g) 0000903129 |000-21810
ABCB Ameris Bancorp Common Stock Common Stock NGS 12(g) 0000351569 [000-16181
AMSF AMERISAFE, Inc. Common Stock Common Stock NGS 12(g) 0001018979 [000-51520
ASRVP [AmeriServ Financial Inc. AmeriServ Financial Trust | - 8.45% Beneficial |Other Securities NGM 12(g) 0000707605 |[000-11204

Unsecured Securities, Series A

ASRV AmeriServ Financial Inc. Common Stock Common Stock NGM 12(9) 0000707605 |000-11204
ASCA Ameristar Casinos, Inc. Common Stock Common Stock NGS 12(g) 0000912145 ]000-22494
AMTCP |Ameritrans Capital Corporation 9.375% Participating Preferred Stock Preferred Stock NCM 12(g) 0001064015 [000-22153
AMTC Ameritrans Capital Corporation Common Stock Common Stock NCM 12(g) 0001064015 {000-22153
AMTCW |Ameritrans Capital Corporation Warrant Warrant NCM 12(g) 0001064015 000-22153
AMTY Amerityre Corporation Common Stock Common Stock NCM 12(g) 0000945872 1000-50053
AT Ames National Corporation Common Stock Common Stock NCM 12(g) 0001132641 ;000-32%277
AmioN Amgen Inc. Common Stock Common Stock NGS 12(g) 0000318154 [000-12-:«
AMCS AMICAS, Inc. Common Stock Common Stock NGM 121m) 0001028584 |001-12799
AMIS AMIS Holdings, Inc. Common Stock Common Stock NGS 12\y) 0001161963 |000-50397
AMKR Amkor Technology, Inc. Common Stock Common Stank NGS 12(g) 0001047127 |000-29472
AMPL Ampal-American Israel Corporation Common Stock Common owek NGM 12(g) 0000731859 {000-00538
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Exhibit A: List of Securities whose Reg.n will be Transferred to Section 12(b)

AVZA Aviza lechnology, Inc. Ccommon S10cK UV Oluun 12(9) UUU D1 1990  [UUU-D 1044
AVCT Avocent Corporation Common Stock Common Stock NGS 12(g) 0001109808 |000-30575
AWRE |Aware, Inc. Common Stock Common Stock NGM 12(g) 0001015739 |000-21129
AXCA Axcan Pharma Inc. Common Shares Common Stock NGS 12(g) 0001116094 |000-30860
ACLS Axcelis Technologies, Inc. Comm~n Stock Common Stock NGM 12(9) 0001113232 {000-30941
AXYX Axonyx, Inc. Common Stock Common Stock NCM 12(g) 0001070698 |000-25571

XYS Axsys Technologies, Inc. Common Stock Common Stock NGS 12(g) 0000206030 [000-16182
AXTI AXT Inc Common Stock Common Stock NGM 12(g) 0001051627 |000-24085
POSH |BabyUniverse, Inc. Common Stock Common Stock NCM 12(g) 0001325118 [000-51850
BYBI Back Yard Burgers, Inc. Common Stock Common Stock NCM 12(g) 0000901495 |001-12104
BWEB BackWeb Technologies Ltd. Ordinary Shares Ordinary Shares NCM 12(g) 0001082064 |000-26241
BIDU Baidu.com, Inc. ADS American Depositary Shares NGM 12(g) 0001329099 ]000-51469
BKRS Bakers Footwear Group, Inc. Common Stock Common Stock NGM 12(g) 0001171032 |000-50563
BWINA |Baldwin & Lyons, Inc. Class A Common Stock Common Stock NGM 12(g) 0000009346 |000-05534
BWINB |Baldwin & Lyons, Inc. Class B Common Stock Common Stock NGM 12(g) 0000009346 ]000-05534
BLDP Ballard Power Systems, Inc. Common Shares Common Stock NGM 12(g) 0000933777 |[000-25270
BANFP |BancFirst Corporation - BFC Capita!l Trust Il Cumulative Trust Preferred |Other Securities NGS 12(g) 0000760498 |000-14384

Securities

BANF BancFirst Corporation Common Stock Common Stock NGS 12(g) 0000760498 1000-14384
BOFL Bancshares of Florida, Inc. Common Stock Common Stock NGM 12(g) 0001082368 |000-50091
BTFG BancTrust Financial Group, Inc. Common Stock Common Stock NGS 12(g) 0000783739 {000-15423
BKMU Bank Mutual Corporation Common Stock Common Stock NGS 12(g) 0001123270 (000-31207
BOCH Bank of Commerce Holdings (CA) Common Stock Common Stock NGM 12(g) 0000702513 |000-25135
GRAN Bank of Granite Corporation Common Stock Common Stock NGS 12(g) 0000810689 |000-15956
BKSC Bank of South Carolina Corp. Common Stock Common Stock NCM 12(g) 0001007273 (000-27702
OZRK Bank of the Ozarks Common Stock Common Stock NGS 12(g) 0001038205 [000-22759
BKWW  }Bank of Wilmington Corporation {NC) Common Stock Common Stock NCM 12(g) 0001334872 1000-51513
BBXT BankAtlantic Bancorp, Inc. BankAtlantic Bancorp, Inc - BBC Capital Other Securities NGM 12(g) 0000921768 |001-13133

Trust It 8.50% Trust Preferred Securities
BFIN BankFinancial Corporation Common Stock Common Stock NGM 12(g) 0001303942 {000-51331
RATE Bankrate Inc Common Stock Common Stock NGS 12(g) 0001080866 [000-25681
BKUNA |BankUnited Financial Corporation Class A Common Stock Common Stock NGS 12(g) 0000894490 [000-21850
BANR Banner Corporation Common Stock Common Stock NGS 12(g) 0000946673 (000-26584
BBSI Barrett Business Services, Inc. Common Stock Common Stock NGS 12(g) 0000902791 1000-21886
BTRX Barrier Therapeutics, Inc. Common Stock Common Stock NGM 12(g) 0001173657 |000-50680
BWTR |Basin Water, Inc. Common Stock Common Stock NGM 12(g) 0001352045 [000-51991
BSET Bassett Furniture Industries, Incorporated Common Stock Common Stock NGS 12(g) 0000010329 [000-00209
BAYN Bay National Corporation Common Stock Common Stock NM 12(g) 0001089787 |000-51765
BCBP _ |BCEB Bancorp, Inc. (NJ) Common Stock Common Stock wow  2(g) 0001228454 |000-50275
BCSB BCSB Bankcorp, Inc. Common Stock Common Stock NGM 12(g) 0001052101 ]000-24589
BEAV BE Aerospace, Inc. Common Stock Common Stock NGS 12(g) 0000861361 000-18348
BESI BE Semiconductor Industries NV New York Registry Shares American Depositary Shares  [NGM 12(g) 0001003196 [000-27298
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BBOX Black Box Corporation Common Stock common Stock 12(Q)

BLKB Blackbaud, Inc. Common Stock Common Stock NGS 12(g) 0001280058 ]000-50600
BBBB Blackboard Inc. Common Stock Common Stock NGS 12(g) 0001106942 ]000-50784
BCSI Blue Coat Systems Inc Common Stock Common Stock NGM 12(g) 0001095600 ]000-28139
BDCO Blue Dolphin Energy Company Common Stock Common Stock NCM 12(g) 0000793306 |000-15905
BLUE Blue Holdings, Inc. Common Stock Common Stock NCM 12(g) 0001139683 |000-33297
NILE Blue Nile, inc. Common Stock ~ammon Stock NGS 12(g) 0001091171 |000-50763
BRBI Blue River Bancshares, Inc. Common Stock wuinmon Stock NCM 12(g) 0001055870 }000-24501
BPHX BluePhoenix Solutions, Ltd. Ordinary Shares Ordinary Shares NGM 12(g) 0001029581 000-29082
BNCN BNC Bancorp (NC) Common Stock Common Stock NCM 12(9) 0001210227 }000-50128
BNCC Bnccorp, Inc. Common Stock Common Stock NGM 12(g) 0000945434 {000-26290
BOBE Bob Evans Farms, Inc. Common Stock Common Stock NGS 12(g) 0000033769 |000-01667
BSXT BOE Financial Services of Virginia Inc. Common Stock Common Stock NCM 12(g) 0001109848 |000-31711
BOFI Bofl Holding, Inc. Common Stock Common Stock NGM 12(g) 0001299709 |000-51201
BOKF BOK Financial Corporation Common Stock Common Stock NGS 12(g) 0000875357 |000-19341
BNSO Bonso Electronics International, Inc. Common Stock Common Stock NGM 12(g) 0000846546 |[000-17601
BONT Bon-Ton Stores, Inc. (The) Common Stock Common Stock NGS 12(g) 0000878079 [000-19517
BKHM Bookham Inc Common Stock Common Stock NGM 12(g) 0001110647 1000-30684
BAMM Books-A-Million, Inc. Common Stock Common Stock NGS 12(g) 0000891919 |000-20664
BORL Borland Software Corporation Common Stock Common Stock NGM 12(g) 0000853273 }|000-16096
BCGI Boston Communications Group, Inc. Common Stock Common Stock NGM 12(g) 0001012887 [000-28432
BLSI Boston Life Sciences, Inc. Common Stock Common Stock NCM 12(g) 0000094784 |000-06533
BPFH Boston Private Financial Holdings, Inc. Common Stock Common Stock NGS 12(g) 0000821127 000-17089
EPAY Bottomline Technologies, Inc. Common Stock Common Stock NGM 12(g) 0001073349 |000-25259
BBNK Bridge Capital Holdings Common Stock Common Stock NCM 12(g) 0001304740 |]000-50974
QOCNB Bridge Street Financial, Inc. Common Stock (par $.01) Common Stock NCM 12(g) 0001182555 }000-50105
BRID Bridgford Foods Corporation Common Stock Common Stock NGM 12(g) 0000014177 |000-02396
BEXP Brigham Exploration Company Common Stock Common Stock NGS 12(g) 0001034755 |000-22433
BFAM Bright Horizons Family Solutions Inc. Common Stock Common Stock NGS 12(g) 0001060559 |000-24699
CELL Brightpoint, Inc. Common Stock Common Stock NGS 12(g) 0000918946 |000-23494
BSML Britesmile, Inc. Common Stock Common Stock NCM 12(g) 0000866734 [001-11064
BKBK Britton & Koontz Capital Corporation Common Stock Common Stock NCM 12(g) 0000707604 |000-22606
BRCM Broadcom Corporation Class A Common Stock Common Stock NGS 12(g) 0001NR4274 1000-23993
BYFC Broadway Financial Corporation Cemm™an Stock Common Stock NCM 12(g) 00CG v 171 {000-27464
BWNG |Broadwing Corporation Common Stuun Common Stock NGS 12(g) 0001060490 [000-30989
BRCD Brocade Communications Systems, Inc. Common Stock Common Stock NGS 12(g) 0001009626 |nNN-25601
BRNC Bronco Drilling Company, inc. Common Stock Crammon Stock NGM 12(g) 0001328650 juuu-91471
BXXX Brooke Corporation Comm~nr Stock Cunmon Stock NGM 12(g) 0000834408 {000-31789
BRKL Brookline Bancorp, Inc. Coiniwn Stock Common Stock NGS 12(g) 0001049782 |000-23695
BFSB Brooklyn Federal Bancorp, Inc. Common Stock Common Stock NGM 12(g) 0001310212 1000-51208
BRKS Brooks Automation, Inc. Common Stock NGM 12(g) 00009355+ |000-25434
BRKR Bruker BioSciences Corporation Common Stock Common Stock NGM 12(g) 0001109354 |000-30833
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BSQR BSQUARE Corporation Common Stock Common Stock NGM 12(g) 0001054721 |000-27687
BTUI BTU International, Inc. Common Stock Common Stock NGM 12(g) 0000840883 |000-17297
BUCA BUCA, Inc. Common Stock Common Stock NGM 12(g) 0001046501 }000-25721
BUCY Bucyrus International, Inc. Class A Common Stock Common Stock NGS 12(g) 0000740761 [000-50858
BWLD Buffalo Wild Wings, Inc. Common Stock Common Stock NGS 12(g) 0001062449 |000-24743
BLDR Builders FirstSource, Inc. Common Stock Common Stock NGS 12(g) 0001316835 |000-51357
BMHC Building Materials Holding Corporation Common Stock Common Stock NGS 12(g) 0001046356 |000-19335
BOBJ Business Objects S.A. American Depositary Shares American Depositary Shares NGS 12(g) 0000928753 |000-24720
BWCF BWC Financial Corporation Common Stock Common Stock NGM 12(g) 0000353650 {000-10658
CFFI C&F Financial Corporation Common Stock Common Stock NGS 12(g) 0000913341 ]000-23423
CHRW |C.H. Robinson Worldwide, Inc. Common Stock Common Stock NGS 12(g) 0001043277 {000-23189
CCMP Cabot Microelectronics Corporation Common Stock Common Stock NGS 12(g) 0001102934 |000-30205
CACH Cache, Inc. Common Stock Common Stock NGS 12(g) 0000350199 |000-10345
CDNS Cadence Design Systems, Inc. Common Stock Common Stock NGS 12(g) 0000813672 |001-10606
CDZI CADIZ, Inc. Common Stock Common Stock NGM 12(g) 0000727273 {000-12114
CDMS Cadmus Communications Corporation Common Stock Common Stock NGM 12(g) 0000745274 ]000-12954
CLMS Calamos Asset Management, Inc. Class A Common Stock Common Stock NGS 12(g) 0001299033 |000-51003
CAMP CalAmp Corp. Common Stock Common Stock NGS 12(g) 0000730255 ]000-12182
CVGW [Calavo Growers, Inc. Common Stock Common Stock NGM 12(g) 0001133470 }000-33385
CALC California Coastal Communities Inc Common Stock Common Stock NGM 12(g) 0000840216 |000-17189
CFNB California First National Bancorp Common Stock Common Stock NGM 12(g) 0000803016 {000-15641
CAMD California Micro Devices Corporation Common Stock Common Stock NGM 12(g) 0000800460 |000-15449-
CPKI California Pizza Kitchen, Inc. Common Stock Common Stock NGS 12(g) 0000789356 |000-31149
CALP Caliper Life Sciences Inc Common Stock Common Stock NGM 12(g) 0001014672 }000-28229
CALD Callidus Software, Inc. Common Stock Common Stock NGM 12(g) 0001035748 {000-50463
CALL CallWave, Inc. Common Stock Common Stock NGM 12(g) 0001115091 |000-50958
CALM Cal-Maine Foods, Inc. Common Stock Common Stock NGM 12(9) 0000016160 |000-04892
CLMT Calumet Specialty Products Partners, L.P. Common Units Limited Partnership NGM 12(g) 0001340122 ]000-51734
CADA CAM Commerce Solutions, Inc. Common Stock Common Stock NGM 12(g) 0000819334 |000-16569
OLED Cambridge Display Technology, inc. Common Stock Common Stock NGM 12(g) 0001297968 |000-51079
CAFI Camco Financial Corporation Common Stock Common Stock NGM 12(g) 0000016614 [000-25196
CAMT Camtek Ltd. Ordinary Shares Ordinary Shares NGM 12(g) 0001109138 (000-30664
CLZR Candela Corporation Common Stock Common Stock NGS 12(9) 0000793279 |000-14742
CBKN Capital Bank Corporation Common Stock Common Stock NGS 12(g) 0001071992 }000-30062
CCBG Capital City Bank Group Common Stock Common Stock NGS 12(g) 0000726601 [000-13358
CCOW |Capital Corp of the West Common Stock Common Stock NGS 12(g) 0001004740 |000-27384
CCPCP |Capital Crossing Preferred Corporation Series A Non-Cumulative Preferred Stock NGM 12(g) 0001072806 [000-25193
Exchangeable Preferred Stock
CCPCO |Capital Crossing Preferred Corporation Series C Non-Cumulative Preferred Stock NGM 12(g) 0001072806 |000-25193

Exchangeable Preferred Stock
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Echelon Corporation Common Stock

10000031347

ELON 000-29748
DISH EchoStar Communications Corporation Class A Common Stock Common Stock NGS 12(g) 0001001082 |000-26176
ECIL ECI Telecom Ltd. Ordinary Shares Ordinary Shares NGS 12(g) 0000701544 |000-12672
ECLP Eclipsys Corporation Common Stock Common Stock NGS 12(g) 0001034088 [000-24539
ECLG eCollege.com Common Stock Common Stock NGM 12(g) 0001085653 |000-28393
ECTX ECtel Ltd. Ordinary Shares Ordinary Shares NGM 12(g) 0001096197 |000-30348
EDAP EDAP TMS S.A. American Depositary Shares American Depositary Shares NGM 12(g) 0001041934 |000-29374
EDEN EDEN Bioscience Corporation Common Stock Common Stock NCM 12(g) 0000930095 [000-31499
EDGR EDGAR Online, Inc. Common Stock Common Stock NGM 12(9) 0001080224 }000-26071
EPEX Edge Petroleumn Corporation Common Stock Common Stock NGS 12(g) 0001021010 |000-22149
EDGW |Edgewater Technolagy, inc. Common Stock Common Stock NGM 12(g) 0001017968 {000-20971
DIET Ediets Com inc Common Stock Common Stock NCM 12(9) 0001094058 {000-30559
EEEE Educate, Inc. Common Stock Common Stock NGS 12(g) 0001286862 [000-50952
EDUC Educational Development Corporation Common Stock Common Stock NGM 12(qg) 0000031667 |000-04957
EFJI EFJ, Inc. Common Stock Common Stock NGM 12(g) 0001023516 |000-21681
EAGL EGL, Inc. Common Stock Common Stock NGS 12(g) 0001001718 {000-27288
EMITF  |Elbit Medical Imaging Ltd. Ordinary Shares Qrdinary Shares NGM 12(g) 0001027662 |000-28996
ESLT Elbit Systems Ltd. Ordinary Shares Qrdinary Shares NGS 12(g) 0001027664 |000-28998
EEEI Electro Energy Inc. Common Stock Common Stock NCM 12(g) 0001175636 |000-51083
ELRC Electro Rent Corporation Common Stock Common Stock NGM 12(g) 0000032166 |000-09061
ESIO Electro Scientific Industries, Inc. Common Stock Common Stock NGM 12(g) 0000726514 |[000-12853
EGLS Electroglas, Inc. Common Stock Common Stock NGM 12(g) 0000902281 }000-21626
ERTS Electronic Arts Inc. Common Stock Common Stock NGS 12(g) 0000712515 |000-17948
ECHO Electronic Clearing House, Inc. Common Stock Common Stock NCM 12(g) 0000721773 |000-15245
EFl Electronics for Imaging, Inc. Common Stock Common Stock NGS 12(g) 0000867374 |000-18805
MELA Electro-Optical Sciences, inc Common Stock Common Stock NCM 12(g) 0001051514 {000-51481
ELSE Electro-Sensors, Inc. Common Stock Common Stock NCM 12(g) 0000351789 |000-09587
RDEN Elizabeth Arden, Inc. Common Stock Common Stock NGS 12(g) 0000095052 |001-06370
LONG eLong, Inc. American Depositary Shares American Depositary Shares  [NGM 12(g) 0001290903 {000-50984
ELOY eLoyalty Corporation Common Stock Common Stock NGM 12(g) 0001094348 [000-27975
ELRN Elron Electronic Industries Ltd. Ordinary Shares Ordinary Shares NGM 12(g) 0000315126 |000-11456
ELTK Eltek Ltd. Ordinary Shares Ordinary Shares NCM 12(g) 0001024672 [000-28884
EMAG Emageon Inc. Common Stock Common Stock NGM 12(g) 0001121439 ]000-51149
EMAK EMAK Worldwide, inc. Common Stock Common Stock NGM 12(g) 0000911151 |000-23346
EMBT Embarcadero Technologies, Inc. Common Stock Common Stock NGS 12(g) 0001107112 |000-30293
EMBX Embrex, Inc. Common Stock Common Stock NGM 12(g) 0000878725 [000-19495
EMCI EMC Insurance Group, Inc. Common Stock Common Stock NGS 12(g) 0000356130 [000-10956
EMKR EMCORE Corporation Common Stock Common Stock NGM 12(g) 0000808326 |000-22175
HLTH Emdeon Corporation Common Stock Common Stock NGS 12(9) 0001009575 |000-24975
EMRG |eMerge Interactive, Inc. Class A Common Stock Common Stock NCM 12(g) 0001092605 |000-29037
EMIS Emisphere Technologies, Inc. Common Stock Common Stock NGM 12(g) 0000805326 |[001-10615
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JRVR James River Group, Inc. Common Stock Common Stock NGM 12(9) 0001325177 |000-51480
JDAS JDA Software Group, Inc. Common Stock Common Stock NGM 12(g) 0001006892 |[000-27876
JDSU JDS Uniphase Corporation Common Stock Common Stock NGS 12(g) 0000912093 |000-22874
JFBI Jefferson Bancshares, Inc. Common Stock Common Stock NGM 12(g) 0001222915 |000-50347
JFBC Jeffersonville Bancorp Common Stock Common Stock NCM 12(g) 0000874495 (000-19212
JBLU JetBlue Airways Corporation Common Stock Common Stock NGS 12(g) 0001158463 |000-49728
JCTCF |Jewett-Cameron Trading Company Common Shares Common Stock NCM 12(g) 0000885307 [000-19954
JMAR JMAR Technologies, Inc. Common Stock Common Stock NCM 12(g) 0000857953 ]001-10515
JBSS John B. Sanfilippo & Son, Inc. Common Stock Common Stock NGM 12(g) 0000880117 |000-19681
T Johnson Outdoors Inc. Class A Common Stock Common Stock NGM 12(g) 0000788329 }000-16255
JOUM Jones Soda Co. Common Stock Common Stock NCM 12(g) 0001083522 |000-28820
JOSB Jos. A. Bank Clothiers, inc. Common Stock Common Stock NGS 12(g) 0000920033 [000-23874
JOYG Joy Global Inc. Common Stock Common Stock NGS 12(g) 0000801898 |001-9299

JNPR Juniper Networks, Inc. Common Stock Common Stock NGS 12(g) 0001043604 |000-26339
JUPM Jupitermedia Corporation Common Stock NGS 12(g) 0001083712 |000-26393
KALU Kaiser Aluminum Corporation Common Stock Common Stock NGM 12(g) 0000811596 [000-52105
KAMN Kaman Corporation Common Stock Common Stock NGM 12(g) 0000054381 {000-1093

KBAY Kanbay International, Inc. Common Stock Common Stock NGS 12(g) 0001125011 }000-50849
KRNY Kearny Financial Common Stock Common Stock NGS 12(g) 0001295664 |000-51093
KELYA [Kelly Services, Inc. Class A Common Stock Common Stock NGS 12(g) 0000055135 |000-01088
KELYB [Kelly Services, Inc. Class B Common Stock Common Stock NGS 12(g) 0000055135 |000-01088
KNDL Kendle International Inc. Common Stock Common Stock NGS 12(g) 0001039151 |000-23019
KNXA Kenexa Corporation Common Stock Common Stock NGM 12(g) 0001114714 |000-51358
KNSY Kensey Nash Corporation Common Stock Common Stock NGS 12(g) 0001002811 |[000-27120
KENT Kent Financial Services, Inc. Common Stock Common Stock NCM 12(g) 0000316028 |001-7986

KFFB Kentucky First Federal Bancorp Common Stock Common Stock NGM 12(g) 0001297341 |000-51176
KERX Keryx Biopharmaceuticals, Inc. Common Stock Common Stock NGM 12(g) 0001114220 [000-30929
KEQU Kewaunee Scientific Corporation Common Stock Common Stock NGM 12(g) 0000055529 |000-05286
KTEC Key Technology, Inc. Common Stock Common Stock NGM 12(g) 0000906193 [000-21820
KTCC Key Tronic Corporation Common Stock Common Stock NGM 12(g) 0000719733 }000-11559
KEYN Keynote Systems, Inc. Common Stock Common Stock NGM 12(g) 0001032761 [000-27241
KEYS Keystone Automotive industries, Inc. Common Stock Common Stock NGS 12(g) 0001012393 |000-28568
KFED K-Fed Bancorp Common Stock Common Stock NGM 12(g) 0001270985 |000-50592
KFRC Kforce, Inc. Common Stock Common Stock NGS 12(q) 0000930420 |000-26058
KHDH KHD Humboldt Wedag International Ltd. Common Stock Common Stock NGS 12(g) 0000016859 [001-04192
KBALB |Kimball International, Inc. Class B Common Stock Common Stock NGS 12(g) 0000055772 |000-03279
KNTA Kintera Inc. Common Stock Common Stock NGM 12(g) 0001117119 [000-50507
KIRK Kirkland's, Inc. COMMONSTOCK Common Stock NGM 12(g) 0001056285 |000-49885
KLAC KLA-Tencor Corporation Common Stock Common Stock NGS 12(g) 0000319201 [000-09992
KMGB KMG Chemicals, Inc. Common Stock Common Stock NGM 12(g) 0001028215 |000-29278
KNBT KNBT Bancorp, Inc. Common Stoack Common Stock NGM 12(g) 0001236964 [000-50426
NITE Knight Capital Group, Inc. Class A Common Stock Common Stock NGS 12(g) 01060749 1001-14223
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10001141517

LWSN Common Stock 2(g) 000-33335
LAYN Layne Christensen Company Common Stock Common Stock NGS 12(g) 0000888504 |000-20578
LCAV LCA-Vision inc. Common Stock Common Stock NGS 12(g) 0001003130 [000-27610
LCCI LCC International, Inc. Class A Common Stock Common Stock NGM 12(g) 0001016229 |000-21213
LBIX Leading Brands Inc Common Shares Common Stock NCM 12(9) 0000884247 |000-19884
LDIS Leadis Technology, Inc. Common Stock Common Stock NGM 12(g) 0001130626 [000-50770
LEAP Leap Wireless International, Inc. Common Stock Common Stock NGS 12(g) 0001065049 000-29752
LTRE Learning Tree International, Inc. Common Stock Common Stock NGM 12(9) 0001002037 }000-27248
XPRT LECG Corporation Common Stock Common Stock NGS 12(g) 0001192305 |000-50464
LCRY LeCroy Corporation Common Stock Common Stock NGM 12(g) 0000943580 }000-26634
FLPB Leesport Financial Corp. Common Stock Common Stock NGS 12(g) 0000775662 |000-14555
LEGC Legacy Bancorp, Inc. Common Stock Common Stock NGM 12(g) 0001332199 |000-51525
LSCO LESCO, inc. Common Stock Common Stock NGM 12(g) 0000745394 |000-13147
LVLT Level 3 Communications, Inc. Common Stock Common Stock NGS 12(g) 0000794323 |{000-15658
LEXG Lexicon Genetics Incorporated Common Stock Common Stock NGM 12(g) 0001062822 {000-30111
LHCG LHC Group Common Stock Common Stock NGM 12(g) 0001303313 |000-51343
LBCP Liberty Bancorp, Inc. Common Stock Common Stock NCM 12(g) 0001353268 {000-51992
LBTYA |Liberty Global, Inc. Class A Common Stock Common Stock NGS 12(g) 0001316631 |000-51360
LBTYB |Liberty Global, Inc. Class B Common Stock Common Stock NGS 12(g) 0001316631 1000-51360
LBTYK |Liberty Global, inc. Series C Common Stock Common Stock NGS 12(g) 0001316631 (000-51360
LCAPA |Liberty Media Corporation Capital Common Series A Common Stock INGS 12(g) 0001355096 |000-51990
LLCAPB jLiberty Media Corporation Capital Common Series B Common Stock NGS 12(g) 0001355096 |000-51990
LINTA Liberty Media Corporation Interactive Common Series A Common Stock NGS 12(g) 0001355096 [000-51990
LINTB Liberty Media Corporation Interactive Common Series B Common Stock NGS 12(g) 0001355096 {000-51990
LPHI Life Partners Holdings Inc Common Stock Common Stock NCM 12(g) 0000049534 ]000-07900
LIFC LifeCell Corporation Common Stock Common Stock NGS 12(g) 0000849448 |000-19890
LCBM Lifecore Biomedical, Inc. Common Stock Common Stock NGM 12(g) 0000028626 |000-04136
LPNT LifePoint Hospitals, Inc. Common Stock Common Stock NGS 12(g) 0001301611 |000-29818
LCUT Lifetime Brands, Inc. Common Stock Common Stock NGS 12(g) 0000874396 |000-19254
LWAY Lifeway Foods, Inc. Common Stock Common Stock NGM 12(g) 0000814586 {000-17363
LGND Ligand Pharmaceuticals Incorporated Common Stock Common Stock NGM 12(g) 0000886163 1000-20720
LTBG Lightbridge, Inc. Common Stock Common Stock NGM 12(g) 0001017172 |000-21319
LPTH LightPath Technologies, Inc. Class A Common Stock Common Stock NCM 12(g) 0000889971 |000-27548
LIHRY  |Lihir Gold Limited Sponsored ADR American Depositary Shares  |[NGS 12(g) 0001000300 |000-26860
LNCR Lincare Holdings Inc. Common Stock Common Stock NGS 12(g) 0000882235 [000-19946
LNCB Lincoln Bancorp Common Stock Common Stock NGM 12(g) 0001070259 [000-25219
LINC Lincoln Educational Services Corporation Common Stock Common Stock NGM 12(g) 0001286613 |000-51371
LECO Lincoln Electric Holdings, Inc. Common Shares Common Stock NGS 12(g) 0000059527 {000-1402

LLTC Linear Technology Corporation Common Stock Common Stock NGS 12(g) 0000791907 |000-14864
LTON Linktone Ltd. American Depository Shares American Depositary Shares  |[NGM 12(g) 0001270532 1000-50596
LINE Linn Energy, LLC Common Units Representing Limited Liability Units/Benif Int NGM 12(g) 0001326428 {000-51719
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LIOX Lionbridge Technologies, Inc. Common Stock

LiPD Lipid Sciences Incorporated Common Stock No Par Value Common Stock NGM 12(g) 0000071478 |000-00497
LPMA Lipman Electronic Engineering Ltd. Ordinary Shares Ordinary Shares NGS 12(g) 0001270484 [000-50544
LQDT Liquidity Services, Inc. Common Stock Common Stock NGM 12(g) 0001235468 |000-51813
LFUS Littelfuse, Inc. Common Stock Common Stock NGS 12(g) 0000889331 |000-20388
LPSN LivePerson, Inc. Common Stack Common Stock NCM 12(g) 0001102993 ]000-30141
JADE LJ International, Inc. Common Stock Common Stock NGM 12(9) 0001046692 000-29620
LKQX LKQ Corporation Common Stock Common Stock NGS 12(g) 0001065696 |000-50404
ERICY |LM Ericsson Telephone Company American Depositary Shares American Depositary Shares NGS 12(g) 0000717826 (000-12033
LMIA LM! Aerospace, Inc. Common Stock Common Stock NGM 12(g) 0001059562 |000-24293
LMLP LML Payment Systems, Inc. Common Stock Common Stock NCM 12(g) 0000781891 |000-13959
LNBB LNB Bancorp, Inc. Common Stock Common Stock NGM 12(g) 0000737210 [000-13203
LNET LodgeNet Entertainment Corporation Common Stock Common Stock NGM 12(g) 0000911002 {000-22334
LOGC |Logic Devices Incorporated Common Stock Common Stock NCM 12(g) 0000802851 |000-17187
LGVN LogicVision, Inc. Common Stock Common Stock NGM 12(g) 0001041418 [000-31773
LGTY Logility, Inc. Common Stack Common Stock NGM 12(g) 0001043915 |000-23057
LOGI Logitech International S.A. American Depaositary Shares American Depositary Shares NGS 12(g) 0001032975 (000-29174
LOJN LoJack Corporation Common Stock Commaon Stock NGS 12(g) 0000355777 (001-8439
STAR Lone Star Steakhouse & Saloon, Inc. Common Stock Common Stock NGS 12(g) 0000883670 |000-19907
LOOK LookSmart, Ltd. Common Stock Common Stock NGM 12(g) 0001077866 |000-26357
LOOP LoopNet, inc. Common Stock Common Stock NGM 12(g) 0001353209 [000-52026
LORL Loral Space and Communications, inc. Common Stock Common Stock NGM 12(g) 0001006269 [001-14180
LTEC LOUD Technologies Inc. Common Stock Common Stock NCM 12(g) 0000946815 |000-26524
LOUD Loudeye Corporation Common Stock Common Stock NCM 12(g) 0001064648 |000-29583
LXBK LSB Bancshares, inc. Common Stock Common Stock NGS 12(g) 0000714530 )000-11448
LSBX LSB Corparation Common Stock Common Stock NGM 12(g) 0001143848 |000-32955
LSBI LSB Financial Corp. Common Stock Common Stock NGM 12(g) 0000930405 |000-25070
LYTS LSI Industries iInc. Common Stock Common Stock NGS 12(g) 0000763532 |000-13375
LTXX LTX Corporation Common Stock Common Stock NGM 12(g) 0000357020 }1000-10761
LUFK Lufkin Industries, Inc. Common Stock Common Stock NGS 12(g) 0000060849 1000-02612
LMRA Lumera Corporation Common Stock Common Stock NGM 12(g) 0001137399 {000-50862
LMNX Luminex Corporation Common Stock Common Stock NGM 12(g) 0001033905 |000-30109
LUNA Luna Innovations Incorporated Common Stock Common Stock NGM 12(g) 0001239818 |000-52008
MBTF M B T Financial Corp Common Stock Common Stock NGS 12(g) 0001118237 |000-30973
MCBC Macatawa Bank Corporation Common Stock Common Stock NGS 12(g) 0001053584 [000-25927
MACC MACC Private Equities Inc. Common Stock Common Stock NCM 12(g) 0000923808 [000-24412
MACE Mace Security International, Inc. Common Stock Common Stock NGM 12(g) 0000912607 |000-22810
MENC Mackinac Financial Corporation Common Stock Common Stock NCM 12(g) 0000036506 |000-20167
MXICY  |Macronix International Co. Ltd American Depositary Shares American Depositary Shares  [NGS 12(g) 0001009680 (000-27884
MVSN Macrovision Corporation Common Stock Commaon Stock NGS 12(g) 0001027443 1000-22023
MGEE Madison Gas and Electric Company Common Stock Common Stock NGS 12(g) 0000061339 1000-01125
MAFB  |MAF Bancorp, Inc. Common Stock Common Stock NGS 12(g) 0000854662 {000-18121
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MEMY Memory Pharmaceuticals Corp. Common Stock Common Stock NGM 12(g) 0001062216 |000-50642

MENT Mentor Graphics Corporation Common Stock Common Stock NGS 12(g) 0000701811 |000-13442

MTSL MER Telemanagement Solutions Ltd. Common Shares Ordinary Shares NCM 12(9) 0001025561 |[000-28950

MBWM |Mercantile Bank Corporation Common Stock Common Stock NGS 12(g) 0001042729 |000-26719

MRBK Mercantile Bankshares Corporation Common Stock Common Stock NGS 12(g) 0000064908 |000-05127

MIGP Mercer Insurance Group, Inc. Common Stock Common Stock NGM 12(g) 0001050690 |000-25425

MERC {Mercer International Inc. Common Stock Common Stock NGM 12(g) 0001333274 }000-09409

MBVT Merchants Bancshares, Inc. Common Stock Common Stock NGM 12(g) 0000726517 |000-11595

MRCY Mercury Computer Systems Common Stock Common Stock NGS 12(g) 0001049521 |000-23599

MRGE Merge Technologies Inc. Common Stock Common Stock NGM 12(g) 0000944765 |000-29486

VIVO Meridian Bioscience Inc. Common Stock Common Stock NGS 12(g) 0000794172 1000-14902

MMSI Merit Medical Systems, Inc. Common Stock Common Stock NGS 12(g) 0000856982 [000-18592

MERX Merix Corporation Common Stock Common Stock NGM 12(g) 0000921365 [000-23818

PGEB Merrill Lynch & Co., Inc. 97% Protected Notes Linked to Global Equity  |Other Securities NGM 12(g) 0000065100 |[001-07182
Basket

PDNT Merrill Lynch & Co., Inc. 97% Protected Notes linked to the Performance |Other Securities NGM 12(g) 0000065100 [001-07182
of the Dow Jones Industrial Average

ARQQ Merrill Lynch & Co., Inc. Accelerated Return Note Linked to the Other Securities NGM 12(g) 0000065100 |001-07182
NASDAQ 100 index

DWMT  |Merrill Lynch & Co., Inc. Dow Jones Industial Average MITTS Securities [Other Securities NGM 12(g) 0000065100 (001-07182
due 12/27/2010

MTDW  |Merrill Lynch & Co., Inc. Dow Jones Industrial Average Market Index Other Securities NGM 12(g) 0000065100 |001-07182
Target-Term Securities (MITTS)

MTDB Merrill Lynch & Co., Inc. Dow Jones Industrial Average Market Index Other Securities NGM 12(g) 0000065100 |001-07182
Target-Term Securities (MITTS) due January 16, 2009

LNDU Merrill Lynch & Co., Inc. LIRN linked to the Dow Jones Industrial Other Securities NGM 12(g) 0000065100 |[001-07182

) Average ]

LERA Merrill Lynch & Co., Inc. LIRN Linked to the Nikkei 225 Index Other Securities NGM 12(g) 0000065100 |001-07182

MTSM Merrill Lynch & Co., Inc. Merrill Lynch & Co., Inc. S&P 500 Market Index |Other Securities NGM 12(g) 0000065100 [001-07182
Target-Term Securities

MTNK Merrill Lynch & Co., Inc. Nikkei 225 Market Index Target-Term Securities |Other Securities NGM 12(g) 0000065100 |001-07182
(MITTS) 9/30/2010

MNNY Merrill Lynch & Co., Inc. Nikkei 225 Market Index Target-Term Securities |Other Securities NGM 12(g) 0000065100 |[001-07182
(MITTS) due 3/8/2011

MTTX Merrill Lynch & Co., Inc. S&P 500 Market Index Target-Term Securities {Other Securities NGM 12(g) 0000065100 |001-07182

MTTT Merrill Lynch & Co., Inc. S&P 500 Market index Target-Term Securities |Other Securities NGM 12(g) 0000065100 [001-07182

MITT Merrill Lynch & Co., Inu. oar 500 Market Index Target-Term Securities  |Other Securities NGM 12(g) 0000065100 ]001-U/r 102
(MITTS)
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1000-18370 |

MFRI 12(g)

MOGN [MGI PHARMA, Inc. Common Stock Common Stock NGS 12(g) 0000702131 ]000-10736
MGPI MGP ingredients, Inc. Common Stock NGS 12(g) 0000835011 (000-17196
MCRL Micrel, Incorporated Common Stock Common Stock NGS 12(g) 0000932111 |000-25236
[MLIM Micro Linear Corporation Common Stock Common Stock NGM 12(g) 0000875359 ]000-24758
MCnr  |Microchip Technology Incorporated Common Stock Common Stock NGS 12(g) 0000827054 |000-21184
MITI Micromet, Inc. Common Stock Common Stc~* NGM 12(g) 0001131907 ]000-50440
NOIZ Micronetics, Inc. Common Stock Common Stour NCM 12(g) 0000820097 [000-17966
MCRS |MICROS Systems, Inc. Common Stock Common Stock NGS 12(g) 0000320345 1000-09993
MSCC  ]Microsemi Corporation Common Stock Common Stock NGS 12(g) 0000310568 [000-08866
MSFT Microsoft Corporation Common Stock Common Stock NGS 12(g) 0000789019 |000-14278
MSTR MicroStrategy Incorporated Common Stock Common Stock NGS 12(g) 0001050446 |000-24435
MSTRW |MicroStrategy Incorporated Warrants to Purchase Class A Common Warrant NGS 12(g) 0001050446 |000-24435

Stock
MTMD Microtek Medical Holdings Inc Common Stock Common Stock NGS 12(g) 0000929299 |000-24866
TUNE Microtune, tnc. Common Stock Common Stock NGM 12(g) 0001108058 |000-31029
MVIS Microvision, Inc. Common Stock Common Stock NGM 12(g) 0000065770 (000-21221
MVISW |Microvision, Inc. Warrants Expiration 5/26/11 Warrant NGM 12(g) 0000065770 |000-21221
MFCO Microwave Filter Company, Inc. Common Stock Common Stock NCM 12(g) 0000716688 [000-10976
MEND Micrus Endovascular Corporation Common Stock Common Stock NGM 12(9) 0001028318 |000-51323
MBRG |Middleburg Financial Corporation Common Stock NCM 12(g) 0000914138 [000-24159
MIDD Middleby Corporation (The) Common Stock Common Stock NGS 12(g) 0000769520 [001-9973
MSEX Middlesex Water Company Common Stock Common Stock NGS 12(g9) 0000066004 1000-00422
MLAN Midland Company (The) Common Stock Common Stock NGS 12(g) 0000066025 001-06026
MDST Mid-State Bancshares Common Stock Common Stock NGS 12(g) 0001027324 ]000-23925
MBHI Midwest Banc Holdings, Inc. Common Stock Common Stock NGM 12(g) 0001051379 |000-29598
OSKY MidWestOne Financial Group Inc Common Stock Common Stock NGM 12(g) 0000741390 |000-24630
MIKR Mikron Infrared, Inc. Common Stock Common Stock NCM 12(g) 0000787809 |000-15486
MLEA Millea Holdings Inc. ADR American Depositary Shares American Depositary Shares NGS 12(9) 0001169486 {000-12011
MBVA Millennium Bankshares Corporation Common Stock Common Stock NCM 12(g) 0001158678 [000-49611
MCEL Millennium Cell Inc. Common Stock Common Stock NCM 12(g) 0001114872 [000-31083
MLNM Millennium Pharmaceuticals, inc. Common Stock Common Stock NGS 12(g) 0001002637 |000-28494
MICC Millicom International Cellular S.A. Common Stock Common Stock NGS 12(g) 0000912958 [000-22828
MNDO  |MIND C.T.I. Ltd. Ordinary Shares Ordinary Shares NGM 12(g) 0001119083 |000-31215
MSPD Mindspeed Technologies, inc. Common Stock, par value $0.01 Common Stock NGM 12(g) 0001224370 |000-50499
MIPS MIPS Technologies, Inc. Common Stock Common Stock NGM 12(g) 0001059786 |000-24487
MRAE Mirae Corporation American Depositary Shares American Depositary Shares NGM 12(g) 0001099196 |000-30376
MSON  |MISONIX, inc. Common Stock Common Stock NGM 12(g) 0000880432 ]001-10986
MIND Mitc-~= Industries, Inc. Common Stock Comm~nr <tock NGM 12(g9) 0000926423 1000-25142
MITSY  |Mitsur « Company, Ltd. American Depositary Shares American Jepositary Shares NGS 12(g) 0000067099 |[000-9929
MITY MITY Enterprises Inc. Common Stock Common Stock NGM 12(g) 0000921030 {000-23898
MIVA MIVA, Inc. Common Stock Common Stock NGM 12(g) 0001094808 000-30428
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NVLS Novellus Systems, Inc. Common Stock Common Stock 12(g) 0000836106 |000-17157
NOVN Noven Pharmaceuticais, Inc. Common Stock Common Stock NGS 12(g) 0000815838 |(000-17254
NVGN Novogen Limited American Depositary Shares American Depositary Shares NGM 12(g) 0001075880 }000-29962
NPSP NPS Pharmaceuticals, Inc. Common Stock Common Stnrk NGM 12(g) 0000890465 [000-23272
NTLS NTELOS Holdings Corp. Common Stock Common owuk NGM 12(9) 0001328571 ]000-51798
NTLI NTL Incorporated Common Stock Common Stock NGS 12(g) 0001270400 |000-50886
NTLIVy NTL Incorporated Series A Warrants Warrant NGS 12(g) 0001270400 |000-50886
NUHC Nu Horizons Electronics Corp. Common Stock Common Stock NGM 12(g) 0000718074 (001-08798
NUAN Nuance Communications, Inc. Common Stock Common Stock NGS 12(g) 0001002517 |000-27038
NUCO NuCo2 Inc. Common Stock Common Stock NGM 12(g) 0000947577 (000-27378
NCST NUCRYST Pharmaceuticals Corp. Common Shares Common Stnnk INIeLY] 12(g) 0001344674 [000-51686
NMRX Numerex Corp. Class A Common Stock Common Swun o 12(g) 0000870753 |000-22920
NUTR Nutraceutical International Corporation Common Stock Common Stock NGS 12(g) 0001050007 [000-23731
NTRI NutriSystem Inc Common Stock Common Stock NGS 12(g) 0001096376 }[000-28551
NXXI Nutrition 21 Inc. Common Stock Common Stock NCM 12(g) 0000744962 |000-14983
NUVA NuVasive, Inc. Common Stock Common Stock NGM 12(g) 0001142596 [000-50744
NUVO Nuvelo, Inc. New Common Stock Common Stock NGM 12(g) 0000907654 [000-22873
NVEC NVE Corporation Common Stock Common Stock NCM 12(g) 0000724910 |000-12196
NVDA NVIDIA Corporation Common Stock Common Stock NGS 12(g) 0001045810 |000-23985
NWIR NWH, Inc. Common Stock Common Stock NGM 12(g) 0000915016 [000-23598
NXTM NxStage Medical Inc. Common Stock Common Stock NGM 12(g) 0001333170 |000-51567
NYER Nyer Medical Group, Inc. Common Stock Common Stock NCM 12(g) 0000884647 (000-20175
NYMX Nymox Pharmaceutical Corporation Common Stock Common Stock NCM 12(g) 0001018735 |001-12033
0OICO O. |. Corporation Common Stock Common Stock NGM 12(g) 0000073773 |000-06511
OlIM O2Micro International Limited American Depositary Shares American Depositary Shares NGS 12(g) 0001095348 |000-30910
OAKF Oak Hill Financial, Inc. Common Stock Common Stock NGS 12(Q) 0000949953 |000-26876
RHEO OccuLogix, Inc. Common Stock Common Stock NGM 12(g) 0001299139 |000-51030
OCENY |Oce NV American Depositary Shares American Depositary Shares NGM 12(g9) 0000753058 |000-13742
OBCI QOcean Bio-Chem, Inc. Common Stock Common Stock NCM 12(g) 0000350737 |000-11102
QSH™ Ocean Shore Holding Co. Common Stock Common Stock NGM 12(g) 0001298716 |000-51000
OCFo OceanFirst Financial Corp. Common Stock Common Stock NGS 12(g) 0001004702 |000-27428
CHUX O'Charley's Inc. Common Stock Common Stock NGS 12(g) 0000864233 [000-18629
ODMO  [Odimo Incorporated Common Stock Common Stock NGM 12(g) 0001292026 (000-51161
ODSY Odyssey Healthcare, Inc. Common Stock Common Stock NGS 12(g) 0001129623 |000-33267
OCAS Ohio Casualty Corporation Common Stock Comm~r Stock NGS 12(g) 0000073952 |000-05544
OLCB Ohio Legacy Corporation Common Stock Commun Stock NCM A0~y 0001096654 000-31673
OVBC Ohio Valley Banc Corp. Common Stock Common Stock NGM 12ny) 0000894671 |000-20914
OLGR Oilgear Company (The) Common Stock Common Stock NCM 12(g) 0000074058 |000-00822
ODFL Old Dominion Freight Line, Inc. Common Stock Common Stock NGS 12(g) 0000878927 |000-19582
OLBK Old Line Bancshares, Inc. (MD) Common Stock Common Stock NCM 12(g) 0001253317 {000-50345
OPOF Old Point Financial Corporation Common Stock Common Strrl NCM 12(g) 0000740971 |000-12896
OSBC  [Old Second Bancorp, Inc. Common Stock Common Stocx NGS 12(g) 0000357173 |000-10537
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QSBCP |Old Second Bancorp, Inc. Cumulative Trust Preferred Securities Other Securities NGS 12(g) 0000357173 }000-10537
ZEUS Olympic Steel, Inc. Common Stock Common Stock NGM 12(g) 0000917470 {000-23320
OMEF Omega Financial Corporation Common Stock Common Stock NGS 12(g9) 0000705671 |000-13589
OFLX Omega Flex, Inc. Common Stock Common Stock NGM 12(9) 0001317945 1000-51372
ONAV Omega Navigation Enterprises, Inc. Class A Common Stock Common Stock NGM 12(g) 0001324915 [000-51894
OMNI OMN! Energy Services Corp. Common Stock Common Stock NGM 12(g) 0001046212 1000-23383
OMCL Omnicell, Inc. Common Stock ($0.001 par value) Common Stock NGM 12(g) 0000926326 {000-33043
OMTR  |Omniture, Inc. Common Stock Common Stock NGM 12(g) 0001357525 }000-52076
OVTI OmniVision Technologies, Inc. Common Stock Common Stock NGS 12(g) 0001106851 1000-29939
OMRI Omrix Biopharmaceuticals, Inc. Common Stock Common Stock NGM 12(g) 0001349426 |000-51905
OMTL Omtool, Ltd. Common Stock Common Stock NCM 12(g) 0001020579 }000-22871
ASGN On Assignment, inc. Common Stock Common Stock NGM 12(g) 0000890564 |000-20540
ONNN  |ON Semiconductor Corporation Common Stock Common Stock NGS 12(g) 0001097864 |000-30419
oTIV On Track Innovations Ltd Ordinary Shares Ordinary Shares NGM 12(g) 0001021604 [000-49877
ONCY  [Oncolytics Biotech, Inc. Common Shares Common Stock NCM 12(g) 0001129928 }000-31062
ONFC Oneida Financial Corp. Common Stock Common Stock NCM 12(g) 0001070190 1000-25101
ORCC |Online Resources Corporation Common Stock Common Stock NGS 12(g) 0000888953 |000-26123
ONSM  [Onstream Media Corporation Common Stock Common Stock NCM 12(g) 0000919130 }000-22849
ONVI Onvia, Inc. Common Stock Common Stock NGM 12(g) 0001100917 000-29609
ONXX ONYX Pharmaceuticals, Inc. Common Stock Common Stock NGM 12(g) 0001012140 |000-28298
ONXS ONYX Software Corporation Common Stock Common Stock NGM 12(9) 0001014383 [000-25361
OPEN  |Open Solutions, inc. Common Stock Common Stock NGS 12(g) 0000873538 [000-02333
OTEX Open Text Corporation Common Shares Common Stock NGS 12(g) 0001002638 |000-27544
OPTV OpenTV Corp. Class A Ordinary Shares Ordinary Shares NGM 12(g) 0001096958 [001-15473
OPWV |Openwave Systems Inc Common Stock Common Stock NGS 12(g) 0001082506 |000-25687
ORCI Opinion Research Corporation Common Stock Common Stock NGM 12(g) 0000911673 ]000-22554
OPLK Oplink Communications, Inc. Common Stock Common Stock NGM 12(g) 0001022225 [000-31581
OPNT OPNET Technologies inc. Common Stock Common Stock NGS 12(g) 0001108924 |[000-30931
OPSW |Opsware, Inc. Common Stock Common Stock NGM 12(g) 0001100813 |000-32377
OPTC Optelecom-NKF, Inc. Common Stock Common Stock NCM 12(g) 0000275858 |000-08828
OBAS Optibase Ltd. Ordinary Shares Ordinary Shares NGM 12(g) 0001077618 |000-29992
OCCF Optical Cable Corporation Common Stock Common Stock NGM 12(g) 0001000230 {000-27022
OCPI Optical Communication Products, Inc. Common Stock Common Stock NGM 12(g) 0001122668 |000-31861
OPMR  |Optimal Group, Inc. Class A Common Stock Common Stock NGM 12(g) 0001015923 |000-28572
OPHC  |OptimumBank Holdings, Inc. Common Stock Common Stock NCM 12(g) 0001288855 [000-50755
OPTN OPTION CARE, Inc. Common Stock Common Stock NGS 12(g) 0000884064 |000-19878
ORCL Oracle Corporation Common Stock Common Stock NGS 12(g) 0001341439 000-14376
OLAB Oralabs Holding Corporation Common Stock Common Stock NCM 12(g) 0001044577 }[000-23039
ORNG |Orange 21 Inc. Common Stock Common Stock NGM 12(g) 0000932372 {000-51071
OSUR  |OraSure Technologies, Inc. Common Stock Common Stock NGM 12(g) 0001116463 |000-15337
ORBT Orbit International Corporation Common Stock Common Stock NCM 12(g) 0000074818 000-03936
ORBK  |Orbotech Ltd. Ordinary Shares Ordinary Shares NGS 12(g) 0000749037 {000-12790
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PNRA Common Stock 12(g) 0000724606 |000-19253
PTRY Pantry, Inc. (The) Common Stock Common Stock NGS 12(g) 0000915862 |000-25813
PZZA Papa John's International, Inc. Common Stock Common Stock NGS 12(g) 0000901491 ]000-21660
PLLL Parallel Petroleum Corporation Common Stock Common Stock NGM 12(g) 0000750561 {000-13305
PMTC Parametric Technology Corporation Common Stock Common Stock NGS 12(g) 0000857005 |000-18059
PRXL PAREXEL International Corporation Common Stock Common Stock NGS 12(9) 0000799729 |000-27058
PFED Park Bancorp, Inc. Common Stock Common Stock NGM 12(g) 0001013554 ]000-20867
PKBK Parke Bancorp, Inc. Common Stock Common Stock NCM 12(g) 0001315399 |000-51338
PRKR ParkerVision, Inc. Common Stock Common Stock NGM 12(g) 0000914139 {000-22904
PKOH Park-Ohio Holdings Corp. Common Stock Common Stock NGM 12(g) 0000076282 |000-03134
PVSA Parkvale Financial Corporation Common Stock Common Stock NGS 12(g) 0000820907 000-17411
PARL Parlux Fragrances, Inc. Common Stock Common Stock NGS 12(g) 0000802356 [000-15491
PDRT Particle Drilling Technologies, Inc. Common Stock Common Stock NCM 12(g) 0000759153 |000-30819
PTNR Partner Communications Company Ltd. American Depositary Shares American Depositary Shares NGS 12(g) 0001096691 |001-14968
PRTR Partners Trust Financial Group, Inc. Common Stock Common Stock NGS 12(g) 0001163345 |001-31277
PBHC Pathfinder Bancorp, Inc. Common Stock Common Stock NCM 12(g) 0001046188 |000-23601
PTMK Pathmark Stores, Inc. Common Stock Common Stock NGM 12(g) 0000095585 {001-05287
PTMKW |Pathmark Stores, inc. Warrant Warrant NGM 12(g) 0000095585 |001-05287
PATK Patrick Industries, Inc. Common Stock Common Stock NGM 12(g) 0000076605 |000-03922
PCAP Patriot Capital Funding, Inc. Common Stock Common Stock NGS 12(g) 0001321560 |000-51459
PNBK Patriot National Bancorp Inc. Common Stock Common Stock NCM 12(g) 0001098146 |000-29599
PATR Patriot Transportation Holding, Inc. Common Stock Common Stock NGM 12(g) 0000844059 |000-17554
PDCO Patterson Companies, Inc. Common Stock Common Stock NGS 12(g) 0000891024 |000-20572
PTEN Patterson-UT! Energy, Inc. Common Stock Common Stock NGS 12(9) 0000889900 {000-22664
PFCO PAULA Financial Common Stock Common Stock NCM 12(g) 0000929031 |000-23181
PLCC Paulson Capital Corp. Common Stock Common Stock NCM 12(g) 0000704159 [000-18188
PAYX Paychex, Inc. Common Stock Common Stock NGS 12(g) 0000723531 |000-11330
PCCC PC Connection, Inc. Common Stock Common Stock NGM 12(g) 0001050377 ]000-23827
MALL PC Mall, Inc. Common Stock Common Stock NGM 12(g) 0000937941 ]000-25790
PCTI PC-Tel, Inc. Common Stock Common Stock NGM 12(9) 0001057083 |000-27115
PDFS PDF Solutions, Inc. Common Stock Common Stock NGM 12(g) 0001120914 {000-31311
PDII PDI, Inc. Common Stock Common Stock NGM 12(g) 0001054102 [000-24249
PDLI PDL BioPharma, inc. Common Stock Common Stock NGS 12(g) 0000882104 |000-19756
PEAK Peak International Limited Common Stock Common Stock NGM 12(g) 0001036081 |000-29332
Pl PECO I, Inc. Common Stock Common Stock NCM 12(g) 0000845072 |000-31283
PSAI Pediatric Services of America, Inc. Common Stock Common Stock NGM 12(9) 0000893430 |000-23946
PMFG Peerless Manufacturing Company Common Stock Common Stock NGM 12(g) 0000076954 000-05214
PRLS Peerless Systems Corporation Common Stock Common Stock NCM 12(g) 0000897893 [000-21287
PEET Peet's Coffee & Tea, Inc. Common Stock Common Stock NGS 12(g) 0000917968 |000-32233
PGWC |Pegasus Wireless Corp. (NV) Common Stocn Common Stock NGM 12(g) 0001126752 {000-32567
PEGA Pegasystems Inc. Common Stock Common Stock NGS 12(g) 0001013857 [001-11859
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PAGI Pemco Aviation Group, Inc. Common Stock Common Stock NGM 12(g) 0000771729 |000-13829
PMTR Pemstar Inc. Common Stock Common Stock NGM 12(g) 0000924829 [000-31223
PENX Penford Corparation Common Stock Common Stock NGM 12(g) 0000739608 [000-11488
PENN Penn National Gaming, Inc. Common Stock Common Stack NGS 12(g) 0000921738 }000-24206
PFSB PennFed Financial Services, Inc. Common Stock Common Stock NGM 12(g) 0000920945 1000-24040
PNNW  [Pennichuck Corporation Common Stock Common Stock NGM 12(g) 0000788885 |000-18552
PWOD {Penns Woods Bancorp, Inc. Common Stock Common Stock NGM 12(g) 0000716605 |000-17077
COBH Pennsylvania Commerce Bancorp, Inc. Common Stock Common Stock NGS 12(g) 0001085706 |000-50961
PNSN Penson Worldwide, Inc. Common Stock Common Stock NGM 12(9) 0001123541 000-32095
PPCO Penwest Pharmaceuticals Co. Common Stock Common Stock NGM 12(g) 0001047188 ]000-23467
PFDC Peoples Bancorp Common Stock Common Stock NGM 12(g) 0000869004 |000-18991
PEBO Peoples Bancorp Inc. Common Stock Common Stock NGS 12(g) 0000318300 {000-16772
PEBK Peoples Bancorp of North Carolina, inc. Common Stock Common Stock NGM 12(g) 0001093672 [000-27205
PBTC Peoples BancTrust Company, Inc. (The) Common Stock Common Stock NCM 12(9) 0000762128 [000-13653
PCBI Peoples Community Bancorp, Inc. Common Stock Commaon Stock NGM 12(g) 0001100983 |000-29949
PEDH Peoples Educational Holdings, Inc. Common Stock Common Stock NCM 12(g) 0000729156 |000-50916
PFBX Peoples Financial Corporation Common Stock Common Stock NCM 12(g) 0000770460 000-30050
PSPT PeopleSupport, inc. Common Stock Common Stock NGM 12(g) 0001289001 ]000-50843
PRCP Perceptron, Inc. Common Stock Common Stock NGM 12(g) 0000887226 |000-20206
PPHM Peregrine Pharmaceuticals Inc. Common Stock Common Stock NCM 12(9) 0000704562 }000-17085
PRFT Perficient, Inc. Common Stock Common Stock NGS 12(g) 0001085869 {000-51167
PFGC Performance Food Group Company Common Stock Common Stock NGS 12(g) 0000908254 {000-22192
PTIX Performance Technologies, Incorporated Common Stock Common Stock NGM 12(g) 0001003950 ]000-27460
PSEM Pericom Semiconductor Corporation Common Stock Common Stock NGM 12(g) 0001001426 |000-27026
PRGO Perrigo Company Common Stock Common Stock NGS 12(g) 0000820096 |000-19725
PERY Perry Ellis International Inc. Common Stock Common Stock NGS 12(g) 0000900349 }000-21764
PSTI Per-Se Technologies, Inc. Common Stock Common Stock NGS 12(g) 0000878556 |000-19480
PVSW Pervasive Software Inc. Common Stock Common Stock NGM 12(g) 0001042821 |000-23043
PETC PETCO Animal Suppiies, Inc. Common Stock Common Stock NGS 12(g) 0000888455 |000-23574
PETS PetMed Express, Inc. Common Stock Common Stock NGS 12(g) 0001040130 |000-28827
HAWK Petrohawk Energy Corporation Common Stock Common Stock NGS 12(g) 0001059324 1000-25717
PETD Petroleum Development Corporation Common Stock Common Stock NGS 12(g) 0000077877 |000-07246
PETM PETsMART, inc. Common Stock Common Stock NGS 12(g) 0000863157 [000-21888
PFSW PFSweb, Inc. Common Stock Common Stock NCM 12(g) 0001095315 |000-28275
PGTI PGT, Inc. Common Stock Common Stock NGM 12(g) 0001354327 |000-52059
PPDI Pharmaceutical Product Development, Inc. Common Stock Common Stock NGS 12(g) 0001003124 |000-27570
PCOP Pharmacopeia Drug Discovery, Inc. Common Stock Common Stock NGM 12(qg) 0001273013 ]000-50523
PCYC Pharmacyclics, inc. Common Stock Common Stock NGM 12(g) 0000949699 |000-27066
PXSL Pharmaxis Limited ADR American Depositary Shares  [NGM 12(g) 0001301357 |000-51505
PHRM Pharmion Corporation Common Stock Common Stock NGM 12(g) 0001203866 ]000-50447
PARS Pharmos Corporation Common Stock Common Stock NCM 12(g) 0000713275 |000-11550
PFWD  |Phase Forward Incorporated Common Stock Common Stock NGM 12(q) (001050180 |000-50839
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ANTP PHAZAR CORP Common Stock Common Stock NCM 12(g) 0000724267 |000-12866
PHII PHI, Inc. Common Stock Common Stock NGM 12(g) 0000350403 |000-09827
PHIIK PHI, Inc. Non-Voting Common Stock Common Stock NGM 12(g) 0000350403 |000-09827
PHLY Philadelphia Consolidated Holding Corp. Common Stock Common Stock NGS 12(9) 0000909109 |000-22280
PTEC Phoenix Technologies Ltd. Common Stock Common Stock NGM 12(g) 0000832767 |000-17111
PHMD  [PhotoMedex, Inc. Common Stock Common Stock NGM 12(g) 0000711665 |000-11635
PHTN Photon Dynamics, Inc. Common Stock Common Stock NGM 12(g) 0001002663 |000-27234
PLAB Photronics, Inc. Common Stock Common Stock NGS 12(g) 0000810136 |000-15451
PICO PICO Holdings Inc. Common Stock Common Stock NGM 12(g) 0000830122 |000-18786
PNCL Pinnacle Airlines Corp. Common Stock Common Stock NGM 12(g) 0001166291 |001-31898
PNFP Pinnacle Fin=r~ial Partners, Inc. Common Stock Common Stock NGS 12(g) 0001115055 |000-31225
PONR Pioneer Coripanies, Inc. Common Stock Common Stock NGM 12(g) 0000830141 |000-31230
PXPL Pixelplus Co., Ltd. American Depositary Shares Representing 0.5 American Depositary Shares NGM 12(g) 0001331588 [000-51643
Common Shares
PXLW Pixelworks, Inc. Common Stock Common Stock NGM 12(g) 0001040161 |000-30269
PZZ| Pizza Inn, Inc. Common Stock Common Stock NCM 12(g) 0000718332 |000-12919
PLSB Placer Sierra Bancshares Common Stock Common Stock NGS 12(g) 0001279410 |000-50652
PLNR Planar Systems, Inc. Common Stock Common Stock NGM 12(g) 0000722392 |000-23018
LGBT PlanetOut, Inc. Common Stock Common Stock NGM 12(g) 0001287258 [000-50879
TUTR PLATO Learning inc. Common Stock Common Stock NGM 12(g) 0000893965 [000-20842
PLXS Plexus Corp. Common Stock Common Stock NGS 12(g) 0000785786 |000-14824
PLUG Plug Power, Inc. Common Stock Common Stock NGM 12(g) 0001093691 |000-27527
PLBC Plumas Bancorp (Quincy, CA) Common Stock Common Stock NCM 12(g) 0001168455 [000-49883
PLXT PLX Technology, Inc. Common Stock Common Stock NGM 12(g) 0000850579 [000-25699
PMACA |PMA Capital Corporation Class A Common Stock Common Stock NGM 12(g) 0001041665 |000-22761
PMCS PMC - Sierra, Inc. Common Stock Common Stock NGS 12(g) 0000767920 |000-19084
PFSL Pocahontas Bancorp, Inc. Common Stock Common Stock NGM 12(g) 0001051859 [000-23969
POTP Point Therapeutics inc Common Stock Common Stock NCM 12(g) 0000919745 [000-19410
PTSX Point.360 Common Stock Common Stock NGM 12(g) 0001014733 |[000-21917
PNTR Pointer Telocation Ltd. Ordinary Shares (Israel) Ordinary Shares NCM 12(g) 0000920532 [001-13138
PTEK PokerTek, Inc. Common Stock Common Stock NGM 12(g) 0001302177 }000-51572
PLCM Polycom, Inc. Common Stock Common Stock NGS 12(g) 0001010552 |000-27978
PLMD PolyMedica Corporation Common Stock Common Stock NGS 12(g) 0000878748 |000-19842
PMRY Pomeroy IT Solutions, Inc. Common Stock Common Stock NGM 12(g) 0000883979 |000-20022
PARD Poniard Pharmaceuticals, Inc. Common Stock Common Stock NCM 12(g) 0000755806 [000-16614
POOL Pool Corporation Common Stock Common Stock NGS 12(g) 0000945841 |000-26640
POPEZ |Pope Resources Depositary Receipts of Limited Partnership Units Depository Receipt NGM 12(g) 0000784011 |001-09035
BPOPN [Popular, Inc. 6.70% Cumulative Monthly Income Trust Preferred Other Securities NGS 12(g) 0000763901 |000-13818
Securities
BPOP Popular, Inc. Common Stock Common Stock NGS 12(g) 0000763901 |000-13818
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PGNX Progenics Pharmaceuticals Inc. Common Stock Common Stock NGM 12(qg) 0000835887 |000-23143
PROG jProgrammer's Paradise, Inc. Common Stock Common Stock NCM 12(g) 0000945983 |000-26408
PRGS Progress Software Corporation Common Stock Common Stock NGS 12(g) 0000876167 |000-19417
PGIC Progressive Gaming International Corporation Common Stock Common Stock NGM 12(g) 0000912241 |000-22752
PSEC Prospect Energy Corporation Common Stock Common Stock NGM 12(9) 0001287032 |000-50691
PRSP Prosperity Bancshares, Inc. Common Stock Common Stock NGS 12(g) 0001068851 [000-25051
PTIL Protherics plc American Depositary Shares American Depositary Shares  |[NGM 12(g) 0000945725 ]000-51463
PBKS Provident Bankshares Corporation Common Stock Common Stock NGS 12(g) 0000818969 |{000-16421
PCBS Provident Community Bancshares, Inc. Common Stock Common Stock NGM 12(g) 0000926164 [001-5735

PROV Provident Financial Holdings, Inc. Common Stock Common Stock NGS 12(g) 0001010470 |000-28304
PBNY Provident New York Bancorp Common Stock Common Stock NGS 12(g) 0001070154 (000-25233
PILL ProxyMed, Inc. Common Stock Common Stock NGM 12(g) 0000906337 ]000-22052
PBIP Prudential Bancorp, Inc. of Pennsylvania Common Stock Common Stock NGM 12(g) 0001302324 1000-51214
PSBI PSB Bancorp, Inc. Common Stock Common Stock NGM 12(g) 0001047537 ]000-24601
PSBH PSB Holdings, Inc. Common Stock Common Stock NGM 12(g) 0001293211 |000-50970
PSIT PSi Technologies Holdings, Inc. American Depositary Shares American Depositary Shares NCM 12(g) 0001106714 |000-30582
PSDV pSivida Limited American Depository Shares American Depositary Shares  |[NGM 12(g) 0001314102 ]000-51122
PSS PSS World Medical inc. Common Stock Common Stock NGS 12(g) 0000920527 }000-23832
PSYS Psychiatric Solutions, Inc. Common Stock Common Stock NGS 12(9) 0000829608 |000-20488
PULB Pulaski Financial Corporation Common Stock Common Stock NGS 12(g) 0001062438 |000-24571
PCYO Pure Cycle Corporation Common Stock Common Stock NCM 12(g) 0000276720 |000-08814
PVFC PVF Capital Corp. Common Stock Common Stock NCM 12(g) 0000928592 [000-24948
PWE! PW Eagle Inc. Common Stock Common Stock NGM 12(g) 0000852426 [000-18050
PMID Pyramid Breweries, Inc. Common Stock Common Stock NGM 12(g) 0001001917 |000-27116
QEPC Q.E.P. Co., Inc. Common Stock Common Stock NGM 12(g) 0001017815 [000-21161
QADI QAD Inc. Common Stock Common Stock NGS 12(g) 0001036188 [000-22823
QCCO |QC Holdings, Inc. Common Stock Common Stock NGM 12(g) 0001289505 |000-50840
QCRH QCR Holdings, Inc. Common Stock Common Stock NCM 12(g) 0000906465 |000-22208
QGEN Qiagen N.V. Ordinary Shares Ordinary Shares NGS 12(g) 0001015820 ]000-28564
XING Qiao Xing Universal Telephone, Inc. Common Stock Common Stock NGM 12(g) 0001051846 |000-29946
QLGC QLogic Corporation Common Stock Common Stock NGS 12(g) 0000918386 |000-23298
QLTI QLT Inc. Common Shares Common Stock NGS 12(9) 0000827809 }000-17082
QMED {QMed Inc. Common Stock Common Stock NCM 12(g) 0000729213 {000-11411
QSND  |QSound Labs, Inc. Common Shares Common Stock NCM 12(g) 0000840518 [000-17212
QFAB Quaker Fabric Corporation Common Stock Common Stock NGM 12(g) 0000103341 000-22199
QCOM |QUALCOMM Incorporated Common Stock Common Stock NGS 12(g) 0000804328 |000-19528
QLTY Quality Distribution, Inc. Common Stock Common Stock NGM 12(g) 0000922863 [000-24180
Qsli Quality Systems, Inc. Common Stock Common Stock NGS 12(g) 0000708818 |000-13801
QBAK Qualstar Corporation Common Stock Common Stock NGM 12(g) 0000758938 {000-30083
QNTAP |Quanta Capital Holdings Ltd. Series A Preferred Shares Preferred Stock NGM 12(g) 0001264242 |001-32138
QTWW  [Quantum Fuel Systems Technologies Worldwide, Inc. COMMON Common Stock NGM 12(g) 0001166380 |000-49629
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SGTL Sigmatel, Inc. Common Stock Common Stock 12(g) 0001043639 -]000-50391
SGMA SigmaTron International, Inc. Common Stock Common Stock NCM 12(g) 0000915358 |000-23248
SLGN Silgan Holdings, Inc. Common Stock Common Stock NGS 12(g) 0000849869 |000-22117
SILC Silicom Ltd Ordinary Shares Ordinary Shares NCM 12(g) 0000916793 |000-23288
SIMG Silicon Image, Inc. Common Stock Common Stock NGS 12(g) 0001003214 [000-26887
SLAB Silicon Laboratories, Inc. Common Stock Common Stock NGS 12(g) 0001038074 |000-29823
SIMO Silicon Motion Technology Corporation American Depositary Shares American Depositary Shares NGM 12(g9) 0001329394 000-51380
SSTI Silicon Storage Technology, Inc. Common Stock Common Stock NGM 12(g) 0000855906 |000-26944
SPIL Siliconware Precision Industries Company, Ltd. American Depositary American Depositary Shares NGS 12(g) 0001111759 |000-30702
Shares
SSRI Silver Standard Resources, iInc Common Stock Common Stock NGM 12(g) 0000921638 |000-26424
SSTR Silverstar Holdings Ltd Common Shares Common Stock NCM 12(9) 0001003390 [000-27494
SIMC Simclar, Inc. Common Stock Common Stock NCM 12(g) 0000764039 |000-14659
SFNC Simmons First National Corporation Class A Common Stock Common Stock NGS 12(g) 0000090498 |000-06253
STEC SimpleTech Inc Common Stock Common Stock NGM 12(g) 0001102741 |000-31623
SINA sina.com Ordinary Shares Ordinary Shares NGS 12(g) 0001094005 ]000-30698
SBGI Sinclair Broadcast Group, Inc. Class A Common Stock Common Stock NGS 12(g) 0000912752 |000-26076
SMDI Sirenza Microdevices, Inc. Common Stock Common Stock NGM 12(g) 0001103777 |000-30615
SIRF SiRF Technology Holdings, Inc. Common Stock Common Stock NGS 12(g) 0001163943 ]000-50669
SIRI Sirius Satellite Radio Inc. Common Stock Common Stock NGS 12(g) 0000908937 [000-24710
RNAI Sirna Therapeutics, Inc. Comman Stock Common Stock NGM 12(g) 0000892112 |000-27914
SIRO Sirona Dental Systems, Inc. Common Stock Common Stock NGS 12(g) 0001014507 [000-22673
SKiL SkillSoft plc American Depositary Shares American Depositary Shares NGM 12(g) 0000940181 |000-25674
SECDP |Sky Financial Group, inc. - Second Bancorp Capital Trust t - 9.00% Other Securities NGS 12(g) 0000855876 |000-18209
Cumulative Trust Preferred Securities
SKYF Sky Financial Group, Inc. Common Stock Common Stock NGS 12(g) 0000855876 ]000-18209
SKYE SkyePharma PLC American Depositary Shares American Depositary Shares |[NGM 12(g) 0001018117 |000-29860
SKYW  [SkyWest, Inc. Common Stock Common Stock NGS 12(g) 0000793733 |000-14719
SWKS Skyworks Solutions, Inc. Common Stock Common Stock NGS 12(g) 0000004127 |001-5560
SFBC Slade's Ferry Bancorp Common Stock Common Stock NCM 12(g) 0000857499 |000-23904
WINS SM&A Common Stock Common Stock NGM 12(g) 0001050031 }000-23585
SMOD {SMART Modular Technologies, Inc. Ordinary Shares Ordinary Shares NGS 12(g) 0001326973 {000-51771
SWHC  [Smith & Wesson Holding Corp Common Stock Common Stock NGS 12(g) 0001092796 |000-29015
SWRG [Smith & Wollensky Restaurant Group, Inc. (The) Common Stock Common Stock NGM 12(g) 0001137047 |001-16505
SMS| Smith Micro Software, Inc. Common Stock Common Stock NCM 12(g) 0000948708 1000-26536
SMTB Smithtawn Bancorp Inc Common Stock Common Stock NCM 12(g) 0000747345 (000-13314
SMXC Snuuiway Motor Xpress Corp. Class A Common Stock Common Stock NCM 12(g) 0000941914 |000-20793
SMTX SMTC Corporation Common Stock Common Stock NGM 12(g) 0001108320 {000-31051
SSCCP {Smurfit-Stone Container Corporation 7% Series A Cumulative Preferred Stock NGS 12(g) 0000919226 |000-23876
Exchangeable Redeemable Convertible Preferred Stock
oouC  [Smurfit-Stone Container Corporation Common Stock Common Stock NGS 12(g) 0000919226 [000-23876
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SPPR Supertel Hospitality, Inc. Common Stock Common Stock NGM 12(g) 0000929545 |000-25060
SPPRP [Supertel Hospitality, Inc. Series A Convertible Preferred Stock Preferred Stock NGM 12(g) 0000929545 |000-25060
SUPX Supertex, Inc. Common Stock Common Stock NGS 12(g) 0000730000 |000-12718
SPRT Support.com, Inc. Common Stock Common Stock NGS 12(g) 0001104855 {000-30901
SURW  {SureWest Communications Common Stock Common Stock NGM 12(g) 0000943117 |000-29660
SRDX SurModics, Inc. Common Stock Common Stock NGS 12(g) 0000924717 |000-23837
SUSQ Susquehanna Bancshares, Inc. Common Stock Common Stock NGS 12(g) 0000700863 |000-10674
STRN Sutron Corporation Common Stock Common Stock NCM 12(g) 0000728331 {000-12227
SIVBO  |SVB Capital Il Cumulative Trust Preferred Securities Other Securities NGS 12(g) 0000719739 |000-15637
SIvVB SVB Financial Group Common Stock Common Stock NGS 12(g) 0000719739 )000-15637
SWFT Swift Transportation Co., Inc. Common Stock Common Stock NGS 12(g) 0000863557 [000-18605
SCMR  |Sycamore Networks, Inc. Common Stock Common Stock NGM 12(g) 0001092367 |000-27273
SYKE Sykes Enterprises, Incorporated Common Stock - JCommon Stock NGS 12(g) 0001010612 |000-28274
SYMC Symantec Corporation Common Stock Common Stock NGS 12(g) 0000849399 |000-17781
SMBI Symbion, Inc. Common Stock Common Stock NGS 12(g) 0001091312 ]000-50574
SYMM Symmetricom, Inc. Common Stock Common Stock NGM 12(g) 0000082628 |000-02287
SMMX  |Symyx Technologies, Inc. Common Stock Common Stock NGS 12(g) 0001095330 |000-27765
SYGR Synagro Technologies, Inc. Common Stock Common Stock NGM 12(g) 0000895565 |000-21054
SYNL Synalioy Corporation Common Stock Common Stock NGM 12(g) 0000095953 |000-19687
SYNA Synaptics Incorporated Common Stock $0.001 Par Value Common Stock NGS 12(g) 0000817720 [000-49602
SNCR Synchronoss Technologies, Inc. Common Stock Common Stock NGM 12(g) 0001131554 |000-52049
SURG Synergetics USA, Inc. Common Stock Common Stock NCM 12(g) 0000836429 {000-51602
SYNX SYNERGX SYSTEMS INC Common Stock NCM 12(g) 0000823130 ]000-17580
SYBR Synergy Brands Inc. Common Stock Common Stock NCM 12(g) 0000870228 |000-19409
SYNF Synergy Financial Group, Inc. Common Stock Common Stock NGM 12(g) 0001263766 |000-50467
ELOS Syneron Medical Ltd. Ordinary Shares Ordinary Shares NGS 12(g) 0001291361 |000-50867
SNPS Synopsys, Inc. Common Stock Common Stock NGS 12(g) 0000883241 ]000-19807
SYNO Synovis Life Technologies, Inc. Common Stock Common Stock NGM 12(g) 0000780127 {000-13907
SYNP Synplicity, Inc. Common Stock Common Stock NGM 12(g) 0001027362 {000-31545
BRLC Syntax-Brillian Corporation Common Stock Cammon Stock NGM 12(g) 0001232229 ]000-50289
SYNT Syntel, Inc. Common Stock Common Stock NGS 12(g) 0001040426 ]000-22903
SYNM Syntroleum Corporation Common Stock Common Stock NGM 12(g) 0001029023 |000-21911
SYNMZ |Syntroleum Corporation Warrants (Expire 5/26/2008) Warrant NGM 12(g) 0001029023 |000-21911
SYNMW |Syntroleum Corporation Warrants 11/4/2007 Warrant NGM 12(g) 0001029023 |000-21911
SYPR Sypris Solutions, Inc. Common Stock Common Stock NGM 12(g) 0000864240 |000-24020
SXCI Systems Xcellence Inc. Ce™™nn Stock Common Stock NGM 12(g) 0001363851 (000-52073
TROW |T. Rowe Price Group, Inc. vuinmon Stock Common Stock NGS 12(g) 0001113169 |000-32191
TTES T-3 Energy Services Inc Common Stock Common Stock NGM 12(g) 0000879884 {000-19580
TAIT Taitron Components Incorporated Class A Common Stock Common Stock NCM 12(g) 0000942126 |[000-25844
TTWO  |Take-Two Interactive Software, Inc. Common Stock Comm~~ Stock NGS 12(g) 0000946581 [000-29230
TLEO Taleo Corporation Class A Common Stock Commwn Stock NGM 12(g) 0001134203 ]000-51299
TALK Talk America Holdings Inc. Common Stock Common Stock NGS 12(g) 0000948545 [000-26728
7/31/2006 72
















Exhibit A: List of Securities whose Reg

n will be Transferred to Section 12(b)

UARM Under Armour, Inc. Class A Common Stock Common Stock NGS 12(9) 0001336917 {001-10635
UNCA Unica Corporation Common Stock Common Stock NGM 12(g) 0001138804 [000-51461
UNAM Unico American Corporation Common Stock Common Stock NGM 12(g) 0000100716 |000-03978
UBSH Union Bankshares Corporation Common Stock Common Stock NGS 12(g) 0000883948 [000-20293
UDRL Union Dirilling, Inc. Common Stock Common Stock NGM 12(g) 0001133260 |000-51630
UBCD UnionBancorp, inc Common Stock Common Stock NGM 12(g) 0001019650 [000-28846
INDM United America Indemnity, Ltd. Class A Common Stock Common Stock NGM 12(g) 0001263813 |000-50511
UAHC United American Healthcare Corporation Common Stock Common Stock NCM 12(g) 0000867963 ]001-11638
UBCP United Bancorp, Inc. Common Stock Common Stock NCM 12(9) 0000731653 ]000-16540
UBOH United Bancshares, Inc. Common Stock Common Stock NGM 12(g) 0001087456 |000-29283
UBSI United Bankshares, Inc. Common Stock Common Stock NGS 12(g) 0000729986 [000-13322
UCBA United Community Bancorp Common Stock Common Stock NGM 12(9) 0001344970 |000-51800
ucBl United Community Banks, Inc. Common Stock Common Stock NGS 12(g) 0000857855 [000-21656
UCFC United Community Financial Corp. Common Stock Common Stock NGS 12(g) 0000707886 |000-24399
UBNK United Financial Bancorp, Inc. Common Stock Common Stock NGS 12(g) 0001319572 |000-51369
UBMT United Financial Corp Common Stock Common Stock NGM 12(g) 0001011309 [000-28080
UHCP United Heritage Corporation Common Stock Common Stock NCM 12(g) 0000354567 |000-9997

UNFI United Natural Foods, Inc. Common Stock Common Stock NGS 12(g) 0001020859 [000-21531
UNTD United Online, Inc. Common Stock Common Stock NGS 12(g) 0001142701 |000-33367
UPFC United PanAm Financial Corporation Common Stock Common Stock NGS 12(9) 0001049231 [000-24051
URG! United Retail Group, Inc. Common Stock Common Stock NGM 12(g) 0000881905 |000-19774
UBFO United Security Bancshares Common Stock Common Stock NGS 12(g) 0001137547 |000-32897
USBI United Security Bancshares, Inc. Common Stock Common Stock NCM 12(g) 0000717806 [000-14549
USLM United States Lime & Minerals, Inc. Common Stock Common Stock NGM 12(g) 0000082020 {000-04197
USTR United Stationers Inc. Common Stock Common Stock NGS 12(g) 0000355999 |000-10653
USPI United Surgical Partners International, inc. Common Stock Common Stock NGS 12(g) 0001101723 (000-32837
UTHR United Therapeutics Corporation Common Stock Common Stock NGS 12(g) 0001082554 {000-26301
UNTY Unity Bancorp, Inc. Common Stock Common Stock NGM 12(g) 0000920427 |000-24893
UHCO Universal American Financial Corp. Common Stock Common Stock NGS 12(g) 0000709878 |001-08506
UEIC Universal Electronics inc. Common Stock Common Stock NGS 12(g) 0000101984 |000-21044
UFPI Universal Forest Products, Inc. Common Stock Common Stock NGS 12(g) 0000912767 |000-22684
USAP Universal Stainless & Alloy Products, Inc. Common Stock Common Stock NGM 12(g) 0000931584 000-25032
UACL Universal Truckload Services, inc. Common Stock Common Stock NGM 12(g) 0001308208 {000-51142
UNIB University Bancorp Inc Michigan Common Stock Common Stock NCM 12(g) 0000811211 {000-16023
UvVsSP Univest Corporation of Pennsylvania Common Stock Common Stock NGS 12(g) 0000102212 [000-07617
URBN Urban Ouffitters, Inc. Common Stock Common Stock NGS 12(g) 0000912615 [000-16999
ULGX Urologix, Inc. Common Stock Common Stock NGM 12(g) 0000882873 1000-28414
CLEC US LEC Corp. Class A Common Stock Common Stock NGM 12(g) 0001054290 |000-24061
USMO  |USA Mobility, Inc. Common Stock Common Stock NGS 12(g) 0001289945 000-51027
USAK USA Truck, Inc. Common Stock Common Stock NGS 12(g) 0000883945 |000-19858
USNA USANA Health Sciences Inc. Common Stock Common Stock NGS 12(g) 0000896264 |000-21116
USIH USI Holdings Corporation Common Stock Common Stock NGS 12(g) 0001102643 |000-50041
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SECURITIES AND EXCHANGE COMMISSION
Release No. 34-54241

July 31, 2006
In the Matter of the Application of the Nasdaq Stock Market, Inc. and the NASDAQ
Stock Market LL.C for an Exemption from Section 12(a) Allowing Trading of Certain
Unregistered Securities
I. Introduction

On January 13, 2006, the Commission approved the application of the Nasdaq Stock
Market, Inc. (“Nasdaq”) to register one of its subsidiaries, the NASDAQ Stock Market LLC
(“Nasdaq Exchange”) as a national securities exchange.! Prior to Nasdaq’s submission of the
application to become an exchange, Nasdaq was a wholly-owned subsidiary of the National
Association of Securities Dealers, Inc. (“NASD”) that operated as an interdealer quotation

system. Historically under NASD rules, a company’s securities were eligible for listing on

Nasdagq if the security was registered under either Section 12(g)’ or Section 12(b)* of the

Securities Exchange Act of 1934 (“Exchange Act”).* However, in certain circumstances, NASD

rules also permitted the trading of securities that are exempt from registration under Section
12(g) of the Exchange Act.
Among other exempt securities, NASD rules allow the trading of any security of an

insurance company that is exempt from registration under Section 12(g)(2)(G) of the Exchange

! See Release No. 34-53128 (January 13, 2006) [71 FR 3550).
215 U.S.C. 781(g).
15 U.S.C. 781(b).

*15U.S.C. 78a et seq.







Once the Nasdaq Exchange begins to operate as a national securities exchange, Section
12(a) of the Exchange Act’ would prohibit any Nasdaq Exchange member, broker, or dealer from
effecting any transaction in any security, other than an “exempted security” as defined in Section
3(a)(12) of the Exchange Act,’® on the Nasdaq Exchange, unless the security is registered under
Section 12(b) of the Exchange Act. There are no exemptions from Section 12(b) registration
afforded to insurance companies and foreign private issuers that correspond to the exemptions
available to these issuers under Section 12(g)(2)(G) of the Exchange Act and Exchange Act Rule
12g3-2(b). Accordingly, the securities of these issuers would need to be registered under Section
12(b) of the Exchange Act before transactions in those securities could be effected by Nasdaq
Exchange members, brokers and dealers, consistent with Section 12(a) on the Nasdaq Exchange,
absent the exemption provided by this order.

II. Request by Nasdaq and the Nasdaq Exchange for an Exemption from Section
12(a) of the Exchange Act

On July 31, 2006, the Commission received an application (the “Nasdagq
Application”)’ from the Nasdaq and the Nasdaq Exchange for an exemption pursuant to
Section 36 of the Exchange Act,'® in accordance with the procedures set forth in Exchange Act
Rule 0-12."" Section 36 of the Exchange Act gives the Commission the authority to exempt
any person, security or transaction from any Exchange Act provision by rule, regulation or

order, to the extent that the exemption is necessary or appropriate in the public interest and

715U.8.C. 78)(a).
815 U.S.C. 78c(a)(12).

? Letter from Edward S. Knight to Nancy M. Morris (July 31, 2006). The Nasdaq Application is included in
accompanying Release No. 34-54240 (July 31, 2006).

Y15 U.8.C. 78mm.

"' 17 CFR 240.0-12. Exchange Act Rule 0-12 sets forth procedures for filing applications for orders for exemptive
relief pursuant to Section 36.




consistent with the protection of investors. Nasdaq and the Nasdaq Exchange have requested a
three-year exemption from Section 12(a) of the Exchange Act, with respect to transactions in
securities of the issuers listed in Exhibit C to the Nasdaq Application that are currently exempt
from registration under Section 12(g) of the Exchange Act. According to Nasdaq and the
Nasdaq Exchange, the securities of four insurance companies and nine foreign private issuers
currently are trading on Nasdaq in reliance on these exemptions.'?

An exemption from Section 12(a) would permit Nasdaq Exchange members and
brokers or dealers to effect transactions in these securities on the Nasdaq Exchange without
registration under Section 12(b) of the Exchange Act. Nasdaq and the Nasdaq Exchange
believe that the three-year period will provide these issuers with adequate time to complete the
Section 12(b) registration process and prepare financial statements should they choose to
continue to have their securities traded on the Nasdaq Exchange after expiration of the three-
year period. Under the terms of the requested exemption, the insurance companies would have
to continue to satisfy the conditions set forth in Section 12(g)(2)(G) of the Exchange Act and
the foreign private issuers would have to remain in compliance with the conditions set forth in
Exchange Act Rule 12g3-2(b) to qualify for the exemption.

Prior to submitting this request, Nasdaq and the Nasdaq Exchange notified the insurance
companies and the foreign private issuers of their plan to request a Section 12(a) exemption on
the issuers’ behalf and allowed each issuer that did not wish to be the subject of the request to
opt-out of the process. Nasdaq and the Nasdaq Exchange provided these issuers a period of 10
business days to notify Nasdaq of an opt-out preference. The issuers that chose to opt-out from

the request are listed in Exhibit B to the Nasdaq Application.

12 See the Nasdaq Application.







Accordingly, IT IS ORDERED pursuant to Section 36 of the Exchange Act that, under
the terms and conditions set forth below, a Nasdaq Exchange member, broker or dealer may
effect a transaction on the Nasdaq Exchange in a security of an issuer listed in Exhibit C to the
Nasdaq Application that has not been registered under Section 12(b) of the Exchange Act
without violating Section 12(a) of the Exchange Act. This exemption shall take effect on August
1, 2006, the same date as the start of Nasdaq Exchange’s operation, and shall expire on August 1,
2009.

This exemption is limited to the securities of the issuers listed in Exhibit C to the Nasdaq
Application and is conditioned on the continued satisfaction of the conditions set forth in Section
12(g)(2)(G) of the Exchange Act with respect to the securities of the insurance companies, or
Exchange Act Rule 12g3-2(b) with respect to the securities of the foreign private issuers. As
specified in the Nasdaq Application, Nasdaq will verify the satisfaction of these conditions. In
addition, this exemption does not extend to any other section or provision of the Exchange Act.

By the Commission (Chairman COX and Commissioners GLASSMAN, ATKINS,

Neweats. 4 Ao

CAMPOS and NAZARETH).

Nancy M. Morris
Secretary




UNITED STATES OF AME
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 8726 / July 31, 2006

SECURITIES EXCHANGE ACT OF 1934
Release No. 54246 / July 31, 2006

INVESTMENT ADVISERS ACT OF 1940
Release No. 2539 / July 31, 2006

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2470 / July 31, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12179

ORDER MAKING FINDINGS AND

In the Matter of IMPOSING REMEDIAL SANCTIONS
PURSUANT TO RULE 102(e) OF THE

LAWRENCE A. STOLER, CPA, COMMISSION'S RULES OF PRACTICE
AND CEASE-AND-DESIST ORDER

Respondent. PURSUANT TO SECTION 8A OF THE

SECURITIES ACT OF 1933, SECTION 21C
OF THE SECURITIES EXCHANGE ACT OF
1934, AND SECTION 203(k) OF THE
INVESTMENT ADVISERS ACT OF 1940

L

On February 9, 2006, the Securities and Exchange Commission (“Commission”) instituted
public administrative and cease-and-desist proceedings, pursuant to Rule 102(e) of the
Commission’s Rules of Practice, Section 8A of the Securities Act of 1933 (“Securities Act”),
Section 21C of the Securities Exchange Act of 1934 (“Exchange Act”) and Section 203(k) of the
Investment Advisers Act of 1940 (“Advisers Act”) against Lawrence A. Stoler (“Stoler” or
“Respondent”).!

! Rule 102(e)(1)(ii) provides, in pertinent part, that:




11.

In connection with 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 prior to a hearing pursuant to the Commission's Rules of Practice, 17
C.F.R. §201.100 et seq., and without admitting or denying the findings herein, except as to the
Commission’s jurisdiction over him and the subject matter of these proceedings, which are
admitted, Respondent consents to the entry of this Order Making Findings and Imposing Remedial
Sanctions Pursuant to Rule 102(¢) of the Commission’s Rules of Practice and Cease-and-Desist
Order Pursuant to Section 8A of the Securities Act of 1933, Section 21C of the Securities
Exchange Act of 1934, and Section 203(k) of the Investment Advisers Act of 1940 (“Order”), as
set forth below.

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

A. SUMMARY

L. This proceeding concerns Stoler’s improper professional conduct in the audits of
the 2000 annual financial statements of three hedge funds ~ Lipper Convertibles, L.P.
(“Convertibles”), Lipper Convertibles Series I, L.P. (“Series [I”"), and Lipper Fixed Income Fund,
L.P. (“Fixed Income”) (collectively, the “Funds”) — managed by Lipper Holdings, LLC (“Lipper
Holdings”). Stoler was the engagement partner on the 2000 audits and prior years’ audits.

2. From at least 1998 until his resignation in January 2002, the Funds’ portfolio
manager, Edward J. Strafaci (“Strafaci”) intentionally overstated the value of the convertible bonds
and convertible preferred stock in which the Funds were invested. As a result, investors and
prospective investors recetved materially false statements about the Funds’ value and performance.
Strafaci’s inflated valuations were reflected in Fund offering materials and in periodic reports to
investors, including audited year-end financial statements. Because Convertibles and Series II
were registered broker-dealers, their annual audited financial statements were also filed with the
Commission pursuant to Section 17 of the Exchange Act and Rule 17a-5(d) thereunder.

The Comxmission may . . . deny, temporarily or permanently, the privilege of appearing or
practicing before it . . . to any person who is found . . . to have engaged in unethical or
improper professional conduct.

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.
2













Values for Convertibles as of December 31, 2000
(in millions)

Per Audited As Revalued Difference
Financials
Long Positions $2,297.8 $2,017.0 $280.8 (12.2%)
Partners’ Capital $ 568.7 $ 287.9 $280.8 (49.4%)

Values for Series 1I as of December 31, 2000
(in millions)

Per Audited As Revalued Difference
Financials
Long Positions $186.9 $175.3 $11.6 (6.2%)
Partners’ Capital | $ 82.9 $ 713 $11.6 (14.0%)

15. As revalued by the Consultant, the partners’ capital of Convertibles as of December
31, 1999 and December 31, 1998 was, respectively, 34% and 36% less than had been reported in
the Fund’s audited financial statements.

The 2000 Audits

16. Price Waterhouse was first hired as Convertibles’ independent accountant in 1989.
Lipper Holdings selected Price Waterhouse in part because of its touted expertise with respect to
hedge funds and valuation of hard-to-price securities. By the time of the 2000 audits, PwC was the
auditor for all the Funds and several other affiliated entities, including several registered
investment companies, and Stoler had been the engagement or concurring partner on the Funds'
audits for approximately ten years.

17. As the engagement partner on the 2000 audits, Stoler was responsible for ensuring
that the audits were conducted 1n accordance with GAAS, and was required, among other things, to
supervise the work of subordinate members of the audit team to ensure that the audit work was
adequately performed and supported the conclusions presented in PwC'’s reports on the financial
statements.

statements, clearing and settlement of securities transactions, financing or leverage, and
custodial services. On December 31, 2000, the Funds dealt with seven prime brokers,
sometimes also referred to as “clearing brokers” or “custodians.”
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* Represents average of bid/ask range provide by Broker A.

30. The prime broker prices, the Bloomberg prices, and the quotes obtained from
Broker A all constituted evidence that Strafaci’s values were significantly higher than market
prices or fair value. Other than stating “no exceptions were noted,” the workpapers contain no
indication as to how the audit team evaluated that evidence. Thus, the workpapers do not
document the basis for the unqualified audit reports PwC issued on the Funds’ financial statements.

31. The evidence obtained by the audit team was insufficient to support Strafaci’s
values or PwC’s unqualified audit reports. Most of that evidence indicated that Strafaci’s valuation
of the Funds’ assets was substantially overstated, as discussed at paragraphs 22-24 and 29 above.
The “clean” confirmations were insufficient to support that valuation because they were unreliable,
as discussed at paragraphs 26-28 above.

32. Stoler ignored, discounted, or failed to apprise himself of, the evidence produced by
the audit tests and the flaws in the confirmation process discussed above. Thus, he failed to
exercise due professional care and maintain an attitude of professional skepticism, failed to obtain
sufficient competent evidential matter concerning the valuation of the Funds’ assets, and failed to
adequately supervise the assistants working on the audit.

33.  The workpapers for the 1998 and 1999 audits — on which Stoler was also the
engagement partner — reflect similar failures to exercise professional skepticism and obtain
competent evidential matter to support Strafaci’s valuation of the Funds’ assets and PwC’s
unqualified reports on the Funds’ financial statements. In the 1998 audits, for example, the
confirmation process produced broker-dealer quotes lower than Strafaci’s values, which suggested
that his values were substantially overstated. The only documented consideration of the results of
the confirmation process indicates that the audit team simply accepted Strafaci’s self-serving
explanation for why his values were higher, without taking any steps to test that explanation.

Stoler Signed Unqualified Audit Reports

34. On February 26, 2001, Stoler, on behalf of PwC, signed Reports of Independent
Accountants for each Fund stating, in part, that in PwC’s opinion the Fund’s “statements of
financial condition, including the condensed schedule of investments, and the related statements of
... changes in partners’ capital . . . present fairly, in all material respects, the financial position of,”
the Fund, at December 31, 2000. The audit reports further stated that the financial statements were
presented in conformity with GAAP and that PwC’s audit had been conducted in accordance with
GAAS.

35. On March 1, 2001, as required by Section 17 of the Exchange Act and Rule 17a-5
thereunder, Convertibles and Series II filed their audited annual financial statements with the
Commission, which included PwC’s reports on the financial statements. Also included were
PwC’s supplemental reports describing any material inadequacies found since the date of the
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whether it appears to corroborate or contradict the assertions in the financial statements.” AU
326.25.

41. GAAS further requires that audits be adequately planned and assistants be properly
supervised. AU 311.01. Supervision includes keeping informed of problems encountered,
assuring that the work of subordinates is properly performed, and assuring that the audit work
supports the conclusions reached. AU 311.11 & 311.13. One factor to be considered in planning
an audit is “[c]onditions that may require extension or modification of audit tests.” AU 311.03.
Moreover, “[t]he auditor's understanding of internal control may heighten or mitigate the auditor’s
concern about the risk of material misstatement.” AU 312.16. Accordingly, GAAS requires
auditors to evaluate whether the audited entity’s controls that address identified risks of material
misstatement due to fraud have been suitably designed and used to assess these risks. AU 316.21-
.25. Among the risk factors indicative of possible misstatements due to fraud are: (1) management
compensation that is based in significant part on incentives, the value of which is contingent; and
(2) inadequate monitoring of significant controls. AU 316.16-.19.

G. Findings

42. In the 2000 audits, Stoler failed to comply with GAAS because he did not exercise
due professional care and professional skepticism, obtain sufficient competent evidential matter to
support the auditor’s opinion on the financial statements, or adequately supervise the work of
assistants. In those audits, he ignored, discounted, or failed to apprise himself of, the substantial
audit evidence that Strafaci’s values for the Funds’ investments were not presented in accordance
with GAAP and were materially overstated, and the flaws in the process that produced the “clean”
confirmations. In light of his awareness of the inadequacies of the Funds’ internal controls on
valuation, and Strafaci’s and Lipper Holdings’ incentive compensation, Stoler's deviations from
GAAS were highly unreasonable.

43. By engaging in the conduct described above in the 2000 audits, Stoler engaged in
improper professional conduct within the meaning of Rule 102(e)(1)(ii) of the Commission’s Rules
of Practice because his conduct constituted negligent conduct within the meaning of Rule
102(e)(1)(av)(B)(1), consisting of a single instance of highly unreasonable conduct that resulted in
a violation of applicable professional standards in circumstances in which Stoler knew, or should
have known, that heightened scrutiny was warranted.

44, By engaging in the conduct described above in the 2000 audits, Stoler was a cause
of Strafaci's and the Funds’ violations of Sections 17(a)(2) and (3) of the Securities Act, Lipper
Holdings’ violations of Section 206(2) of the Advisers Act, and Convertibles’ and Series II’s
violations of Section 17 of the Exchange Act and Rule 17a-5 thereunder, because he knew or
should have known that his failure to conduct and supervise an audit that conformed to GAAS and
his approval of, and signature on, unqualified audit reports on the Funds’ 2000 financial
statements, and the internal controls reports, would contribute to those violations, including the
Funds’ and Lipper Holdings’ false representations to investors/clients and prospective
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(d) Stoler acknowledges his responsibility, as long as he appears or
practices before the Commission as an independent accountant, to comply with all requirements of
the Commission and the Board, including, but not limited to, all requirements relating to
registration, inspections, concurring partner reviews and quality control standards.

D. The Commission will consider an application by Stoler to resume appearing or
practicing before the Commission provided that his state CPA license is current and he has
resolved all other disciplinary issues with the applicable state boards of accountancy. However, if
state licensure is dependent on reinstatement by the Commission, the Commission will consider an
application on its other merits. The Commission’s review may include consideration of, in
addition to the matters referenced above, any other matters relating to Stoler’s character, integrity,
professional conduct, or qualifications to appear or practice before the Commission.

By the Commission.

Nancy M. Morris
Secretary

By:(dill M. Peterson
Assistant Secretary
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Before the
SECURITIES AND EXCHANGE Cuirniransosuis

SECURITIES EXCHANGE ACT OF 1934
Release No. 54219 / July 26, 2006

INVESTMENT COMPANY ACT OF 1940
Release No. 27428 / July 26, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12382

In the Matter of ORDER INSTITUTING ADMINISTRATIVE
AND CEASE-AND-DESIST PROCEEDINGS,
ROBERT P. HETZER, MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A CEASE-
Respondent. AND-DESIST ORDER PURSUANT TO

SECTIONS 15(b) AND 21C OF THE
SECURITIES EXCHANGE ACT OF 1934 AND
SECTIONS 9(b) AND 9(f) OF THE
INVESTMENT COMPANY ACT OF 1940

L

The Securities and Exchange Commission (“Commission”) deems it appropriate, in the
public interest and for the protection of investors that public administrative and cease-and-desist
proceedings be, and hereby are, instituted pursuant to Sections 15(b) and 21C of the Securities
Exchange Act of 1934 (“Exchange Act”), and Sections 9(b) and 9(f) of the Investment Company
Act of 1940 (“Investment Company Act”) against Robert P. Hetzer (“Hetzer” or “Respondent”).

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission’s jurisdiction over him and over the subject matter
of these proceedings, which are admitted, Respondent consents to the entry of this Order
Instituting Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing
Remedial Sanctions and a Cease-and-Desist Order Pursuant to Sections 15(b) and 21C of the
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Before the
SECURITIES AND EXCHANGE COMMISSION
July 31, 2006
ADMIN STRATIVE PROCEEDING
File No. 3-12386
ORDER INSTITUTING
In the Matter of ADMINISTRATIVE AND CEASE-AND-
DESIST PROCEEDINGS PURSUANT TO
WARREN LAMMERT, SECTION 8A OF THE SECURITIES ACT
LARS SODERBERG, AND OF 1933, SECTIONS 15(b) AND 21C OF
LANCE NEWCOMB THE SECURITIES EXCHANGE ACT OF
1934, SECTIONS 203(f) AND 203(k) OF
Respondents. THE INVESTMENT ADVISERS ACT OF
1940, AND SECTIONS 9(b) AND 9(f) OF
THE INVESTMENT COMPANY ACT OF
1940
I

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Section 8A of the Securities Act of 1933 (“Securities Act”), Section 21C of
the Securities Exchange Act of 1934 (“Exchange Act”), Sections 203(f) and 203(k) of the
Investment Advisers Act of 1940 (“Advisers Act”), and Sections 9(b) and 9(f) of the Investment
Company Act of 1940 (“Investment Company Act”) against Warren Lammert (“Lammert”), and
Section 8A of the Securities Act, Sections 15(b) and 21C of the Exchange Act, Sections 203(f) and
203(k) of the Advisers Act, and Sections 9(b) and 9(f) of the Investment Company Act against
Lance Newcomb (“Newcomb’’), and Lars Soderberg (“Soderberg”) (collectively, the
“Respondents”).

IL
After an investigation, the Division of Enforcement alleges that:
Introduction
This matter involves improper market timing and frequent trading in certain
mutual funds (the “Funds”) managed by Janus Capital Management, LLC (“JCM”). “Market

timing” includes (a) frequent buying and selling of shares of the same mutual fund or (b) buying
or selling mutual fund shares in order to exploit inefficiencies in mutual fund pricing. Market










Trautman Wasserman Arrangement

8. In or about November 2001, Lammert entered into an arrangement with the
brokerage firm Trautman Wasserman (“Trautman”). The arrangement allowed Trautman’s
customers to trade $50 million in the Mercury Fund pursuant to a so called “asset allocation
model” which involved market timing and frequent trading,.

9. In November 2001, Trautman’s customers began trading the Mercury Fund, and
Newcomb became the day-to-day sales representative servicing the Trautman account for JCM.

10. In January 2002, JCM’s operations group identified Trautman as an excessive
trader and, consistent with JCM’s normal procedures, sent a letter requesting that the firm
through which Trautman excessively traded suspend Trautman’s trading privileges. After
Trautman contacted Newcomb about the letter, Newcomb advised JCM’s operations group that
Lammert had authorized Trautman’s customers to trade in excess of the Mercury Fund’s four
exchange annual limit. As a result of Newcomb’s instruction, the operations group stopped
monitoring Trautman’s trading activity.

11. On or about March 11, 2002, Soderberg, at Lammert’s request, began
communicating with Trautman about other Janus funds in which Trautman’s customers could
trade using their asset allocation model. Trautman was particularly interested in funds holding
international securities. Soderberg and Newcomb eventually made arrangements for Trautman’s
customers to trade several other Funds, including the Janus Advisor International Growth Fund
and the Janus Advisor Worldwide Fund. Soderberg and Newcomb never informed the portfolio
managers for the other Funds that Trautman’s customers were trading these Funds.

12. During the summer of 2002, Soderberg became concerned about the extent of
trading by Trautman’s customers in certain Funds holding international securities and he
instructed Newcomb to prohibit Trautman’s customers from trading in those Funds. However,
after a telephone conversation with Trautman, Soderberg reversed his decision and permitted
Trautman’s customers to continue trading in all but one of the Funds holding international
securities. Soderberg established new limits, which still exceeded the four exchange annual
limit, for Trautman’s trading in the Funds holding international securities and these new limits
were not disclosed in the relevant prospectuses.

13. Shortly after Soderberg’s decision to allow Trautman’s customers to continue
trading in the Funds holding international securities, JCM’s operations group notified Newcomb
that Trautman’s customers had exceeded Soderberg’s new trading limits. Soderberg was also
advised that his limits had been exceeded by Trautman, but did nothing. Newcomb informed the
operations group at this time that he would assume responsibility for monitoring the trading
activity of Trautman’s customers, but in fact, Newcomb did not monitor the trading by
Trautman’s customers from this point forward. Trautman’s customers continued to frequently
trade the Funds using its asset allocation model without further intervention by anyone at JCM
through the summer of 2003.










in that Lammert and Soderberg made an untrue statement of material fact in a registration
statement, application, report, account, record, or other document filed or transmitted pursuant to
the Investment Company Act, or omitted to state therein any fact necessary in order to prevent
the statements made therein, in the light of the circumstances under which they were made, from
being materially misleading,

26. As aresult of the conduct described above, Newcomb, an affiliated person of an
affiliated person of the timed Funds, willfully aided and abetted and caused JCM’s violations of
Section 17(d) of the Investment Company Act and Rule 17d-1 thereunder, in that, while acting as
a principal, Newcomb participated in and effected transactions in connection with joint
arrangements in which the Funds were participants without filing an application with the
Commission and obtaining a Commission order approving the transactions. Specifically,
Newcomb allowed Brean to market time the Mercury Fund in exchange for placing longer term
assets in a money market fund managed by JCM, through which JCM realized additional
advisory fees.

III.

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

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

B. What, if any, remedial action is appropriate in the public interest against
Respondents Soderberg and Newcomb pursuant to Section 15(b)(6) of the Exchange Act;

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

D. What, if any, remedial action is appropriate in the public interest against
Respondents Lammert, Soderberg and Newcomb pursuant to Section 9(b) of the Investment
Company Act, including, but not limited to, civil penalties pursuant to Section 9(d) of the
Investment Company Act;

E. Whether, pursuant to Section 8A of the Securities Act, Section 21C of the Exchange
Act, Section 203(k) of the Advisers Act, and Section 9(f) of the Investment Company Act
Respondents Lammert and Soderberg should be ordered to cease and desist from committing or
causing violations of and any future violations of Section 17(a) of the Securities Act, Section 10(b)
of the Exchange Act and Rule 10b-5 thereunder, Sections 206(1) and (2) of the Advisers Act, and
Section 34(b) of the Investment Company Act; and







