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INTRODUCTION

The IMF is conducting an assessment of the United States under its Financial Sector Assessment
Program (FASP). One key component of the FSAP is an evaluation of the policies, practices,
laws and regulations administered by the U.S. Securities and Exchange Commission against the
I0SCO Core Principles of Securities Regulation (Principles).

The 30 I0SCO Principles® represent an agreed set of high-level principles against which a
jurisdiction’s securities regulatory framework can be benchmarked and assessed. 10SCO has
developed a Methodology to provide an assessment process to evaluate a jurisdiction’s
compliance with each principle.

In preparation for the IMF’s assessment, the SEC undertook a self-assessment of its compliance
with the I0OSCO Principles. This paper sets out the SEC staff’s responses to key questions
contained in the IOSCO Methodology, and it is being provided by the SEC to the IMF to
facilitate its review of the SEC’s compliance with the Principles. The responses in this self-
assessment reflect the laws and rules administered by the SEC as of July 2009.

Notwithstanding the broad powers afforded U.S. regulatory agencies and compliance with
international standards and principles, recent market events suggest that there is a very real need
to modernize U.S. securities market oversight to address consumer and investor protection
requirements, expand those requirements to previously unregulated areas, and establish structural
mechanisms to ensure that gaps are addressed as soon as new products are developed. The areas
of regulatory concern include the following:

e Over-the-counter derivatives such as swap agreements, which are largely
unregulated in the United States;

e Hedge funds, which now comprise a significant component of the U.S. financial
market, mostly fall outside direct market oversight;

e Municipal securities, the market for which is only partially regulated by a self-
regulatory organization, and which are exempted by legislation from SEC
disclosure standards; and,

e Broker-dealers and investment advisers, which in the United States are
regulated under two different statutory and regulatory frameworks with different

2 The 10SCO Principles were approved and issued by I0OSCO in September 1998 and updated in October

2003 and February 2008. The Methodology to assess compliance with the Principles was approved and issued by
IOSCO in October 2003 and updated in February 2008.

While there are 30 Principles, SEC staff has prepared a self assessment against Principles 1-29 only per
IMF staff instructions. Principle 30 addresses clearance and settlement issues, which will be separately assessed in
the context of the FSAP by the Securities Settlement Systems Working Group.



duties and responsibilities owed investors, even though, from a retail investor’s
perspective, the services they provide today are virtually identical.

(For a more comprehensive discussion, see response to Question 3.1). Moreover, in light of the
lessons learned from the failure of major investment banks subject to the agency’s consolidated
supervised entities regime during the recent financial crisis, and the agency’s failure to detect the
Bernard Madoff ponzi scheme, the agency has made — and continues to make — significant
changes to its regulatory processes.

We recognize these regulatory gaps suggest that new legislation may be necessary in the United
States in order to strengthen the U.S. regulatory system. They also suggest areas that IOSCO
may wish to consider in the future when updating the IOSCO Core Principles. The SEC is
committed to working, together with other U.S. financial authorities and regulators around the
world, to make meaningful progress on these critical issues. The SEC also supports and is
committed to the ongoing work of IOSCO to update the IOSCO Core Principles, as necessary, to
better reflect today’s financial markets and regulatory landscape.

To assist in reviewing this self assessment, the U.S. federal securities laws and regulations can be
found on the SEC’s web site at: http://www.sec.gov/about/whatwedo.shtml#laws.
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Note: The following list of abbreviations includes only commonly used abbreviations, with
infrequently used abbreviations to be defined in the text where appropriate.

LIST OF FREQUENTLY USED ABBREVIATIONS

Advisers Act

Exchange Act
Investment Company Act
Sarbanes-Oxley Act
Securities Act

Trust Indenture Act

CF
Enforcement / ENF
IM
OCA
OCIE
OEA
0OGC
OIA
ORA
SEC
Staff
™

AICPA
AML
APA
ASB
BCBS
BIS
CBOE
CCO
CDS
CEA
CFMA
CFTC
CGFS
CHX

U.S. Federal Securities Laws

Investment Advisers Act of 1940
Securities Exchange Act of 1934
Investment Company Act of 1940
The Sarbanes-Oxley Act of 2002
Securities Act of 1933

Trust Indenture Act of 1939

SEC Divisions and Offices

Division of Corporation Finance

Division of Enforcement

Division of Investment Management

Office of the Chief Accountant

Office of Compliance Inspections and Examinations
Office of Economic Analysis

Office of the General Counsel

Office of International Affairs

Office of Risk Assessment

United States Securities and Exchange Commission
Staff of the United States Securities and Exchange Commission
Division of Trading and Markets

Other Acronyms

American Institute of Certified Public Accountants
Anti-Money Laundering

Administrative Procedures Act

Auditing Standards Board

Basel Committee on Banking Supervision
Bank for International Settlements

Chicago Board Options Exchange

Chief Compliance Officer

Credit Default Swaps

Commodity Exchange Act

Commodity Futures Modernization Act of 2000
Commodity Futures Trading Commission
Committee on the Global Financial System
Chicago Stock Exchange



CIs

CPSS

CRA

CRA Act

CRD

DOJ

DTCC

DTC

EDGAR

FASB

FDIC

Federal Reserve
FinCEN
FINRA

FOIA

FSB

FSF

FSP

GAAP

GAO
Glass-Steagall Act
GLBA

IAASB

IAIS

IAPD

IARD

IASB

IFRS

I0SCO

I0SCO MMOU

IPO
ISA
ISG
LCFI
LLC
MSRB
MOU
NASD
NASDAQ
NMS
NRSRO
NSCC
NYSE
occ

Collective Investment Schemes

Committee on Payment and Settlement Systems
Credit Rating Agency

Credit Rating Agency Reform Act of 2006

Central Registration Depository

Department of Justice

The Depository Trust & Clearing Corporation

The Depository Trust Company

Electronic Data Gathering, Analysis, and Retrieval system
Financial Accounting Standards Board

Federal Deposit Insurance Corporation

Board of Governors of the Federal Reserve System
Financial Crimes Enforcement Network

Financial Industry Regulatory Authority

Freedom of Information Act

Financial Stability Board

Financial Stability Forum

FASB Staff Position

Generally Accepted Accounting Principles
Government Accountability Office

Banking Act of 1933

Gramm-Leach-Bliley Act

International Auditing and Assurance Standards Board
International Association of Insurance Supervisors
Investment Adviser Public Disclosure

Investment Adviser Registration Depository
International Accounting Standards Board
International Financial Reporting Standards
International Organization of Securities Commissions
IOSCO Multilateral Memorandum of Understanding Concerning
Consultation and Cooperation and the Exchange of Information
dated May 2002

Initial Public Offering

International Standards on Auditing

Intermarket Surveillance Group

Large and Complex Financial Institution

Limited Liability Company

Municipal Securities Rulemaking Board
Memorandum of Understanding

National Association of Securities Dealers

National Association of Securities Dealers Automated Quotations
National Market System

Nationally Recognized Statistical Rating Organization
National Securities Clearing Corporation

New York Stock Exchange

Office of the Comptroller of the Currency



OFAC
OMB
ORSA
OTCBB
OTS
Patriot Act

PCAOB
PWG
RADAR
RFPA

SAS

SIPA

SIPC

SRO
Sunshine Act
TARP
Treasury
TRO

U.S. GAAP
XBRL

Office of Foreign Assets Control under Treasury

Office of Management and Budget

Options Regulatory Surveillance Authority

Over the Counter Bulletin Board

Office of Thrift Supervision

Uniting and Strengthening American by Providing Appropriate
Tools Required to Intercept and Obstruct Terrorism Act of 2001
Public Company Accounting Oversight Board
President’s Working Group

Risk Assessment Database for Analysis and Reporting
Right to Financial Privacy Act

Statements of Auditing Standards

Securities Investor Protection Act of 1970

Securities Investor Protection Corporation

Self regulatory Organization

Government in Sunshine Act

Troubled Assets Relief Program

Department of Treasury

Temporary Restraining Order

United States Generally Accepted Accounting Principles
eXtensible Business Reporting Language



THE REGULATOR

Principles 1-5



The Regulator — Principle 1

The responsibilities of the regulator should be clear and objectively stated.

Assessment

Fully Implemented.
1.1
Are the regulator’s responsibilities, powers and authority:

a) Clearly defined and transparently set out, preferably by law, and in the case of powers
and jurisdiction, enforceable?

The SEC is an independent federal agency established pursuant to the Exchange Act. The
responsibilities, powers and authority of the SEC are clearly defined and transparently set forth
in the following federal securities statutes (discussed in greater detail below), and in the rules and
regulations that the SEC has adopted under these statutes:

Securities Act of 1933

Securities Exchange Act of 1934
Trust Indenture Act of 1939
Investment Company Act of 1940
Investment Advisers Act of 1940
Sarbanes-Oxley Act of 2002

Applicable Laws

Securities Act of 1933: The Securities Act has various goals:

e Require that investors have access to financial and other significant information
concerning securities being offered for public sale (registration);

e Outline the exemptions under which such registration is not required; and

e Prohibit deceit, misrepresentations, and other fraud in the sale of securities.

A primary means of accomplishing these goals is the registration of securities through which
companies disclose important financial information to investors. The registration forms required
under the Securities Act provide essential facts while minimizing the burden and expense of
complying with the law. In general, registration forms call for:

(i) a description of the company's properties and business; (ii) a description of the security to be
offered for sale; (iii) a description of the plan of distribution for the offering; (iv) information




about the management of the company; and (v) financial statements certified by independent
accountants.

Securities Exchange Act of 1934: The Exchange Act empowers the SEC with broad authority
over all aspects of the securities industry. This includes the power to register, regulate, and
oversee brokers, dealers, transfer agents, CRAs, clearing agencies, and the nation’s SROs
(including securities exchanges). The Exchange Act also identifies and prohibits certain types of
conduct in the markets and provides the SEC with disciplinary powers over regulated entities and
persons associated with them.

The Exchange Act empowers the SEC to require periodic reporting of information by companies
with publicly traded securities and, among other things, generally governs the following areas:

Corporate Reporting

Proxy Solicitations

Tender Offers

Insider Trading and Market Manipulation
Registration of Exchanges, Associations, and Others

Trust Indenture Act of 1939: The Trust Indenture Act applies to debt securities such as bonds,
debentures, and notes that are offered for public sale. Even though such securities may be
registered under the Securities Act, they may not be offered for sale to the public unless a formal
agreement between the issuer of bonds and an independent trustee, for the benefit of bondholder,
known as the trust indenture, conforms to the standards of the Trust Indenture Act.

Investment Company Act of 1940: The Investment Company Act regulates the organization of
companies, including mutual funds, that engage primarily in investing, reinvesting, and trading
in securities, and whose own securities are offered to the investing public. The regulation is
designed to minimize conflicts of interest that arise in these complex operations. The Investment
Company Act requires these companies to disclose their financial condition and investment
policies to investors when stock is initially sold and, subsequently, on a regular basis. The focus
of the Investment Company Act is on disclosure to the investing public of information about the
fund and its investment objectives, as well as on investment company structure and operations.

Investment Advisers Act of 1940: The Advisers Act regulates investment advisers. With
certain exceptions, the Advisers Act requires that firms or sole practitioners compensated for
advising others about securities investments register with the SEC and conform to regulations
designed to protect investors. Generally, only advisers who have at least $25 million of assets
under management or advise a registered investment company must register with the SEC.

Sarbanes-Oxley Act of 2002: The Sarbanes-Oxley Act mandated a number of reforms to
enhance corporate responsibility, enhance financial disclosures and combat corporate and
accounting fraud. The Sarbanes-Oxley Act also created the PCAOB to oversee the activities of
auditors of public issuers.
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Other Relevant Laws: Additionally, other federal laws, such as the APA and the Sunshine Act,
confer responsibilities on the SEC and govern the disposition of SEC business. These statutes
also apply to other federal agencies.

Structure of the SEC

The SEC is an independent federal agency headed by a bipartisan five-member commission,
comprised of the Chairman and four Commissioners, who are appointed by the President and
confirmed by the Senate for staggered five-year terms. By law, no more than three of the
Commissioners may belong to the same political party.

The agency's functional responsibilities are organized into four Divisions and 19 Offices, each of
which is headquartered in Washington, DC. The SEC’s approximately 3,500 Staff is located in
Washington, DC and in eleven regional offices located in New York, Boston, Philadelphia,
Atlanta, Chicago, Miami, Fort Worth, Denver, Salt Lake City, Los Angeles, and San Francisco.

The SEC convenes regularly at meetings that are open to the public and the news media unless
the discussion pertains to confidential subjects.

Funding for the SEC is discussed in response to Questions 2.2 and 2.3 below.
Responsibilities, Powers, Authorities, and Enforceability

The mission of the SEC is to protect investors, maintain fair, orderly, and efficient markets, and
facilitate capital formation. It is the responsibility of the SEC to:

Interpret and enforce the federal securities laws;

Issue new rules and amend existing rules;

Oversee the inspection of brokers, dealers, investment advisers, CRAs, and SROs;
Oversee private regulatory organizations in the securities, accounting, and auditing
fields; and

e Coordinate U.S. securities regulation with federal, state, and foreign authorities.

Divisions

Much of the SEC’s day to day functions are carried out by the Staff of the relevant offices and
divisions. Other than the five Commissioners, no Staff of the SEC is appointed by the President
or is subject to Senate confirmation. Below is a brief description of the responsibilities carried
out by the SEC’s operational divisions:

The Division of Corporation Finance: CF assists the SEC in executing its responsibility to
oversee corporate disclosure of material information to the investing public. Corporations are
required to comply with regulations pertaining to disclosure that must be made when stock is
initially sold and then on a continuing and periodic basis. CF Staff reviews the disclosure
documents filed by companies. The Staff also provides companies with assistance interpreting
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the SEC’s rules and recommends to the SEC new rules for adoption. CF reviews documents that
publicly-held companies are required to file with the SEC, including:

Registration statements for newly-offered securities;

Annual and quarterly filings (Forms 10-K and 10-Q);

Proxy materials sent to shareholders before an annual meeting;
Annual reports to shareholders;

Documents concerning tender offers; and

e Filings related to mergers and acquisitions.

CF provides administrative interpretations of the Securities Act, the Exchange Act, and the Trust
Indenture Act, and recommends regulations to implement these statutes. Working closely with
the Office of the Chief Accountant, CF monitors the activities of the accounting profession,
particularly the FASB, that result in the formulation of GAAP. Increasingly, CF also monitors
the use of IFRS, issued by the IASB.

CF Staff provides guidance and counselling to registrants, prospective registrants, and the public
to help them comply with the law. Finally, CF assists the SEC in enforcement matters involving,
among other things, misconduct in securities offerings or company periodic reporting.

Division of Trading and Markets: TM assists the SEC in executing its responsibility for
maintaining fair, orderly, and efficient markets. TM Staff provides day-to-day oversight of the
major securities market participants such as: brokers; dealers; SROs, including various securities
exchanges, FINRA, MSRB, and clearing agencies that help facilitate trade settlement; transfer
agents (parties that maintain records of securities owners); securities information processors; and
CRA:s.

TM also oversees SIPC, which is a private, non-profit corporation that insures the securities and
cash in the customer accounts of member brokerage firms against the failure of those firms.

TM’s additional responsibilities include:

e Carrying out the SEC’s financial integrity program for broker-dealers;

e Reviewing (and in some cases approving, under authority delegated from the SEC)
proposed new rules and proposed changes to existing rules filed by the SROs;

e Assisting the SEC in establishing rules and issuing interpretations on matters
affecting the operation of the securities markets;

e Assisting the SEC in enforcement matters involving brokers, dealers, SROs, CRAs,
clearing agents, and transfer agents; and

e Surveilling the markets.

Division of Investment Management: IM assists the SEC in executing its responsibility for
investor protection and for promoting capital formation through oversight and regulation of
America's investment management industry. This important part of the U.S. capital markets
includes mutual funds and the professional fund managers who advise them; and investment
advisers to individual customers.
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IM’s additional responsibilities include:

e Assisting the SEC in interpreting laws and regulations for the public and SEC
inspection and enforcement Staff;

e Responding to no-action requests and requests for exemptive relief;

e Reviewing investment company and investment adviser filings;

e Assisting the SEC in enforcement matters involving investment companies and
advisers; and

e Advising the SEC on adapting SEC rules to new circumstances.

Division of Enforcement: The SEC has broad statutory authority under the federal securities
laws to investigate whether violations of the federal securities laws have occurred or are about to
occur. Enforcement, the SEC’s largest Division, assists in executing the SEC’s law enforcement
function by recommending the commencement of investigations of securities law violations, by
recommending that the SEC bring civil actions in federal court or administrative actions before
an administrative law judge (ALJ), and by prosecuting these cases on behalf of the SEC. As an
adjunct to the SEC's civil enforcement authority, Enforcement works closely with criminal law
enforcement agencies in the United States and around the world to bring criminal cases when
appropriate.

Enforcement obtains evidence of possible violations of the securities laws from many sources,
including market surveillance activities, investor tips and complaints, other divisions and offices
of the SEC, the SROs and other securities industry sources, foreign authorities, and media
reports.

Offices
Some of the Offices that help carry out the substantive mission of the SEC include:

Office of Compliance Inspections and Examinations: OCIE administers the SEC's nationwide
examination and inspection program for SROs, broker-dealers, transfer agents, clearing agencies,
CRAs, investment companies, and investment advisers. OCIE conducts inspections to foster
compliance with the securities laws, to detect violations of the law, and to keep the SEC
informed of developments in the regulated community. Among the more important goals of the
examination program is the quick and informal correction of compliance problems. When OCIE
finds deficiencies, it issues a "deficiency letter" identifying the problems that need to be rectified
and generally reviews the issues during the next examination to assess if compliance has been
achieved. Violations that appear too serious for informal correction are referred to Enforcement.

Office of the General Counsel: The General Counsel is the chief legal officer of the SEC, with
overall responsibility for the establishment of agency policy on legal matters. The General
Counsel serves as the chief legal advisor to the Chairman regarding all legal matters and services
performed within, or involving, the agency, and provides legal advice to the Commissioners, the
divisions, the offices, and other SEC components as appropriate.
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Office of the Chief Accountant: The Chief Accountant is appointed by the Chairman to be the
principal adviser to the SEC on accounting and auditing matters. OCA assists the SEC in
executing its responsibility under the securities laws to establish accounting principles, for
overseeing the private sector standards-setting process and for advising on enforcement matters
involving financial reporting and accountants, including the suspension of accountants from
appearing and practicing before the Commission. OCA works closely with the FASB, whose
standards the SEC has recognized as “generally accepted” for purposes of the Federal securities
laws. OCA also is the principal liaison to the IASB and its oversight bodies, and the AICPA.

The SEC is also responsible for the approval or disapproval of auditing rules put forward by the
PCAOB, a private-sector regulator established by the Sarbanes-Oxley Act to oversee the auditing
profession. The SEC has comprehensive oversight responsibility for all of the activities of the
PCAOB, including approval of its annual budget. To assist the SEC in the execution of these
responsibilities, OCA is the principal liaison with the PCAOB. OCA is also principal liaison to
the IAASB.

Office of Administrative Law Judges (OALJ): The OALJ consists of independent ALJs who
conduct hearings and rule on allegations of securities law violations in cases initiated by the
SEC. When the SEC initiates a public administrative proceeding, it refers the cases to the Office,
where it is assigned to an individual ALJ. The ALJ then conducts a public hearing that is similar
to a non-jury trial in the federal courts. An ALJ issues subpoenas, rules on motions, and rules on
the admissibility of evidence. At the conclusion of the hearing, the parties submit proposed
findings of fact and conclusions of law. The ALJ prepares an initial decision that includes
factual findings and legal conclusions that are matters of public record. Parties may appeal an
initial decision to the SEC, which can affirm, reverse, modify, set aside or remand for further
proceedings. Appeals from SEC action are to a United States Court of Appeals.

Office of Economic Analysis: The Chief Economist, who directs the activities of OEA, is the
principal adviser to the SEC on economics matters. OEA advises the SEC and its Staff on the
economic aspects of all of the SEC’s regulatory initiatives, including input on the cost-benefit
analysis in SEC rulewriting initiatives. It periodically conducts studies on specific rules, and
engages in long-term research and policy planning on an ongoing basis. OEA assists the SEC in
analyzing the incidence of investor harm in enforcement cases, and evaluates market data and
trends to assist in targeting enforcement, examination, and inspection resources on the basis of
relative risk.

Office of International Affairs: The SEC works extensively in the international arena to
promote cooperation among national securities regulatory agencies, and to encourage the
development and maintenance of high regulatory standards worldwide. OIA assists the Chairman
and the SEC in the development and implementation of the SEC’s international regulatory and
enforcement initiatives. OIA negotiates bilateral and multilateral information-sharing
arrangements with foreign counterparts for SEC approval to facilitate regulatory cooperation and
enforcement assistance. It assists Enforcement staff in conducting cross-border investigations
and proceedings by securing cooperation with foreign regulators, and also handles requests for
assistance received from foreign authorities. OIA is responsible for advancing the SEC’s agenda
in international meetings and organizations. OIA also conducts a technical assistance program
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for countries with emerging securities markets, which includes training both in the United States
and abroad.

Office of Risk Assessment: ORA helps the SEC anticipate, identify, and manage risks,
focusing on early identification of new or resurgent forms of fraud and illegal or questionable
activities. ORA focuses on risk issues across the corporate and financial sector, including issues
relevant to corporate disclosure, market operation, sales practices, new product innovation, and
other activities of financial market participants. It analyzes information from a variety of
sources, such as external experts, domestic and foreign agencies, industry and financial services,
empirical data and other market data. ORA also develops and maintains the overall process for
risk assessment throughout the SEC and serves as a resource for divisions and other offices in
their risk assessment efforts, working closely with them as they work to identify, prioritize and
mitigate risks.

Other Offices: Other Offices are discussed in greater detail in connection with the relevant
principles.

11

b) If the regulator can interpret its authority, are the criteria for interpretation clear and
transparent?

The criteria for interpreting the SEC’s authority are clear and transparent. Rulemaking is the
process by which federal agencies implement legislation passed by Congress and signed into law
by the President. Major pieces of legislation, such as the Securities Act, the Exchange Act, the
Investment Company Act, the Advisers Act, and the Sarbanes-Oxley Act, provide the framework
for the SEC’s oversight of the securities markets. Generally, these statutes are broadly drafted,
establishing basic principles and objectives. To ensure that the intent of Congress is carried out
in specific circumstances — and as the securities markets evolve technologically, expand in size,
and offer new products and services — the SEC engages in rulemaking.

The SEC’s rulemaking is governed by the APA and by other statutes that prescribe the manner in
which the SEC may undertake to consider or adopt rules of general applicability. The APA
requires that interested parties receive adequate notice of a proposed rulemaking. Generally this
occurs through notice in the Federal Register, which is usually preceded by an open meeting at
which the Commissioners vote to approve a rulemaking proposal. After the SEC publishes
notice, it must give interested persons an opportunity to comment on the proposed rulemaking.
The SEC maintains public files on rulemakings, in which it places copies of comment letters
filed with the SEC as well as other data or information that is important to the SEC’s
consideration of the rulemaking.

The SEC generally undertakes rulemakings on its own initiative, in response to requests from the
public, or at the direction of Congress. The SEC Staff, sometimes at the request of the Chairman
or other Commissioners, identifies issues to be addressed by rulemaking and proceeds to
formulate proposed rules. These areas may include recurrent issues often handled by no-action
letters or by exemptive applications that could be handled more expeditiously through rules.
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Congress may also direct that an agency promulgate rules within certain guidelines, and it may
set a deadline for those rules.

Rulemaking can involve several steps: concept release, rule proposals and adoption.
Concept Releases

The rulemaking process usually begins with a rule proposal, but sometimes an issue is so unique
and/or complicated that the SEC seeks out public input on which, if any, regulatory approach is
appropriate. A concept release is issued describing the area of interest and the SEC’s concerns
and usually identifies different approaches to addressing the problem, followed by a series of
questions that seek the views of the public on the issue. The public's feedback is taken into
consideration as the SEC decides which approach, if any, is appropriate.

Rule Proposals and Adoptions

The SEC publishes a detailed rule proposal for public comment. Unlike a concept release, a rule
proposal advances specific objectives and methods for achieving them. Typically the SEC
provides between 30 and 60 days for review and comment. Just as with a concept release, the
public comment is considered vital to the formulation of a final rule.

Once the analysis of comments is complete, the Staff considers whether to make a
recommendation to the SEC, and the SEC determines whether to adopt the proposed rules. An
SEC vote on the adoption of rules generally occurs at an open meeting, although it may occur
through seriatim vote. If the SEC approves adoption of the rules, the SEC publishes a release in
the Federal Register, with an explanation of the reasons for adoption and responses to the more
salient issues raised in the comment letters. The rules are, with certain limited exceptions,
generally effective no earlier than thirty days after publication in the Federal Register.

Interpretations

The SEC also occasionally provides guidance on topics of general interest to the business and
investment communities by issuing "interpretive™ releases, in which the SEC publishes its views
and interprets the federal securities laws and SEC regulations. These interpretations are
disclosed to the public via the SEC website and the Federal Register and, in some instances, also
include a request for comment.

SEC Staff Actions

Additionally, the Staff of the SEC provides written and oral statements made by members of the
SEC’s Staff on various accounting and legal matters. These Staff interpretations provide
guidance to those who must comply with the federal securities laws. However, because they
represent the views of the Staff, they are not legally binding. This Staff guidance includes: Staff
accounting bulletins; Staff legal bulletins; compliance and disclosure interpretations; and
additional Staff no-action and interpretive statements.

16



11

c) Isthe interpretative process transparent enough to preclude situations in which an
abuse of discretion can occur?

The SEC’s interpretive process is transparent, precluding situations in which an abuse of
discretion can occur. As noted above, the processes for adopting legally binding rules must
follow the APA. Moreover, as discussed in response to Question 2.7(d), any person aggrieved
by any final order of the SEC may obtain review in the United States Court of Appeals for the
Circuit in which the person resides or for the District of Columbia Circuit. Parties may request a
rehearing of an adverse decision and rehearing en banc (i.e., before all the judges of the circuit).
Affected persons may also seek certiorari before the United States Supreme Court.

The SEC is also subject to the Sunshine Act, which aims to ensure transparent procedures in the
disposition of SEC business, including rulemakings. The Sunshine Act generally provides that
meetings must be open to the public, unless the subject matter falls within one of several
exemptions, and requires the SEC to provide advanced notices of meetings. The Sunshine Act,
and SEC rules adopted thereunder, also prescribes certain procedures to be used in closing a SEC
meeting from public observation. These closed meetings must be tape recorded or transcripts of
the discussion must be prepared; in certain circumstances detailed minutes may be prepared in
lieu of transcripts or tape recordings. The SEC tape records all such meetings and these
recordings are retained permanently.

The SEC also makes its Rules of Practice and Rules on Fair Fund and Disgorgement Plans
available to the public. The Rules of Practice govern the proceedings before the SEC under the
statutes that it administers. Among other things, the Rules of Practice set forth: rules regarding
the initiation of proceedings and prehearing rules; rules regarding hearings; appeal to the SEC
and SEC review; rules relating to temporary orders and suspensions; rules regarding
disgorgement and penalty payments; and rules regarding fair fund and disgorgement plans.

Finally, as discussed in response to Question 4.1, the SEC is subject to procedural rules and
regulations, including several that govern the SEC’s rulemaking activities and interpretations.
The SEC is also required to conduct its proceedings with due process (see response to Question
2.7(b) for a further discussion of these procedural protections).

1.2
When more than one domestic authority is responsible:

a) Does the legislation ensure that any division of responsibility avoids gaps or inequities
in regulation?

As a general matter, only the SEC has the authority to administer and enforce the federal

securities laws discussed above. However, aspects of certain types of products, transactions and
functions of financial institutions may be subject to the authority of more than one regulator.

17



Municipal Securities

There is a regulatory gap with respect to the regulation of municipal securities. Currently, the
MSRB, a SRO, writes the rules regulating securities firms and banks involved in underwriting,
trading and selling municipal securities, but does not have the authority to apply these rules to
other professionals and intermediaries in the municipal finance market. Moreover, under a
provision of the federal securities laws known as the “Tower Amendment,” the SEC and the
MSRB are prohibited from requiring state and local government issuers of municipal securities,
either directly or indirectly through their underwriters, to establish disclosure requirements or file
any document prior to the sale of securities.

Federal vs. State Securities Regulation

There is a clear division of responsibility between federal and state regulation of securities
activities. For example, investment advisers with less than $25 million in assets under
management are not required to register with the SEC as investment advisers. Securities
offerings made solely within a single state and where the issuer of such security is a person
resident and doing business within or, if a corporation, incorporated by and doing business
within, such State are not required to be registered pursuant to the provisions of the Securities
Act.

1.2

b) Is substantially the same type of conduct generally subject to consistent regulatory
requirements?

Under the current regulatory structure, rights and remedies applicable to the sale of the same or
economically similar products depend on, among other things, the type of intermediary selling
the product. In a few instances, this has led to the imposition of different regulatory regimes
over similar products. For example:

Gramme-Leach-Bliley Act and Bank “Broker” Activity

The GLBA amended several federal statutes governing the activities and supervision of banks,
bank holding companies, and their affiliates. Among other things, it lowered barriers between
the banking and securities industries erected by the Glass-Steagall Act. It also altered the way in
which the supervisory responsibilities over the banking, securities, and insurance industries are
allocated among financial regulators. Among other things, the GLBA repealed most of the
separation of investment and commercial banking imposed by the Glass-Steagall Act. The
GLBA also revised the provisions of the Exchange Act that had completely excluded banks from
broker-dealer registration requirements.

In enacting the GLBA, Congress adopted functional regulation for bank securities activities, with
certain exceptions from SEC oversight for specified securities activities. With respect to the
definition of “broker,” the GLBA amended the Exchange Act to provide eleven specific
exceptions for banks. Each of these exceptions permits a bank to act as a broker or agent in
securities transactions that meet specific statutory conditions. In particular, Section 3(a)(4)(B) of
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the Exchange Act as amended by the GLBA provides conditional exceptions from the definition
of broker for banks that engage in certain securities activities in connection with third-party
brokerage arrangements; trust and fiduciary activities; permissible securities transactions; certain
stock purchase plans; sweep accounts; affiliate transactions; private securities offerings;
safekeeping and custody activities; identified banking products; municipal securities; and a de
minimis number of other securities transaction.

Regulation of Derivatives and Securities

Certain economically identical investment products are regulated differently depending on their
classification as securities (SEC regulated) or commodities derivatives (CFTC regulated). As
trading in commodity derivatives has evolved to include derivatives on non-agricultural
commodities and as the SEC has maintained jurisdiction over security options, which
economically look like certain commodity derivative products, the lines between securities and
commodity derivatives regulation have blurred. This has also led to jurisdictional disagreements
between the SEC and CFTC, although the two agencies have a cooperative framework pursuant
to various MOU s as discussed in the response to Question 1.3(a).

Additionally, other products resembling securities and commaodities derivatives are generally
unregulated. For example, certain qualifying transactions among “eligible contract participants”
or “eligible commercial entities” for contracts subject to individual negotiation fall within a
broad definition of “swaps” and are traded in the OTC market. These swaps, as defined in the
CEA and the securities laws, are largely excluded or exempted from regulation by the SEC or
CFTC. The anti-fraud and anti-manipulation provisions of the federal securities laws apply to a
subset of swap agreements, known as security-based swaps.

Municipal Securities

See discussion provided in response to Question 1.2(a) regarding the current regulation of
municipal securities.

1.3
When more than one domestic authority is responsible:

a) Are there effective arrangements for cooperation and communication of information
between responsible authorities through appropriate channels?

In addition to statutory provisions facilitating the sharing of information with other regulators,
there are a variety of informal mechanisms by which domestic authorities with responsibility
over a particular activity effectively cooperate and communicate information relevant to their
respective missions. As discussed in the response to Question 1.3(b), there are several boards
and working groups that coordinate regulatory activity such as the Financial Stability Oversight
Board, the President’s Working Group on Financial Markets, and the Federal Housing Finance
Oversight Board. In addition, domestic regulators frequently enter into information and
regulatory cooperation arrangements for certain activities.
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Memoranda of Understanding with Other Federal Regulators

The SEC has entered into several MOUs with various federal regulators that provide for the
cooperation and communication of information between and among the relevant authorities on
subjects relating to, among other things, credit default swaps (CDSs), novel derivative products
and security futures products.

For example, in November 2008, the SEC, the Federal Reserve, and the CFTC entered into an
MOU establishing a framework for consultation and information sharing on issues related to
CDS central counterparties.

The SEC and the Federal Reserve, in July 2008, deepened their information sharing and
cooperation by signing an MOU permitting both agencies to better perform their responsibilities.
Under the MOU, the SEC and the Federal Reserve share information and cooperate across a
number of important areas of common interest including anti-money laundering, bank brokerage
activities under the GLBA, clearance and settlement in the banking and securities industries, and
the regulation of transfer agents. This MOU built on and formalized the long-standing
cooperative arrangements between the SEC and the Federal Reserve, as well as the more recent
cooperation on matters including banking and investment banking capital and liquidity following
the Federal Reserve’s emergency opening of credit facilities to primary dealers.

In July 2008, the SEC and the Department of Labor entered into an MOU making permanent the
agencies’ longstanding relationship of sharing information on retirement and investments to
protect the $5.8 trillion in retirement assets of American workers, retirees and their families held
in employee benefit plans. The MOU between the two agencies formalizes and strengthens
cooperation to share information relating to retirement and investments, and to provide investors,
benefit plan participants, and plan administrators with better access to more understandable
information that they can use to make informed investment decisions.

Additionally, the CFMA gave the SEC and CFTC joint authority for the oversight and regulation
of security futures products. In response to this joint authority and in an effort to increase
effectiveness and efficiency in joint regulation, on March 17, 2004, the SEC and CFTC signed an
MOU regarding the oversight of security futures product (“SFP”) trading and the sharing of SFP
information. The MOU provides that the SEC and CFTC will notify each other of any planned
examinations, advise the other of reasons for an intended examination, provide each other with
examination-related information, and conduct examinations jointly, if feasible. The MOU also
provides that the SEC and CFTC notify each other of significant issues arising from these
markets and share trading data and related information for SFP activity.

In March 2008, the SEC and CFTC entered into a mutual cooperation agreement to establish a
closer working relationship between the two agencies. The agreement established a permanent
regulatory liaison between the agencies, provided for enhanced information sharing, and set forth
several key principles guiding the agencies’ consideration of novel financial products that may
reflect elements of both securities and commodity futures or options.
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1.3

b) Are responsible authorities required to cooperate and communicate in areas of shared
responsibility?

As discussed in response to Question 2.2, certain statutory provisions require various
government agencies to cooperate and coordinate rulemaking efforts.

The Chairman of the SEC also is required to serve on several boards and other groups.
President’s Working Group on Financial Markets

The PWG was created by Executive Order 12631, signed on March 18, 1988 by President
Reagan, in response to the market disruption of October 19, 1987. The PWG consists of the
Secretary of the Treasury, the Chairman of the Federal Reserve, the Chairman of the SEC, and
the Chairman of the CFTC, or their designees. The Secretary of the Treasury serves as the
Chairman of the PWG.

The PWG is tasked with giving recommendations to the President for legislative and private
sector solutions for enhancing the integrity, efficiency, orderliness, and competitiveness of
United States financial markets, and maintaining investor confidence.

Financial Stability Oversight Board

The Financial Stability Oversight Board (FinSOB) was established by the Emergency Economic
Stabilization Act of 2008 (EESA) to oversee the Troubled Assets Relief Program (TARP)
administered by Treasury’s new Office of Financial Stability. The FinSOB is comprised of the
heads of five agencies, including the Chairman of the Federal Reserve, the Secretary of the
Treasury, the Director of the Federal Housing Finance Agency (FHFA), the Chairman of the
SEC, and the Secretary of Housing and Urban Development (HUD). The Chairperson is elected
by the members of the FinSOB from among the members other than the Secretary of the
Treasury, and Federal Reserve Chairman Ben Bernanke currently serves in this capacity. The
FinSOB must meet monthly and report quarterly to Congress.

Federal Housing Finance Oversight Board

The Federal Housing Finance Oversight Board (FHFOB) was established by the Housing and
Economic Recovery Act of 2008 to oversee the newly created FHFA, which regulates the
housing finance Government Sponsored Enterprises. The FHFOB is comprised of the heads of
four agencies, including the Secretary of the Treasury, the Secretary of HUD, the Chairman of
the SEC, and the Director of the FHFA. The Director of the FHFA serves as the Chairperson of
the FHFOB.

The FHFOB is responsible for advising the Director of the FHFA with respect to overall

strategies and policies in carrying out the duties of the Director. The FHFOB must meet at least
once every three months and report annually to Congress.
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Corporate Fraud Task Force

On July 9, 2002, by Executive Order 13271, President Bush established the Corporate Fraud
Task Force within the DOJ. The Task Force was created in response to several high profile
corporate accounting scandals. The Deputy Attorney General of the United States serves as the
Chair of the Task Force, and the Task Force is comprised of officers within the Department of
Justice. In performing its function of making recommendations to the President, however, the
Task Force includes the Secretary of the Treasury, the Chairman of the SEC, the Chairman of the
CFTC, the Chairman of the Federal Energy Regulatory Commission, and the Chairman of the
Federal Communications Commission.

Among its functions, the Task Force is responsible for making recommendations to the
President, through the Attorney General, for: action to enhance interagency cooperation; changes
in rules, regulations, or policy to improve effective investigation and prosecution of significant
financial crimes; and recommendations to Congress on measures the President may judge
necessary and expedient relating to significant financial crimes.

Emergency Steel Loan Guarantee Board

The Emergency Steel Loan Guarantee Board (ESLGB) was established by the Emergency Steel
Loan Guarantee Act of 1999. The ESLGB is authorized to guarantee loans provided to qualified
steel companies by private banking and investment institutions. The Chairman of the Federal
Reserve, or a member of the Board of Governors designated by the Chairman, serves as the
Chairman of the ESLGB. The other two members of the ESLGB are the Secretary of Commerce
and the Chairman of the SEC.

The authority of the ESLGB to make commitments to guarantee loans currently is set to expire
on December 31, 20009.

1.3

c) Are cooperation and communication occurring between responsible authorities
without significant limitations?

Responsible authorities coordinate and communicate with respect to areas of shared regulatory

responsibilities without significant limitations. See response to Questions 1.3(a) and 1.3(b)
above.
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The Regulator — Principle 2

The regulator should be operationally independent and accountable in the exercise of its
powers and functions.

Assessment
Fully Implemented.

2.1
Does the securities regulator have the ability to operate on a day-to-day basis without:
a) External political interference?

As discussed in response to Question 1.1(a), the SEC is an independent federal agency headed by
a bipartisan five-member commission, comprised of the Chairman and four Commissioners, who
are appointed by the President and confirmed by the Senate for staggered five-year terms. By
law, no more than three of the Commissioners may belong to the same political party.

Finally, as discussed in response to Questions 1.1(b) and 1.1(c), the SEC’s rulemaking is
governed by, among other laws, the APA which generally requires that interested parties receive
adequate notice of proposed rulemaking and opportunity to comment on the proposed
rulemaking. The SEC is also subject to the Sunshine Act, which aims to ensure transparent
procedures in the disposition of SEC business, including rulemakings. The Sunshine Act
generally provides that certain meetings must be open to the public and requires the SEC to
provide advanced notices of such meetings.

2.1
b) Interference from commercial or other sectoral interests?

As discussed in response to Question 5.1, all SEC members and Staff are subject to the federal
criminal law conflict of interest statutes, 18 USC 201-216, including a specific prohibition from
participating personally and substantially in particular matters that would have a direct and
predictable effect on their financial interests or one that is imputed to them. The Exchange Act
also expressly prohibits any Commissioner from engaging in any other business, vocation or
employment than that of a Commissioner; and prohibits any Commissioner from participating in
any stock-market operations or transactions that are subject to regulation by the SEC under that
Act.
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The SEC members and Staff are also subject to the non-superseded portions of the SEC’s
Conduct Regulation, 17 CFR 200.735, which includes comprehensive rules regarding the
securities holdings and transactions of all SEC Staff, including Commissioners, as well as any
employee’s spouse, dependent children, or other person residing in the same household who is
related to the employee by blood or marriage. This regulation prohibits SEC Staff members
from holding financial interests in broker-dealers and investment advisers, selling short, carrying
securities on margin, borrowing money for the purpose of buying securities, engaging in
transactions in derivative instruments whose value is based on a security, and buying or selling a
security subject to a current registration statement. The regulation also prohibits the misuse of
non-public information and the purchase of a security that is known to the employee to be
involved in SEC litigation or investigation.

The SEC’s Conduct regulation also requires SEC members and Staff to report securities
transactions, with certain exceptions, within five days of the receipt of confirmation. Certain
SEC employees also are subject to government-wide financial disclosure rules, and
Commissioners and Senior Officers must file a public financial disclosure report when they
assume office, on an annual basis thereafter, and upon termination. Employees who have the
greatest risk of creating harm by misusing information or having conflicts of interest must file
annually a confidential financial disclosure form.

Finally, federal law, 5 CFR Part 2635, subpart G, prohibits the misuse of one’s official position,
including the use (or the allowance of others to use) of confidential or non-public information.
The SEC’s own regulation also prohibits the use of confidential and nonpublic information, 17
CFR 200.735-3(b)(1).

2.2

Where particular matters of regulatory policy require consultation with, or even approval by, a
government minister or other authority:

a) s the consultation process established by law?

As discussed in response to Question 1.1(a), the SEC is the regulator charged with implementing
the federal securities laws, including the Securities Act, the Exchange Act, the Trust Indenture
Act, the Investment Company Act, the Advisers Act and the Sarbanes-Oxley Act. Thus,
generally, the SEC is not required to consult with or obtain approval from a government minister
or other authority with respect to the discharge of its statutory responsibilities under the federal
securities law. Under the Exchange Act, however, the SEC consults and cooperates with the
appropriate regulator agency (ARA) of bank transfer agents and clearing agencies. These ARAS
include the Comptroller of the Currency, the Board of Governors of the Federal Reserve System,
the Federal Deposit Insurance Corporation, and the Director of the Office of Thrift Supervision

Notwithstanding the SEC’s primary responsibility as the regulator charged with implementing

the federal securities laws, the Federal Reserve is vested with targeted rulemaking authority
relating to margin in the Exchange Act. Specifically, the Federal Reserve has authority under the
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Exchange Act to promulgate rules with respect to the amount of credit that may be initially
extended and subsequently maintained on a security.

Additionally, in certain instances, Congress has mandated the SEC to consult with and/or engage
in joint rulemaking with respect to a particular matter of regulatory policy. For example, the
Financial Services Regulatory Relief Act of 2006 requires that the SEC and the Federal Reserve
Board jointly adopt a single set of rules to implement the bank broker exceptions in Section
3(a)(4) of the Exchange Act. Similarly, the GLBA requires that the various financial regulators,
including the banking agencies and the SEC, consult with one another regarding rulemaking to
implement the GLBA’s provisions concerning protection of the security and privacy of
customers’ non-public information. The GLBA also requires consultation with banking agencies
on actions regarding loan loss reserves. The CFMA gives the SEC and CFTC joint authority for
the oversight and regulation of security futures products. The SEC is also required to consult
with Treasury and the Federal Reserve regarding appointments of members to the PCAOB.
Additionally, pursuant to the Small Business Regulatory Enforcement Act of 1996, 5 U.S.C. §8
801-808, all final SEC rules must be submitted to Congress before they can take effect.

The SEC is also subject to the Paperwork Reduction Act of 1995 (PRA), the purpose of which,
according to the legislative history, is to strengthen agency management and encourage more
effective public participation with respect to reporting and recordkeeping issues and burdens.
Under this statute, the Office of Management and Budget (OMB) must approve each SEC
collection of information before it can begin.

The SEC is also subject to the Federal Advisory Committee Act (FACA), a statute regulating the
formation and operation of advisory committees by federal agencies. Among other things,
FACA requires all meetings of advisory committees be open to the public with adequate prior
notice and that all documents that are made available to the advisory committee, as well as
transcripts of advisory committee meetings, be made available to the public. Pursuant to an
Executive Order, the U.S. General Services Administration has delegated responsibility for
implementing FACA and provides advice to SEC and other federal agencies on the
establishment and management of federal advisory committees.

2.2.

b) Do the circumstances, in which consultation is required, exclude decision making on
day-to-day technical matters?

Despite certain requirements to consult with other government authorities concerning certain
rulemakings, the SEC has the authority to make day-to-day decisions on technical matters
without the need to consult with other government authorities.

For example, the CFMA gives the SEC and CFTC joint authority for the oversight and regulation
of security futures products (SFP). Pursuant to this joint authority, the SEC and CFTC have
adopted and amended certain rules under the Exchange Act and the CEA relating to securities
futures products. Additionally, to implement this joint regulatory authority, the SEC and CFTC
voluntarily entered into an MOU concerning SFPs (see response to Question 1.2(b)). This MOU
provides that the SEC and CFTC will notify each other of any planned examinations, advise the
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other of reasons for an intended examination, provide each other with examination-related
information, and conduct examinations jointly, if feasible. Under the MOU, the SEC and CFTC
will also notify each other of significant issues arising from these markets and share trading data
and related information for SFP activity. However, neither the MOU nor the statute imposes on
the respective agencies an obligation to consult on day-to-day technical matters.

2.2

c) Are the circumstances in which such consultation or approval is required or permitted
clear and the process sufficiently transparent, or the failure to observe procedures and
the regulatory decision or outcome subject to sufficient review, to safeguard its
integrity?

The laws requiring the SEC to consult with other government authorities when making
regulatory decisions are clear and the process by which regulatory decisions are made is
transparent. For example, the Financial Services Regulatory Relief Act of 2006 explicitly
requires that the SEC and the Federal Reserve jointly adopt a single set of rules to implement the
bank broker exceptions in Section 3(a)(4) of the Exchange Act, after consultation with the other
federal banking regulators concerning the joint proposal. Congress was clear in its direction that
the SEC and CFTC engage in such joint rulemaking to implement certain, specific statutory
provisions concerning exemptions from the definition of “broker” in the Exchange Act. The
rulemaking was subject to the protections mandated by the APA’s rulemaking provisions
requiring public notice and comment prior to adopting final rules (see response to Question
1.1(b) for further discussion of the APA). Further to the issue of transparency, the SEC is
subject to the Sunshine Act, which aims to ensure transparent procedures in the disposition of
SEC business, including rulemakings (see response to Question 1.1(c) for a further discussion of
the Sunshine Act).

As another example, the GLBA requires that the various financial regulators, including the
banking agencies and the SEC, consult with one another regarding rulemaking to implement the
GLBA'’s provisions concerning protection of the security and privacy of customers’ non-public
information. The statute is clear on the scope of the cooperation and the provisions that must be
implemented. Similarly, the rulemaking process was sufficiently transparent as such rules were
promulgated pursuant to the APA rulemaking provisions.

Additionally, the Congressional review process of final SEC rules is clearly and transparently set
forth in Small Business Regulatory Enforcement Fairness Act (SBREFA), and has certain
safeguards designed to protect the integrity of the process. SBREFA specifies those rules that
are subject to Congressional review pursuant to SBREFA as well as the specific information that
the SEC must provide Congress in connection with its review. Moreover, the U.S. Government
Accountability Office (GAO) must report to Congress on whether the SEC has complied with the
required statutory procedures when the SEC submits a major rule to Congress.

Finally, any action taken by the SEC, or any other federal regulator, may be subject to judicial
review.
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2.3

Does the securities regulator have a stable and continuous source of funding sufficient to
meet its regulatory and operational needs?

The SEC’s budget is part of the federal budget that is prepared by the President and submitted to
Congress. Each year, the SEC prepares a budget estimate, which it forwards to OMB. This
document outlines the major program areas of the agency and estimates the resources (including
Staff years and expenses such as salary, facilities and supplies) needed to operate them. The
OMB reviews the SEC’s budget estimate and sets the amount of funding recommended by the
President. The SEC’s budget is part of the budget request that the President typically submits to
Congress in February for the fiscal year that begins the following October. Funding for the SEC
is offset by fees collected by the SEC. The target amounts of the fees are set by Congress and, as
of 2008, exceed the level of funding appropriated to the SEC, and are used by Congress to offset
SEC and other federal spending.

Presently, in light of the turbulent events in the financial markets over the past year, the SEC, the
Administration, and the U.S. Congress are engaged in a meaningful reexamination of the SEC’s
mission and resource needs, especially with regard to the size, complexity, and types of entities
subject to SEC regulation. As an example, Chairman Schapiro in her recent appropriations
testimony presented the SEC’s fiscal 2010 budget request with specific reference to the need for
additional resources to match significant growth in the size and complexity of the securities
industry, including the broker-dealer and investment advisory industries. See June 2, 2009
testimony before the Senate Appropriations Subcommittee on Financial Services and General
Government (available at http://www.sec.gov/news/testimony/2009/ts060209mls.htm).

2.4

Are the regulatory authority, the head and members of the governing body of the regulatory
authority, as well as its staff, accorded adequate legal protection for the bona fide discharge of
their governmental, regulatory and administrative functions and powers?

On the whole, the SEC, the Chairman, the Commissioners, and the Staff have adequate legal
protections for the bona fide discharge of the governmental, regulatory and administrative
functions and powers. The principle of sovereign immunity provides significant protection to the
SEC as a whole and to individuals (the Chairman, Commissioners, and Staff) who comprise the
SEC. While there are exceptions to the principle of sovereign immunity, the SEC and its
members and Staff are generally sufficiently protected from frivolous or unwarranted litigation
or claims.

Significant protections include that the SEC is subject to claims for monetary damages based on
constitutional or common law claims only in very limited circumstances. When Staff are acting
in a prosecutorial fashion, they are entitled to absolute immunity from constitutional torts, so
long as the actions are taken within the scope of their authority. Also, qualified immunity
protects government employees from liability for constitutional claims if they have not violated a
clearly established statutory or constitutional right of which a reasonable government official
would have known.
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Finally, with respect to common law claims, the Federal Tort Claims Act (FTCA) provides the
exclusive remedy for torts committed by employees of the federal government in the scope of
their employment, but claims based on the performance of a discretionary function or arising out
of certain intentional torts, including malicious prosecution, abuse of process, libel, slander,
misrepresentation, deceit, or interference with contract rights, cannot be brought under the
FTCA, 28 U.S.C. 2679-2780. Claims regarding SEC actions rarely fall outside of those
protections.

The main claims for damages to which the SEC is subject are claims brought under statutory
schemes that specifically contemplate damages against the SEC. These claims include personnel
actions brought by employees who allege they have been discriminated against or who have been
subjected to significant personnel actions like the termination of their employment. Persons that
have contractual relationships with the SEC may also sue for breach of contract. The SEC
defends these claims on their merits.

With respect to claims for injunctive relief, the SEC has limited protection, but the APA and
doctrines such as those allowing only claims that are ripe and properly submitted through
administrative channels protect the SEC from injunctive claims that would place an unnecessary
and undue burden on the SEC.

2.5

Are the head and governing board of the regulator subject to mechanisms intended to protect
independence, such as: procedures for appointment; terms of office; and criteria for removal?

As discussed in response to Question 1.1(a), the SEC is an independent federal agency headed by
a bipartisan five-member commission. All Commissioners, including the Chairman, are
appointed by the President and confirmed by the Senate. The President designates the Chairman,
and there can be no more than three members who are members of the same political party.

Commissioners are appointed to serve a five year staggered term. Any Commissioner appointed
to fill a vacancy occurring prior to the expiration of the term for which his or her predecessor
was appointed is appointed for the remainder of such term. Moreover, the Exchange Act
prohibits Commissioners from engaging in any other business, vocation, or employment than
that of serving as commissioner, or participating, directly or indirectly, in any stock-market
operations or transactions of a character subject to regulation by the SEC pursuant to the
Exchange Act. The laws governing the SEC do not provide express criteria for removal of SEC
Commissioners.
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2.6

With reference to the system of accountability for the regulator’s use of its powers and
resources:

a) Is the regulator accountable to the legislature or another government body on an
ongoing basis?

The SEC is an independent agency. It is not part of any other agency and exercises the authority
granted by Congress under the federal securities laws. Nevertheless, the SEC is subject to
Congressional oversight, and frequently interacts with the President, executive agencies,
Congress, and the courts in order to fulfill its statutory responsibilities. In addition, as discussed
above, SEC final rules are subject to a special procedure for Congressional review.

The SEC is subject to the oversight of the U.S. Senate Committee on Banking, Housing and
Urban Affairs, and, specifically, the Subcommittee on Securities, Insurance and Investment. The
Committee on Banking, Housing and Urban Affairs oversees, among other things, areas relating
to banking, insurance, financial markets, securities, housing, urban development and mass
transit, international trade and finance, and economic policy. The Subcommittee on Securities,
Insurance and Investment has specific oversight responsibility over the SEC and over the
following areas: securities, annuities, other financial investments, government securities,
financial exchanges and markets, financial derivatives, accounting standards, and insurance.

The SEC is also subject to the oversight of the U.S. House Committee on Financial Services and,
specifically, the Capital Markets, Insurance and Government Sponsored Enterprises
Subcommittee of that Committee. The House Committee on Financial Services oversees all
components of the nation’s housing and financial services sectors including banking, insurance,
real estate, public and assisted housing, and securities. The Subcommittee reviews laws and
programs related to the U.S. capital markets, the securities industry, the insurance industry
generally (except for health care), and government-sponsored enterprises, such as Fannie Mae
and Freddie Mac. It also oversees the SEC and SROs, such as the New York Stock Exchange
and the NASD, that police the securities markets.

The SEC is also accountable to Congress through its relationship with GAO. The GAO is an
independent, nonpartisan agency that works for Congress. It investigates how the federal
government spends taxpayer dollars and, as stated on its website, the GAQO’s mission is to
support the Congress in meeting its constitutional responsibilities and to help improve the
performance and ensure the accountability of the federal government for the benefit of the
American people. The GAQO’s work is done at the request of congressional committees or
subcommittees or is mandated by public laws or committee reports. The GAO supports
congressional oversight by (1) auditing agency operations to determine whether federal funds are
being spent efficiently and effectively; (2) investigating allegations of illegal and improper
activities; (3) reporting on how well government programs and policies are meeting their
objectives; (4) performing policy analyses and outlining options for congressional consideration;
and (5) issuing legal decisions and opinions, such as bid protest rulings and reports on agency
rules.
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The SEC regularly receives requests for information on various matters from both Congress and
the President. These requests may involve testimony before Congress, technical advice to
Congress or the Executive on potential legislation, and information on pending enforcement
matters of interest to Congress or the Executive. These requests may also involve more informal
contacts such as meetings to discuss SEC initiatives. The SEC also receives more than one
thousand letters a year from Members of Congress. Responses to letters that seek or necessitate
an answer from the entire SEC membership are circulated among the Commissioners for
consideration. Other letters may receive, where appropriate, a Staff response or a response from
the Chairman.

Additionally, as discussed above in response to Question 2.3, the SEC on an annual basis reports
to the President, through the OMB, the major program areas of the SEC and estimates the
resources needed to operate them. The OMB then reviews this information and sets the amount
of funding recommended by the President. The SEC’s budget is part of the budget request that
the President submits to Congress in January for the fiscal year that begins the following
October.

Moreover, as discussed above in response to Questions 2.2(a) and 2.2(c), all final SEC rules
must be submitted to Congress for review before they can take effect.

Finally, as discussed in response to Question 2.7(d), any person aggrieved by any final order of
the SEC may obtain review in the U.S. Court of Appeals for the Circuit in which the person
resides or for the District of Columbia Circuit. Parties may request a rehearing of an adverse
decision and rehearing en banc (i.e., before all the judges of the circuit). Affected persons may
also seek certiorari before the United States Supreme Court.

2.6

b) Is the regulator required to be transparent in its way of operating and use of resources
and to make public its actions that affect users of the market and regulated entities,
excluding confidential or commercially sensitive information?

The SEC is required to be transparent in its operations and decision-making. As noted in
response to Question 1.1(b), the APA prescribes the manner in which the SEC may undertake to
consider or adopt rules of general applicability. The APA requires that interested parties receive
adequate notice of proposed rulemaking. Generally this occurs through notice in the Federal
Register, which is usually preceded by an open meeting at which the Commissioners vote to
approve a rulemaking proposal. After the agency publishes notice, it must give interested
persons an opportunity to comment on the proposed rulemaking. The SEC maintains public files
on rulemakings, in which it places copies of comment letters filed with the SEC as well as other
data or information that is important to the SEC’s consideration of the rulemaking.

Further to the issue of transparency and as noted in response to Question 1.1(c) the SEC is

subject to the Sunshine Act, which aims to ensure transparent procedures in the disposition of
SEC business, including rulemakings. The Sunshine Act generally provides that meetings must
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be open to the public and requires the SEC to provide advanced notices of such meetings. The
SEC videocasts all open SEC meetings on the Internet. The Sunshine Act, and SEC rules
adopted thereunder, also prescribes certain procedures to be used in closing a SEC meeting from
public observation. These closed meetings must be tape recorded or transcripts of the discussion
must be prepared; in certain circumstances detailed minutes may be prepared in lieu of
transcripts or tape recordings. The SEC tape records all such meetings and these recordings are
retained permanently.

The SEC also makes its operations and use of resources transparent in other manners. For
example, the SEC publishes an annual Performance and Accountability Report (PAR), which
describes the SEC’s many accomplishments and performance results for the relevant fiscal year
and presents the SEC’s financial picture for that year. Additionally, the SEC makes publicly
available on its website a current copy of its current Rules of Practice and Rules on Fair Fund
and Disgorgement Plans. These rules, as well as others concerning conduct, ethics, information
requests, and delegations of authority, among other things, are contained in the CFR. The SEC’s
website also publishes the Enforcement Manual, a document designed to be a reference for the
Staff of the Enforcement Division in the investigation of potential violations of the federal
securities laws. In addition, the SEC and its Staff publish on the website a wide range of
interpretive and other useful materials for investors, regulated entities and their advisers.

2.6
c) Isthe regulator’s receipt and use of funds subject to review or audit?

The SEC’s receipt and use of funds are subject to regular audit by the GAO and the SEC’s Office
of Inspector General (OIG). Most notably, the SEC undergoes an annual audit of its financial
statements and internal controls that is conducted by the GAO. The GAO and OIG also conduct
regular audits of SEC programs and operations. The results of these audits are reported to
agency management, made available to Congress and the Office of Management and Budget,

and are generally made public on the Internet. The SEC’s most recent annual audits of its
financial statement and internal controls, reported in October 2008, resulted in an unqualified
audit opinion with no material weaknesses. The SEC is also subject to various requirements—
including under the Inspector General Act and OMB Circular A-50—for taking timely and
appropriate corrective action on recommendations made by auditors in their audit reports.

In addition to these external audits, the Commission also has a formal program to provide for the
regular management review of SEC spending and operations. This includes the process set forth
by the Financial Managers’ Financial Integrity Act of 1982 (FMFIA) and OMB Circulars A-123
and A-127, which require annual review and reporting on the SEC’s internal controls and
financial management systems. The SEC has also established a senior management council—the
Financial Management Oversight Committee—to assist the Chairman and other senior managers
in carrying out their responsibilities under these authorities and in preparing the SEC’s annual
financial statements.

SEC management also provides regular review and oversight of spending that occurs under the
agency’s annual operating budget. In addition to continually monitoring spending trends during
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the course of the fiscal year, management also conducts a formal “mid-year review” at the half-
way point of the fiscal year to review spending-to-date, identify emerging resource needs, and to
shift resources as needed.

2.7

Are there means for natural or legal persons adversely affected by a regulator’s decisions or
exercise of administrative authority ultimately to seek review in a court, specifically:

a) Does the regulator have to provide written reasons for its material decisions?

The APA requires an administrative agency such as the SEC to prepare a written decision setting
forth the SEC’s findings of fact and conclusions of law and the reasons therefore. The securities
laws themselves also require the SEC to issue orders in its administrative proceedings.

2.7

b) Does the decision-making process for such decisions include sufficient procedural
protections to be meaningful?

The United States Constitution requires administrative agencies like the SEC to conduct their
proceedings with due process. 5 USC 554 of the APA specifically requires the SEC to permit
interested parties a hearing to submit facts and argument. Hearings in SEC-instituted
administrative proceedings are heard in a trial-type proceeding before an ALJ. The ALJs are
independent from the SEC. The SEC may not assign duties to ALJs that incompatible with their
duties as ALJs, 5 USC 3105. When conducting a hearing, ALJs cannot be subject to supervision
or direction of employees engaged in the performance or investigatory or prosecutorial functions,
5 USC 554. They may only be removed for cause after a hearing before the OPM, 5 USC 7521.
Under 5 USC 5372, OPM is also responsible for setting the ALJs’ salaries. Under 5 USC 556 of
the APA and SEC Rule of Practice 111, the ALJs have a wide-range of powers to oversee
proceedings, including the authority to regulate the course of a proceeding and the conduct of
parties and their counsel, administer oaths and affirmations, dispose of procedural motions, and
issue subpoenas.

Under SEC Rule of Practice 200, the SEC issues an Order Instituting Proceedings, which gives
the affected person notice of the facts and violations alleged. The affected person is entitled to
representation by counsel.®> The affected person may file an answer and/or a motion seeking a
more definite statement of specified matters of fact or law to be determined.* The ALJ will then
conduct a pre-hearing conference, among other things, to set the time to exchange witness and
exhibit lists and pre-hearing briefs, identify expert witnesses, determine if any matters can be

3 See SEC Rule of Practice 102.

4 See SEC Rule of Practice 220.
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stipulated to or settled, and set the date for the hearing.” The Division of Enforcement generally
must make its investigatory files available to the affected person for inspection and copying
before the hearing and produce witness statements.® The parties may seek subpoenas to require
the attendance of witnesses and production of documents.’

Under Rule of Practice 300, the hearings before the ALJs are public, and the proceedings are
recorded.® The witnesses testify under oath.’ At the conclusion of the proceedings, the parties
submit proposed findings of fact, conclusions of law, and supporting briefs.’® Thereafter, under
Rule of Practice 360, the ALJ prepares an initial decision, which sets forth findings and
conclusions and the reasons therefore as to all material issues of fact, law or discretion presented
on the record and an order with respect to sanctions. If neither party appeals, the SEC issues a
finality notice making the initial decision the final decision of the SEC.™

Either the affected person or Enforcement may appeal an initial decision to the SEC, and the
SEC may take review of all or part of the initial decision on its initiative review.*? The SEC will
receive briefs from the parties.> Upon request of the respondent, the SEC will also hear oral
argument.* Generally, under Rule of Practice 411, the SEC’s review is limited to the issues
specified in the petition for review or in the briefing schedule order. However, the SEC may at
any time determine any other matter it deems material with a notice to the parties and
opportunity for oral or written argument.*

The SEC determines the proceeding on the basis of the record before it, which includes the
exhibits, transcripts, pleadings before the ALJ, and the pleadings and argument before the SEC.*°
To be effective, the decision must be approved by a majority of the sitting Commissioners. The

> See SEC Rules of Practice 221, 222.
0 See SEC Rules of Practice 230, 231.
! See SEC Rule of Practice 232.

8 See SEC Rule of Practice 320.

’ See SEC Rule of Practice 325.

10 See SEC Rule of Practice 340.

1 See SEC Rule of Practice 360.

12 See SEC Rules of Practice 410, 411.
1 See SEC Rule of Practice 450.

1 See SEC Rule of Practice 451.

B See SEC Rule of Practice 411(d).

16 See SEC Rules of Practice 460, 350.
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U.S. Supreme Court has held that violations must be proved by a preponderance of the evidence.
Its written decision resolves the contested findings of fact, makes conclusions of law, rules on
procedural matters, and makes a determination whether any sanction is appropriate in the public
interest and for the protection of investors.

The SEC also receives appeals from disciplinary decisions by a SRO, such as FINRA or an
exchange, or the PCAOB. The SRO or PCAOB previously will have conducted a trial-type
hearing before a hearing panel, and issued a written decision. The Exchange Act requires the
SEC to conduct a de novo review of the SRO’s or PCAOB’s action. The SEC’s review is based
on the record certified to the SEC by the SRO or PCAOB, the application for review, and briefs
and pleadings of the parties."” Under Section 19(e) of the Exchange Act, the SEC determines
whether the violations charged were demonstrated by a preponderance of the evidence, whether
the SRO’s rules were applied in a manner consistent with the purposes of the Exchange Act (or
PCAOB’s rules were applied in a manner consistent with the purposes of the Sarbanes-Oxley
Act), and whether the sanctions are excessive or oppressive or a burden on competition.

5 USC 554 of the APA prohibits ex parte communications and further provides that no person
involved in the performance of investigative or prosecutorial functions in a proceeding may
advise the decision maker.

SEC decisions and orders are available in bound volumes, on the SEC’s website, and through
legal computer databases.

2.7

c) Are affected persons permitted to make representations prior to such a decision being
taken by a regulator in appropriate cases?

Affected persons may file an answer; testify and require witnesses to testify under oath; file
prehearing submissions and motions; subpoena witnesses and documents; offer relevant
evidence; seek and make stipulations; request that official notice be taken of certain facts; and
file proposed findings of fact, conclusions of law and briefs before the law judge.'® The SRO’s
have similar procedural requirements. See, e.g., FINRA Code of Procedure, Rule 9000, et seq.

Before the SEC, an affected party in a SEC-instituted proceeding may seek interlocutory review,
petition for review, file briefs, and be heard in oral argument.® An affected party in an SRO or
PCAOB disciplinary proceeding may file briefs and motions.?’ The affected person may also
seek to adduce additional evidence before the SEC if that evidence is material and there are

v See SEC Rule of Practice 460.

18 See SEC Rules of Practice 220, 325, 222, 232, 320, 324, 323, 340.
B See SEC Rules of Practice 400, 410, 450 and 451.

20 See SEC Rule of Practice 450.
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reasonable grounds for its not being introduced at an earlier stage of the proceedings.?* A person
aggrieved by a final decision of the SEC may seek reconsideration of the order.”* The SEC has
limited reconsideration to motions to correct manifest errors of law or fact or to introduce newly
discovered evidence.

2.7

d) Are all such decisions taken by the regulator subject to a sufficient, independent review
process, ultimately including judicial review?

Provisions in the securities laws provide that any person aggrieved by a final order of the SEC
may obtain review of the order in the United States Court of Appeals for the circuit in which
such person resides or has his principal place of business or in the District of Columbia Circuit.
Similarly, any person adversely affected by a rule of the SEC promulgated under certain
provisions of the federal securities laws may obtain review of such rule in the United States
Court of Appeals for the circuit in which such person resides or has his principal place of
business or in the District of Columbia Circuit.

Additionally, as noted above, Chapter 7 of the APA creates the right of judicial review over
agency actions. Under Section 702 of the APA, a person suffering legal wrong because of
agency action, or adversely affected or aggrieved by agency action is entitled to judicial review
thereof.

2.8

Where accountability is through the government or some other external agency, is
confidential and commercially sensitive information subject to appropriate safeguards to
prevent inappropriate use or disclosure?

The Exchange Act and Advisers Act both contain statutory provisions that are designed to
safeguard the confidentiality of information obtained in the course of examinations or
investigations. The SEC also has adopted rules under the Exchange Act to permit confidential
treatment requests for certain information. Notwithstanding these provisions, Rule 24c-1 under
the Exchange Act provides that the SEC may, if it receives appropriate assurances of
confidentiality, provide nonpublic information in its possession to certain entities, including
other domestic and foreign governmental entities.

Additionally, regulated entities and issuers who are subject to reporting requirements are
required to make public filings with the SEC. FOIA requires that the SEC make certain
information available to the public, but also provides certain exceptions for, among other things,
commercially sensitive material. A regulated entity or issuer can request that certain information

2 See SEC Rule of Practice 452.

2 See SEC Rule of Practice 470.
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be kept non-public, pursuant to one of these exceptions. FOIA and its exceptions are described
further below.

FOIA, 5 U.S.C. § 552, governs public access to certain types of documents. FOIA requires all
agencies to: (1) publish certain types of information in the Federal Register, such as procedural
rules and substantive rules of general applicability; (2) make available for public inspection and
copying other types of information such as adjudicative opinions and staff manuals; and (3)
make available to the public other types of information upon specific request for that
information. FOIA also enables the public to obtain access to agency records unless the record
falls under an exception to the general disclosure requirement. The exceptions protect from
disclosure: (1) documents that relate solely to personnel rules and practices; (2) trade secrets and
confidential commercial or financial information; (3) deliberative or otherwise privileged
intra-agency or inter-agency memoranda or letters; (4) law enforcement records the disclosure of
which would interfere with law enforcement proceedings; and (5) matter and records related to
examinations. The SEC has also promulgated a confidential treatment regulation that permits
persons who have submitted records to the SEC to object to their disclosure in response to a
FOIA request, 17 C.F.R. § 200.83.

The SEC’s FOIA Office responds to requests for records under FOIA and requests for
confidential treatment by submitters of records. These responses may be appealed, pursuant to a
delegation of authority from the SEC, to OGC, which may grant or deny appeals, or may release
records in the exercise of discretion, 17 C.F.R. § 200.80(d)(6). The OGC may also refer
appealed matters in appropriate cases to the SEC for its review.
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The Regulator — Principle 3

The regulator should have adequate powers, proper resources and the capacity to perform
its functions and exercise its powers.

Assessment
Fully Implemented.

3.1

Are the powers and authorities of the regulator sufficient, taking into account the nature of a
jurisdiction’s markets and a full assessment of these Principles to meet the responsibilities of
the regulator(s) to which they are assigned?

The mission of the SEC is to protect investors, maintain fair, orderly, and efficient markets, and
facilitate capital formation.

The powers and authorities of the SEC are generally sufficient for it to meet these
responsibilities. As discussed in greater detail in response to Principle 1, Question 1(a), the
SEC'’s extensive powers and authorities are delineated in the following federal securities statutes,
and in the rules and regulations that the SEC has adopted under these statutes: the Securities
Act; Exchange Act; Trust Indenture Act; Investment Company Act; Advisers Act; and the
Sarbanes-Oxley Act:

e The Securities Act has various goals: (1) require that investors have access to financial
and other significant information concerning securities being offered for public sale
(registration); (2) outline the exemptions under which such registration is not required;
and (3) prohibit deceit, misrepresentations, and other fraud in the sale of securities.

e The Exchange Act provides for periodic disclosure to be made by registrants and
empowers the SEC with broad authority over all aspects of the securities industry,
including the power to register, regulate, and oversee brokers, dealers, transfer agents,
CRAs, clearing agencies, securities exchanges and securities associations.

e The Trust Indenture Act applies to debt securities such as bonds, debentures, and notes
that are offered for public sale. These securities may not be offered for sale to the public
unless a formal agreement between the issuer of bonds and the bondholder, known as the
trust indenture, conforms to the standards of the Trust Indenture Act.
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e The Investment Company Act empowers the SEC to regulate the organization of
companies, including mutual funds, that engage primarily in investing, reinvesting, and
trading in securities, and whose own securities are offered to the investing public.

e The Advisers Act empowers the SEC to regulate investment advisers.

e The Sarbanes-Oxley Act mandated a number of reforms to enhance corporate
responsibility, enhance financial disclosures and combat corporate and accounting fraud.
The Sarbanes-Oxley Act also created the PCAOB to oversee the activities of the auditors
of public issuers.

Despite these significant powers and authorities, the recent financial crisis has illustrated the
need to modernize consumer and investor protection requirements, expand those requirements to
previously unregulated areas, and establish structural mechanisms to ensure that gaps are
addressed as soon as new products are developed. For example:

OTC Derivatives

Over-the-counter (OTC) derivatives, such as swap agreements, are largely unregulated in the
United States. As noted by the Department of Treasury in its June 18, 2009 paper on Financial
Regulatory Reform (Treasury White Paper), regulation of the OTC derivatives market should be
designed to achieve four broad objectives: (1) preventing activities in those markets from posing
risk to the financial system; (2) promoting efficiency and transparency of those markets; (3)
preventing market manipulation, fraud, and other market abuses; and (4) ensuring that OTC
derivatives are not marketed inappropriately to unsophisticated parties.

Hedge Funds

Hedge funds are significant participants in the securities markets, both as managers of an
estimated $1.5 trillion in assets and as traders of securities. However, their activities, and the
activities of other private investment pools, are largely “below the radar.” Under the current
regulatory structure, hedge funds are beyond regulatory oversight because they are typically not
regulated under the Investment Company Act or the Advisers Act. As a result, the SEC currently
lacks authority to institute a regulatory regime over hedge funds. As noted in the Treasury White
Paper, requiring registration with the SEC would allow data to be collected that would permit an
informed assessment of how such funds are changing over time and whether any such funds have
become so large, leveraged, or interconnected that they require regulation for financial stability
purposes. This registration would promote greater transparency in the markets, improve the
ability to deter and detect fraud, and provide better oversight of the hedge fund industry by
regulators and the markets.

Municipal Securities
As noted above, there is a regulatory gap with respect to the regulation of municipal securities.

Currently, the MSRB, an SRO, writes the rules regulating securities firms and banks involved in
underwriting, trading and selling municipal securities, but does not have the authority to apply
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these rules to other professionals and intermediaries in the municipal finance market. Moreover,
under a provision of the federal securities laws known as the “Tower Amendment,” the
Commission and the MSRB are prohibited from requiring state and local government issuers of
municipal securities, either directly or indirectly through their underwriters, to establish
disclosure requirements or file any document prior to the sale of securities.

Broker-Dealers vs. Investment Advisers

Investment advisers and broker-dealers are regulated by the SEC under different statutory and
regulatory frameworks, even though the services they provide often are virtually identical from a
retail investor’s perspective. The current laws and regulations are based on antiquated
distinctions between the two types of financial professionals that date back to the early 20th
century. Retail investors are confused about the differences between investment advisers and
broker-dealers and the varying legal duties that financial professionals owe investors. New
legislation should bolster investor and consumer protections and bring important consistency to
the regulation of these two types of financial professionals. As noted in the Treasury White
Paper, the SEC should be permitted to align duties for intermediaries across financial products so
that standards of care of all broker-dealers, when providing investment advice, should be raised
to the fiduciary standard to align the legal framework with investment advisers.

3.2
With regards to funding:

a) Does the regulator’s funding reflect the needs of the regulator in supervising a given
market, taking into account the size, complexity and types of functions subject to its
regulation, supervision or oversight?

Presently, in light of the turbulent events in the financial markets over the past year, the SEC, the
Administration, and the U.S. Congress are engaged in a meaningful reexamination of the SEC’s
mission and resource needs, especially with regard to the size, complexity, and types of entities
subject to SEC regulation. As an example, Chairman Schapiro in her most recent appropriations
testimony presented the SEC’s fiscal 2010 budget request with specific reference to the need for
additional resources to match significant growth in the broker-dealer and investment advisory
industries. See June 2, 2009 testimony before the Senate Appropriations Subcommittee on
Financial Services and General Government (available at
http://www.sec.gov/news/testimony/2009/ts060209mls.htm).

Funding for SEC operations is provided by the U.S. Congress through annual appropriations.
Since the SEC’s appropriations must be approved by the U.S. House of Representatives and the
U.S. Senate and signed by the President, this means that the final budget allocated for SEC
operations ultimately reflects the funding level that the House, Senate, and President believe is
the right amount for the SEC.

The SEC received $906 million in spending authority in fiscal 2008, is authorized to spend $970

million in the current fiscal year, and has requested $1.026 billion in spending authority for fiscal
2010.
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Prior to preparing its annual budget, the SEC first performs an internal self-assessment to
evaluate its funding needs for future fiscal years. This self-evaluation is then subject to thorough
review by the OMB, and a formal budget request is then submitted to the U.S. Congress as part
of the President’s annual budget request. The Commission’s budget is then subject to a rigorous
review by the House and Senate Appropriations Committees, which generally includes
appearances by the Chairman at formal hearings, and ultimately consideration and approval by
the full House and Senate.

The annual nature of the budget process ensures that the SEC’s priorities, programs, and
operations undergo regular internal review as well as external evaluation by the Office of
Management and Budget and the U.S. Congress. The current budget process also allows for the
evaluation of the SEC’s near-term resource needs and the alignment of ongoing spending with
the agency’s long-term strategic goals.

The SEC’s current and past budget requests, and accompanying justification, are available on the
SEC’s web site at http://www.sec.gov/about.shtml. In addition, at the end of each fiscal year the
Commission publishes an annual report, formally known as the Performance and Accountability
Report (PAR) that details the SEC’s performance over the past year. The SEC’s most recent
PAR is available at http://www.sec.gov/about/secpar/secpar2008.pdf. Taken together, these
annual documents provide a useful overview of the SEC’s past performance and future needs.

3.2
b) Can the regulator affect the operational allocation of resources once funded?

As a general matter, the SEC has the authority to allocate resources where needs are most
pressing. In doing so, however, it must operate within the parameters set by the U.S. Congress in
the annual appropriations law.

The SEC’s budget, as approved by Congress, sets aside funds in several major categories of
spending called *“object classes” that describe general categories of spending. The SEC’s largest
budget object class, for instance, is for personnel compensation and benefits at $662 million for
fiscal 2009; other major object classes include “rent, communications, and utilities,”
“equipment,” and “travel and transportation of persons.” Within any single budget object class,
the SEC is afforded flexibility in allocating resources among its particular programs, functions,
and organizational units. This enables the SEC, for instance, to reallocate staff positions as
needed, since personnel compensation expenditures fall within the same budget object class.

In approving the SEC’s budget, the Congress also sets forth rules governing the reallocation of
resources from one budget object class to another. In recent years, for instance, the SEC has
been allowed the flexibility to reallocate from one object class to another up to $5 million or
10% of that object class, whichever is less. Outside of these limits, the SEC can seek the
permission of the House and Senate Appropriations Committees to reallocate funds from one
object class to another by submitting a formal reprogramming request. A reprogramming request
is also required for a number of other agency actions, for instance, to create a new program or to
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eliminate an existing program, project, or activity. See Section 608 of Public Law 111-8, Fiscal
2009 Omnibus Appropriations Act. It is also worth noting that the SEC has, in the past, sought
and successfully obtained permission in this manner to reprogram funds from one object class to
another.

3.3

Does the level of resources recognize the difficulty of attracting and retaining experienced and
skilled staff?

The SEC’s ability to attract and retain experienced and skilled staff was significantly improved
by the 2002 enactment by the U.S. Congress of “pay parity” legislation that authorizes the SEC
to create a compensation system similar to the systems of other federal financial regulators. See
Section 8 of Public Law 107-123, the Investor and Capital Markets Fee Relief Act. Prior to the
enactment of the 2002 pay parity law, in fiscal year 2000, the annual rate of turnover of all SEC
staff was 13%. As a result of the SEC’s new pay system, the staff turnover rate has diminished
significantly, and was 6% for 2008—well below the agency’s target of no more than 8%.

At the same time, pay parity has placed challenges on the SEC in seeking budget increases that
maintain parity with the personnel compensation levels at other federal financial regulators, such
as the Federal Reserve, which are self-funded and not subject to the annual appropriations
process. To maintain parity, the SEC has provided compensation increases in three main forms:
merit raises, the annual cost-of-living adjustments that are the standard at most federal agencies,
and a variety of benefits enhancements.

3.4
Does the regulator ensure that its staff receives adequate ongoing training?

The SEC University provides a significant amount of training opportunities available to all Staff.
Their mission is: “Investing in employee development to achieve organizational excellence and
prepare the SEC to anticipate changes in the securities industry.” SEC University is designed to
operate as a collaborative network that extends into the SEC’s divisions, offices, and regions and
interfaces with external organizations. This approach ensures that all SEC University activities
are grounded in the SEC’s goals, the realities of the workplace, and deep expertise in the
securities industry and employee development. There is training provided at the SEC that
currently falls outside the scope of SEC University. That includes training that is available to
specific divisions. It also includes research training provided by LexisNexis, Westlaw, ProQuest
and other research service vendors. A calendar of these other training opportunities, as well as
SEC University training, is available to Staff through the SEC’s intranet.

Division of Corporation Finance
CF organizes training programs for both new and existing employees. With respect to new CF

Staff members, all examiners attend a series of programs upon joining CF. These programs are
designed to familiarize examiners with the core functions of their job duties and, most
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importantly, CF’s Filing Review Process (discussed below under Question 14.6.). After this
introduction, each examiner then attends a series of programs directed specifically at key
accounting or legal concepts, depending on their job function (virtually all examiners are either
accountants or lawyers). These new employee training programs are conducted by senior CF
Staff members. Throughout this process, and with respect to each matter they are assigned,
examiners are provided specific ongoing guidance and learning opportunities from their
reviewers until they are ready to review filings on their own.

CF also provides ongoing training for existing CF Staff members. Programs include training for
CF Staff as a whole on issues affecting both legal and accounting reviews (e.g., new regulatory
initiatives or accounting principles) and more specialized training on issues that affect reviews
by one group in ways not affected by the other (e.g., specific interpretive issues). Such ongoing
training programs are conducted on both a regular basis and as the need arises. All of CF’s Staff
are located at the SEC’s headquarters building, which facilitates formal and informal training
programs. Ongoing training programs are conducted by other SEC Staff members,
representatives from accounting firms, outside counsel, members of academia and other
governmental bodies.

Division of Investment Management

IM organizes training for both new and existing employees. With respect to new Staff members,
IM has organized a set of materials intended to familiarize new employees with the core
functions of their job duties. It also works in conjunction with other divisions and offices at the
Commission, including OCIE, to provide joint training sessions relevant to IM’s functions (e.qg.,
topics related to investment advisers and investment companies). IM also conducts internal
ongoing training to enhance the expertise of the Staff. Ongoing training programs are conducted
by Commission staff members, outside counsel, members of academia and other
governmental/regulatory bodies. In addition, individual offices within IM provide appropriate
training to IM Staff (e.g., for the Office of Chief Counsel, training on how to draft a no-action
letter; for the Office of Disclosure Review, training on how to review investment company
disclosure).

Division of Trading and Markets

TM has a training committee comprised of staff from each TM office that organize training
programs on current issues facing TM. The training programs consist of monthly “Hot Topics”
programs featuring presentations from TM managers and attorneys on recent rulemaking or other
division projects. The hot topics programs also feature outside speakers from the industry
discussing major securities law issues, and professional instructors providing training on how the
securities markets operate. The training committee coordinates training opportunities from other
divisions or offices and reviews and approves staff requests for outside training, such as seminar
or classes related to specific division projects.

In addition, each year TM organizes an extensive training program for new staff in which

managers explain what their offices do, the rules their offices are responsible for, and the current
issues before their offices. Each new staff member also spends two days in New York, where
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they visit the New York Stock Exchange, broker-dealers, market makers, and other market
participants.

Division of Enforcement

Enforcement has a training program designed specifically to enrich the knowledge and fine tune
the skills of the Enforcement Staff. The training program offers seminars and training sessions
for new and experienced attorneys, accountants, auditors, market analysts and paralegals
nationwide. The training sessions include core subject matter training for all Enforcement Staff
as well as specialized training in complex areas. The subject matter training covers various
substantive topics including but not limited to: financial fraud, insider trading and Ponzi
schemes. The training focuses on investigative techniques including: (i) the best practices for
organizing and conducting an investigation; (ii) drafting and negotiating subpoenas; (iii) drafting
action memos; (iv) the Wells process; (v) drafting complaints; (vi) information technology
forensics; (vii) trial strategies; and (viii) penalty analysis. The program also offers specialized
working group training sessions in areas such as Foreign Corrupt Practices Act (FCPA), hedge
funds, municipal securities, and subprime. The working group training sessions provide a
focused and nationwide training vehicle to facilitate efficient and timely training. The training
program also provides training in response to novel issues and financial products.

Enforcement works in conjunction with other divisions and offices at the SEC, other financial
regulators and industry representatives to provide independent and joint training sessions.
Enforcement’s training program conducts ongoing training to enhance the expertise of the Staff.
These include: (i) Series 7 training, which covers the solicitation, purchase, and sale of a broad
range of investment products, including stocks, bonds, mutual funds, municipal securities and
options; (ii) The “Coordination Conference,” a program that jointly coordinates training with the
CFTC, Federal Bureau of Investigation (FBI), DOJ, U.S. Attorneys Offices and State Securities
Regulators; (iii) Certified Fraud Examiners Training, which focuses on fraud prevention,
detection and deterrence; and (iv) Testimony/Deposition Workshops, which provides hands on
training of mock witness questioning under oath.

OCIE

OCIE has its own training program, consisting of a group of employees dedicated to planning
and implementing training specifically aimed toward enhancing the knowledge and expertise of
Staff within the examination program. The training group offers programs for new and
experienced examiners nationwide. Such programs include core training for examiners as well
as specialized training in complex areas. A large focus of the training is on financial products
and examination procedures. OCIE’s training group provides training through 1) videocast
programs to the regional offices, 2) “in-person” programs, and 3) on-line sessions. The training
group also hires vendors to develop specialized training programs. These training programs
include speakers from the examination program, other divisions and offices at the SEC, other
financial regulators, industry representatives, representatives from accounting firms and third-
party administrators, outside counsel, and members of academia.
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In addition, OCIE’s training group has developed recurring projects designed to further enhance
examiner training. These include: (i) the development and production of on-line training for
new examiners; (ii) “Topical Conference Calls” between examination Staff nationwide and Staff
in the SEC’s rulemaking groups, designed to provide examiners with up-to-date information on
new regulatory initiatives and a forum to discuss recent examination findings and interpretive
issues with Staff in the SEC’s rulemaking divisions, as well as to provide Staff at headquarters
with information about current industry trends; and (iii) “Inside the Rules,” a training program
for examiners that is designed to provide examiners with in-depth knowledge of rules from the
perspective of those who write the rules. Finally, OCIE’s training group offers examination
program training in response to new areas of regulation. In recent years, this has included fraud
detection, money laundering, variable annuities, privacy, and hedge funds.

Ethics Training

Every new employee and Commissioner receives education and training regarding all of these
rules. Regulatory requirements regarding ethics training are set forth in an OGE regulation
found at 5 CFR Part 2638, subpart G. In addition to these rules, the SEC’s Office of the Ethics
Counsel has an internal website on the SEC’s intranet that provides additional guidance on all of
these topics and links to the OGE regulations and disclosure forms. In addition, every two weeks
the ethics office posts an Ethics NewsGram on a particular ethics topic, which is then emailed
the next day to all employees. The Ethics Office is staffed by a full-time Ethics Counsel, four
full-time and one part-time Assistant Ethics Counsel, and Program Managers and Analysts who
provide specific ethics guidance. Further, every Division and Office within the SEC contains an
Ethics Liaison and Deputy Ethics Liaison Officer who receives additional ethics training and
who can provide guidance on certain topics.

Additionally, many SEC staff are lawyers and accoutants who are often subject to licensing
requriements that require them to attend continuing education classes. Some SEC training
programs are designed to assist Staff to fullfill these requirements. Finally SEC training
programs may cover other areas such as computer security and rights to privacy.
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The Regulator — Principle 4

The regulator should adopt clear and consistent regulatory processes.

Assessment
Fully Implemented.
4.1

Is the regulator subject to reasonable procedural rules and regulations?

The SEC also has promulgated formal and informal procedural rules and regulations that govern
many of its activities, including, but not limited to:

A Canon of Ethics, 17 C.F.R. 8 200.50-72;

Responses to information requests, 17 C.F.R. § 200.80-82;

Privacy of individuals and records maintained by the SEC, 17 C.F.R. § 200.301-313;
Conduct of its current and former members and employees, 17 C.F.R. § 200.735;
Public observation of SEC meetings, 17 C.F.R. § 200.400-410;

Emergency operating procedures, 17 C.F.R. § 200.200-205;

Facilitating administrative hearings, 17 C.F.R. § 202.4;

Enforcement activities, 17 C.F.R. § 202.5;

Rulemaking activities, 17 C.F.R. § 202.6;

Investigations, 17 C.F.R. § 203.1-8;

Debt collection, 17 C.F.R. § 204.1-77; and

Rules of Practice and Rules on Fair Funds and Disgorgement Plans, 17 C.F.R 8 201.

Moreover, as discussed in response to Question 1.1(b), the SEC’s rulemaking is governed by the
APA and by other statutes that prescribe the manner in which the SEC may undertake to consider
or adopt rules of general applicability. The APA sets forth the basic procedural requirements for
agency rulemaking and generally requires the SEC when adopting rules to give notice of the
proposed rulemaking in the Federal Register and seek comment from interested parties on the
proposed rule.

The SEC is subject to PRA the purpose of which, according to the legislative history, is to
strengthen agency management and encourage more effective public participation with respect to
reporting and recordkeeping issues and burdens.

Section 23(a)(2) of the Exchange Act requires the SEC to consider the impact that any rule

promulgated under the Exchange Act would have on competition. Moreover, certain
rulemakings pursuant to the Securities Act, Exchange Act or the Investment Company Act also
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require the SEC to consider whether such rules would promote efficiency, competition and
capital formation.

The SEC is subject to the Regulatory Flexibility Act which requires agencies to consider the
special needs of small entities in evaluating proposed rules and rule changes for all rules subject
to notice and comment under the APA.

As discussed in response to Question 1.1(c), the SEC is subject to the Sunshine Act, which aims
to ensure transparent procedures in the disposition of SEC business, including rulemakings.

Finally, as discussed in response to Question 2.7(b), the United States Constitution requires
administrative agencies like the SEC to conduct their proceedings with due process.

4.2
Does the regulator:

a) Have a process for consultation with the public, or a section of the public, including
those who may be affected by the policy, for example, by publishing proposed rules for
public comment, circulating exposure drafts or using advisory committees or informal
contacts?

As discussed above and in response to Question 1.1(b), the SEC’s rulemaking is governed by the
APA which generally requires the SEC when adopting rules to give notice of the proposed
rulemaking in the Federal Register and seek comment from interested parties on the proposed
rule. The SEC maintains public files on rulemakings, in which it places copies of comment
letters filed with the SEC as well as other data or information that is important to the SEC’s
consideration of the rulemaking. The public also is invited to submit comments by e-mail.
Submitted comments are available on the SEC’s website. After the comment period closes, the
SEC completes its analysis of comment letters and considers whether to adopt the rules as
proposed or whether provisions should be modified in response to comment letters.

Moreover, the SEC may seek public input through the issuance of a concept release. Such
concept release describes the area of interest and the SEC’s concerns and usually identifies
different approaches to addressing the problem, followed by a series of questions that seek the
views of the public on the issue. The public’s feedback is taken into consideration as the SEC
decides which approach, if any, is appropriate.

In addition to providing for public comment on a proposed rule or concept release, the SEC hosts
public roundtables. At an SEC roundtable, experts are invited to share their views with the SEC
and the public about approaches to certain issues affecting the securities markets. As with a
rulemaking, notice of a roundtable is given to the public prior to the meeting, the discussions are
broadcast live via the website, and a transcript is made available to the public also on the SEC
website.
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Finally, the SEC has created and utilized various federal advisory committees pursuant to the
FACA, which regulates the formation and operation of advisory committees by federal agencies.
Most recently, on June 3, 2009, the SEC announced the formation of an Investor Advisory
Committee to give investors a greater voice in the SEC’s work. This Committee’s charter
provides for a broad scope of interest, including:

e Advising the SEC on matters of concern to investors in the securities markets;

e Providing the SEC with investors' perspectives on current, non-enforcement,
regulatory issues; and

e Serving as a source of information and recommendations to the SEC regarding the
SEC’s regulatory programs from the point of view of investors.

4.2

b) Publicly disclose and explain its policies, not including enforcement and surveillance
policies, in important operational areas, such as through interpretations of regulatory
actions, setting of standards, or issuance of opinions stating the reasons for regulatory
actions?

As discussed in response to Question 1.1(b), all final SEC rules are accompanied by a release
that is published in the Federal Register, with an explanation of the reasons for adoption and
responses to the more salient issues raised in the comment letters.

The SEC also occasionally provides guidance on topics of general interest to the business and
investment communities by issuing "interpretive" releases, in which the SEC publishes its views
and interprets the federal securities laws and SEC regulations. These interpretations are
disclosed to the public via the SEC website and the Federal Register and, in some instances, also
include a request for comment.

Additionally, the Staff may give interpretative and advisory assistance to members of the general
public, prospective registrants, applicants and declarants, 17 C.F.R. § 202.2. For example,
persons having a question regarding the availability of an exemption may secure informal
interpretations of the applicable statute or rule as they relate to the particular facts and
circumstances presented. Similarly, persons contemplating filings with the SEC may receive
advice of a general nature as to the preparation thereof, including information as to the forms to
be used and the scope of the items contained in the forms.

4.2

¢) Publicly disclose changes and reasons for changes in rules or policies?

Generally speaking, when the SEC proposes amendments to existing rules or adopts new rules
that change current regulatory policies, it gives notice of the proposed rulemaking in the Federal
Register and seeks comment from interested parties on the proposed rule. Typically, a proposing
release will contain an extensive discussion of the reasons underlying a specific rule proposal
and will solicit comments on the proposals and often on various alternatives. When the SEC
approves adoption of final rules or rule amendments, it publishes a release in the Federal
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Register, with an explanation of the reasons for adoption and responses to the more salient issues
raised in the comment letters.

4.2
d) Have regard, in the formulation of policy, to the costs of compliance with regulation?

The SEC considers the costs of compliance of all rules it adopts, both when the rule is proposed
and when the rule is adopted. The considerations of the cost and benefit analysis are publicly
disclosed for notice and comment at the proposing state. Additionally, costs and benefits are
discussed, including a response to more salient issues related to costs and benefits raised in
comment letters, when final rules are adopted.

Moreover, as discussed above in response to Question 4.1, Section 23(a)(2) of the Exchange Act
requires the SEC to consider the impact that any rule promulgated under the Exchange Act
would have on competition. Moreover, certain rulemakings pursuant to the Securities Act,
Exchange Act or the Investment Company Act also require the SEC to consider whether such
rules would promote efficiency, competition and capital formation.

The SEC also is subject to the Regulatory Flexibility Act which requires agencies to consider the
special needs of small entities in evaluating proposed rules and rule changes for all rules subject
to notice and comment under the APA.

4.2
e) Make all rules and regulations available to the public?

As discussed above and in response to Question 1.1(b), the SEC’s rulemaking is governed by the
APA which generally requires the SEC to give notice of the proposed rulemaking in the Federal
Register and seek comment from interested parties on the proposed rule. When the SEC
approves adoption of final rules, it publishes a release in the Federal Register, with an
explanation of the reasons for adoption and responses to the more salient issues raised in the
comment letters.

The SEC also maintains a public website, www.sec.gov, with a specific page that provides links
to releases concerning SEC rulemaking activity, including concept releases, proposed rules, final
rules, interpretive releases, and policy statements. It also links to announcements concerning
SRO rulemaking, PCAOB rulemaking, instructions for Exchange Act exemptive applications,
other SEC notices, and public petitions for rulemaking submitted to the SEC.

4.2
f) Make its rulemaking procedures readily available to the public?

17 C.F.R. § 202.6 publicly describes the SEC’s procedures for adoption, revision, and rescission
of rules and regulations of general application. Specifically, it provides that:
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“(a) The procedure followed by the [SEC] in connection with the adoption, revision, and
rescission of rules of general application necessarily varies in accordance with the nature
of the rule, the extent of public interest therein, and the necessity for speed in its
adoption. Rules relating to [SEC] organization, procedure and management, for example,
are generally adopted by the SEC without affording public discussion thereof. On the
other hand, in the adoption of substantive rules materially affecting an industry or a
segment of the public, such as accounting rules, every feasible effort is made in advance
of adoption to receive the views of persons to be affected. In such cases, proposals for the
adoption, revision, or rescission of rules are initiated either by the [SEC] or by members
of the public, and to the extent practicable, the practices set forth in paragraph (b) of this
section are observed.

(b) After preliminary consideration by the [SEC] a draft of the proposed rule is published
in the Federal Register and mailed to interested persons (e.g., other interested regulatory
bodies, principal registrants or persons to be affected, stock exchanges, professional
societies and leading authorities on the subject concerned and other persons requesting
such draft) for comments. Unless accorded confidential treatment pursuant to statute or
rule of the [SEC], written comments filed with the [SEC] on or before the closing date for
comments become a part of the public record upon the proposed rule. The [SEC], in its
discretion, may accept and include in the public record written comments received by the
[SEC] after the closing date.

(c) Following analysis of comments received, the rule may be adopted in the form
published or in a revised form in the light of such comments. In some cases, a revised
draft is prepared and published and, where appropriate, an oral hearing may be held
before final action upon the proposal. Any interested person may appear at the hearing
and/or may submit written comment for consideration in accordance with the [SEC’s]
notice of the rulemaking procedure to be followed. The rule in the form in which it is
adopted by the [SEC] is publicly released and is published in the Federal Register.”

4.3
In assessing procedural fairness:

a) Are there rules in place for dealing with the regulator that are intended to ensure
procedural fairness?

The SEC is subject to both statutory provisions and its own rules that are intended to ensure the
fairness of its processes. For example, the SEC is subject to restrictions relating to ex parte
contacts and is required to maintain a separation of certain functions under both the APA and its
own rules. Section 554 of the APA and SEC Rule 120 of the Rules of Practice prohibit ex parte
communications in the context of adjudications. Specifically, persons presiding over evidentiary
hearings, such as ALJs, are not permitted to consult any person or party on a fact in issue unless
prior notice and an opportunity for all parties to participate have been given. Similarly, SEC
Rule 121 prohibits SEC officers, employees or agents engaged in the performance of
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investigative or prosecutorial functions for the SEC to participate or advise in the decision or in
the SEC review of such decision made by an ALJ.

Additionally, Section 4A of the Exchange Act authorizes the SEC to delegate any of its functions
to a division, an individual Commissioner, an ALJ, or an employee or employee board, provided
that it retains a discretionary right to review any such action taken pursuant to the delegation.
Rules 430 and 431 of the SEC’s Rules of Practice provide a process by which interested persons
may file a petition for review to the SEC of any action made by persons pursuant to a delegation
of authority. Generally, any petition for review automatically stays the action made by delegated
authority until the SEC orders otherwise.

With respect to the SEC’s review of SRO proposed rule changes, there is a statutory scheme
designed to ensure that SROs are afforded adequate process.

Finally, as discussed in response to Question 1.1(b) and to other previous questions, the SEC is
subject to the APA’s public notice and comment provisions concerning rulemaking.

4.3

b) Isthe regulator required to give reasons in writing for its decisions that affect the
rights or interests of others?

The SEC is required to give written reasons for its decisions affecting the rights and interests of
others. With respect to adjudications, Section 557 of the APA requires that the record for such
adjudications include all decisions, including initial, recommended, and tentative decisions.
These decisions must include a statement of findings and conclusions, and the reasons or basis
for such, on all material issues of fact, law, or discretion that are presented on the record. Such
decisions must all include a statement of the appropriate rule, order, sanction, relief or denial
thereof.

With respect to rulemaking, Section 553 of the APA requires the SEC to publish a notice of such
proposal. The notice must state the time, place, and nature of the rulemaking, reference the legal
authority for the rule proposal and include the terms or substance of the proposal and a
description of the subjects and issues involved. If the SEC determines to adopt a rule after public
notice and comment, it is required to incorporate in the rules adopted a concise general statement
of their basis and purpose and publish such rule at least 30 days before it becomes effective.

See also responses above to Questions 4.2(b) and 4.2(c).
4.3

c) Are all material actions of the regulator in applying its rules subject to review?
Chapter 7 of the APA creates the right of judicial review over agency actions. Under Section

702 of the APA, a person suffering legal wrong because of agency action, or adversely affected
or aggrieved by agency action is entitled to judicial review thereof.
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4.3

d) Are such decisions subject to judicial review where they adversely affect legal or
natural persons?

Provisions in the federal securities laws provide that any person aggrieved by a final order of the
SEC may obtain review of the order in the United States Court of Appeals for the Circuit in
which such person resides or has his principal place of business or in the District of Columbia
Circuit. Similarly, any person adversely affected by a rule of the SEC promulgated under certain
provisions of the federal securities laws may obtain review of such rule in the United States
Court of Appeals for the Circuit in which such person resides or has his principal place of
business or in the District of Columbia Circuit.

Additionally, as noted above, Chapter 7 of the APA creates the right of judicial review over
agency actions. Under Section 702 of the APA, a person suffering legal wrong because of
agency action, or adversely affected or aggrieved by agency action is entitled to judicial review
thereof.

4.3

e) Are the general criteria for granting, denying, or revoking a license made public, and
are those affected by the licensing process entitled to a hearing with respect to the
regulator’s decision to grant, deny, or revoke a license?

The SEC’s criteria and application processes for registration of various entities and products are
made public pursuant to SEC rules and regulations promulgated under the statutes the SEC
administers and affected persons are entitled to hearings concerning registration. These statutes
provide for varying registrations with the SEC, including registrations of public securities
offerings, brokers, dealers, transfer agents, clearing agencies, national securities exchanges,
national securities associations, nationally recognized statistical ratings organizations, investment
advisers, and investment companies. Similarly, licensing regimes for market intermediaries are
administered by SROs such as FINRA. These requirements are filed with the SEC for approval,
subject to public notice and comment rulemaking, and made available to the public.

With respect to registration of securities offerings, in addition to the rule provisions delineating
the information required for registration, persons contemplating filings with the SEC may
receive advice of a general nature as to the preparation thereof, including information as to the
forms to be used and the scope of the items contained in the forms.

With respect to registration of entities required to be registered in order to engage in regulated
activity (e.g., brokers, dealers, transfer agents, national securities exchanges, national securities
associations, clearing agencies, investment advisers, and investment companies), SEC rules
generally provide affected persons with an opportunity to be heard by the agency. For example,
SROs applying for registration as national securities exchanges, national securities associations
or clearing agencies are entitled notice of the grounds for denial of such applications under

51



consideration and opportunity for hearing prior to a denial. Similar procedures of notice and an
opportunity for hearing are provided to brokers, dealers, CRAs, and investment advisers
applying to register as such. Transfer agent registration applications may be denied, but only if
the SEC makes certain findings on the record after notice and opportunity for a hearing.

See also the responses to questions in Principle 21 for additional discussion on licensing.
4.4

If applicable, are procedures for making reports on investigations public consistent with the
rights of individuals, including confidentiality and data protection?

The Exchange Act and Advisers Act both contain statutory provisions that are designed to
safeguard the confidentiality of information obtained in the course of examinations or
investigations. The SEC also has adopted rules under the Exchange Act to permit confidential
treatment of requests for certain information. Notwithstanding these provisions, the rule 24c-1
under the Exchange Act provides that the SEC may, if it receives appropriate assurances of
confidentiality, provide nonpublic information in its possession to certain entities, including
other domestic and foreign governmental entities.

Additionally, the SEC is also subject to the Privacy Act and the RFPA, both discussed below.
The Privacy Act

The Privacy Act provides procedures for agencies when they obtain, maintain and disseminate
personal information concerning members of the public, through a system of records. It requires
that the SEC make certain disclosures to any individual from whom the SEC requests or seeks to
compel information, and that the SEC maintain a record of information released to persons
outside the SEC. The Privacy Act generally forbids disclosure of information concerning an
individual, subject to several important exceptions. The Privacy Act also allows individuals to
obtain access to certain agency records concerning themselves.

Right to Financial Privacy Act

The RFPA requires government agencies to follow certain procedures when they seek to
subpoena records from financial institutions or transfer such records to other government
agencies. An agency may obtain financial records of an individual or partnership of five or
fewer individuals from a financial institution (such as a bank or savings bank) only if the records
are relevant to a legitimate law enforcement inquiry, and the customer has been served with a
copy of the subpoena and summons ten days in advance of the release of the records. If a
government agency intends to transfer such records to another government agency, the RFPA
requires that (1) the transferring agency certify in writing that there is reason to believe that the
records are relevant to a legitimate law enforcement inquiry by the receiving agency; and (2) the
transferring agency notify the customer about the transfer of the records within fourteen days
after the transfer.
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4.5

Does the regulator play an active role in promoting education in the interest of protecting
investors?

The SEC has a designated Office of Investor Education and Advocacy. The Office serves
individual investors by seeing to it that their problems and concerns are known throughout the
SEC and considered the first priority whenever the agency takes action. The Office has four main
functional areas:

The Office of Policy and Investor Outreach has responsibility for reviewing all formal
agency action from the perspective of the individual investor, including conducting
investor surveys and focus groups. It plays a leading role in the SEC’s efforts to ensure
that investor disclosures are written in plain English, as well as the agency's technology
initiatives such as providing increasingly more investor information in "interactive data"
format.

The Office of Investor Advocacy has responsibility for acting on investor tips, complaints
and suggestions. Tens of thousands of investors contact the SEC each year using the
agency's online forms or our (800) SEC-0330 hotline (toll-free in U.S.) to ask questions
on a wide range of securities-related topics, to complain about problems with their
investments or their financial professionals, or to suggest improvements to the agency's
regulations and procedures. Trained SEC specialists and attorneys in the Office of
Investor Advocacy provide these investors with information, seek informal resolutions of
their complaints, and pass on their good ideas to the SEC and appropriate agency's Staff.
Tips concerning possible law violations are passed on to the Enforcement Division for
investigation. And trend information from investor reports of illegal or abnormal activity
provides critical intelligence to other SEC offices and divisions. Investors can use the
agency's online forms to file a complaint or ask a question.

The Office of Investor Education carries out the SEC's investor education program,
which includes producing and distributing educational materials, participating in
educational seminars and investor-oriented events, and partnering with federal agencies,
state regulators, consumer groups, industry associations, and others on financial literacy
initiatives.

The Office of Public Documents answers public requests for information, including those
under FOIA, and executes the agency's responsibilities under the Privacy Act. The
Office makes all of the SEC's public records — including registration statements and
reports filed by regulated companies and individuals, SEC decisions and releases, Staff
manuals, no-action and interpretive letters, and public comments on proposed rules —
available through the Public Reference facilities located at SEC Headquarters (and many
of these documents are also available on the SEC web site at http://www.sec.gov). The
Office also handles public requests for non-public records, such as records compiled in
investigations, consumer complaints, and Staff comment letters, under FOIA.
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Additionally, as discussed in response to Question 10.5, OCIE issues public notices on its
website called ComplianceAlerts that summarize select areas examiners have recently reviewed
during examinations and describe the issues found. OCIE also conducts active outreach to the
community through its CCOutreach program, which is designed to assist the chief compliance
officers of broker-dealers, investment companies, and investment advisers in performing their
important responsibilities and, ultimately, to help ensure firms have strong compliance programs
for the protection of investors. This program includes national, regional, and interactive
broadcast seminars that address current compliance risk areas and developments. Finally, OCIE
occasionally issues public reports that evidence its work.

4.6
Are the regulator’s exercise of its powers and discharge of its functions consistently applied?

The SEC’s exercise of its powers and discharge of its functions are consistently applied.
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Regulator — Principle 5

The staff of the regulator should observe the highest professional standards including
appropriate standards of confidentiality.

Assessment
Fully Implemented.

5.1

Are the staff of the regulator required to observe legal requirements or a "*Code of Conduct"
or other written guidance, pertaining to:

a) The avoidance of conflicts of interest?

All Staff, including Commissioners of the SEC, are subject to the criminal law conflict of
interest statutes, 18 USC 201-216. One provision in particular, 18 USC 208, prohibits them from
participating personally and substantially in particular matters that would have a direct and
predictable effect on their financial interests or one that is imputed to them.

This statute has been implemented and supplemented by regulations issued by the U.S. Office of
Government Ethics (OGE). The primary regulation is the Standards of Ethical Conduct for
Employees of the Executive Branch, 5 CFR Part 2635. Subpart D of this regulation specifically
implements section 208 of Title 18; subpart E regulates non-financial conflicts that could create
the appearance that the Staff would lack impartiality. Another regulation issued by OGE, 5 CFR
Part 2640, sets forth various exceptions to section 208 and details the procedures for granting
waivers from its restrictions.

In addition to the Ethical Standards issued by OGE and the SEC’s Standards of Ethical Conduct
that all SEC employees must follow, the SEC’s Division of Enforcement has implemented ethics
guidelines specific to Enforcement staff. Enforcement requires its staff to follow a recusal policy
that is more stringent than the one that applies to SEC staff in general. Enforcement requires
new staff to recuse themselves from cases and /or investigations involving their former employer
or clients of their former employer for a period of one year. The one year period starts on the
day that persons begins working at the SEC. This policy is broader than the general ethics
standards which require new staff to recuse themselves if their former employer is involved or if
new staff’s former client is involved. This policy is in effect to prevent any questions about
impartiality on behalf of Enforcement staff.

OCIE has also implemented ethics guidelines specific to SEC staff in the examination program.

Due to the special nature of the examination function, OCIE requires the examination staff to
follow ethics guidelines that are more stringent than those applicable to SEC staff in general.
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Since staff in the examination program review registrants’ practices to determine if they are
complying with the law, the ethical guidelines are designed to help examiners avoid even the
perception of a conflict of interest. The guidelines do this by discussing various situations that
could create such a perception and providing guidance on how to address those situations. The
guidelines further discuss some of the most frequently asked ethical questions that arise in
examination situations and outline uniform positions applicable to all examination staff. Specific
issues discussed include maintaining the confidentiality of information obtained in examinations,
the appropriate uses of information obtained during examinations, seeking employment offers,
and the acceptance of food or gifts from registrants. In the event that one of the examination staff
fails to adhere to one of the more restrictive ethics requirements, senior management in the
examination program will take appropriate administrative measures as deemed warranted,
generally in conjunction with advice from the SEC’s Ethics Office.

OCIE updates the guidelines periodically and ensures that they are provided to each new
examination staff member upon hire and to all examination staff on an annual basis in
conjunction with specialized examiner ethics training provided by OCIE. All examination staff
must acknowledge that they have attended the training or, in the event they could not attend,
watched a video of the examiner ethics training.

As another measure to ensure examination staff adhere to high ethical standards, OCIE has
implemented an “Examination Hotline,” which permits securities firms to call with any
questions, comments, complaints, or concerns about an examiner’s conduct during an
examination. The Examination Hotline (202.551.EXAM) offers the registrant a choice to speak
with a senior-level attorney in OCIE in Washington, DC or a staff member in the SEC’s Office
of Inspector General. This SEC staff member will follow-up on any matter brought to his or her
attention. The caller may request anonymity.

Finally, OCIE’s ethics guidelines provide that examination staff must go through an exit
interview process with an immediate supervisor after giving notice of an intention to terminate
employment with the SEC. Prior to the staff’s departure, the supervisor must meet with the
individual to discuss potential conflicts of interest that the individual may encounter in the new
employment based on the individual’s work at the SEC. At the conclusion of the exit interview,
the employee and the supervisor are required to sign an “Examination Employee Exit Interview
Worksheet,” which serves to acknowledge that they participated in the exit interview.

5.1

b) Restrictions on the holding or trading in securities subject to the jurisdiction of the
regulatory authority and/or requirements to disclose financial affairs or interests?

In addition to these government-wide regulations, the Staff is also subject to the non-superseded
portions of the SEC’s Conduct Regulation, 17 CFR 200.735, which includes comprehensive
rules regarding the securities holdings and transactions of all Staff, including Commissioners, as
well as any employee’s spouse, dependent children, or other person residing in the same
household who is related to the employee by blood or marriage, 17 CFR 200.735-5. Amongst
other provisions, this regulation prohibits the holding of financial interests in broker-dealers and
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investment advisers, selling short, carrying securities on margin, borrowing money for the
purpose of buying securities, engaging in transactions in derivative instruments whose value is
based on a security, and buying or selling a security subject to a current registration statement.
The regulation also prohibits the misuse of non-public information and the purchase of a security
that is known to the employee to be involved in SEC litigation or investigation. To bolster these
requirements, the SEC recently issued new Form 681 requiring employees to certify in writing
before any trade that they do not possess any non-public information about the company being
traded.

The SEC’s regulation requires the reporting of securities transactions, with certain exceptions,
within five days of the receipt of confirmation. In addition to this regulation, certain other
employees are subject to government-wide financial disclosure rules promulgated by OGE at 5
CFR Part 2634. Commissioners and Senior Officers must file a public financial disclosure report
when they assume office, on an annual basis thereafter, and upon termination. Employees who
have the greatest risk of creating harm by misusing information or having conflicts of interest
must file annually a confidential financial disclosure form.

5.1

c) Appropriate use of information obtained in the course of the exercise of powers and
the discharge of duties?

The OGE Standards of Conduct, at 5 CFR Part 2635, subpart G, prohibit the misuse of one’s
official position, including the use (or the allowance of others to use) confidential or non-public
information. The SEC’s own regulation also prohibits the use of confidential and nonpublic
information, 17 CFR 200.735-3(b)(1).

5.1

d) Observance of confidentiality and secrecy provisions and the protection of personal
data?

The SEC’s Conduct Regulation prohibits the unauthorized disclosure of confidential and
nonpublic information, 17 CFR 200.735-3(b)(7). In addition, section 24(b) of the Securities
Exchange Act of 1934 prohibits the disclosure and misuse of information filed with or otherwise
obtained by the SEC, 15 USC 78x. This statutory prohibition is further explained under rules
promulgated by the SEC at 17 CFR 240.0-4, 240.24b-2, and 240.24c-1. Other securities laws
also contain prohibitions on the disclosure of nonpublic information: Section 45(a) of the
Investment Company Act, 15 USC 80a-44; and Section 210 of the Investment Advisers Act of
1940, 15 USC 80b-10. See also 17 CFR 230.122 (Rule 122 under the Securities Act of 1933).

5.1
e) Observance by staff of procedural fairness in performance of their functions?

As noted above, the OGE Standards, at 5 CFR 2635 subpart E, require impartiality in the
performance of official duties. In addition, the SEC’s Rules of Practice, 17 CFR Part 201,
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establish standards of procedural fairness. An additional protection of procedural fairness may
be found at 17 CFR Part 200, subpart F “Code of Behavior Governing Ex Parte Communications
Between Persons Outside the SEC and Decisional Employees.”

5.2

Are there:

a) Processes to investigate and resolve allegations of violations of the above standards?

The SEC’s OIG is responsible for monitoring and investigating violations of any of the statutes
and regulations described in response to Question 5.1 above.

5.2

b) Legal or administrative sanctions for failing to adhere to these standards?
Violations of the conflict of interest restrictions of Title 18 of the US Code may be enforced
either civilly or criminally, 18 USC 216. Violations of administrative rules can result in

disciplinary action, including discharge. Willful disclosure of nonpublic information under the
Exchange Act is also a criminal offense.
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SELF-REGULATORY ORGANIZATIONS

Principles 6 and 7
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Self-Regulation — Principle 6

The regulatory regime should make appropriate use of self-regulatory organizations
(SROs) that exercise some direct oversight responsibility for their respective areas of
competence and to the extent appropriate to the size and complexity of the markets.

Assessment

Fully Implemented.

6.1

Are there organizations that:

a) Establish rules of eligibility that must be satisfied in order for individuals or firms to
participate in any significant securities activity?

Generally, if an intermediary is located in the United States and solicits or engages in securities
transactions in interstate commerce or otherwise participates in key points in effecting securities
transactions for customers, such intermediary would be required to register as a broker-dealer
and become a member of an SRO. In addition, generally, a foreign intermediary would be
required to register as a broker-dealer if it (1) has physical operations in the United States, or (2)
effects, induces, or attempts to induce transactions with or for a U.S. person.

Registration with the SEC

Broker-dealers generally must register with the SEC and become members of at least one SRO
such as a national securities exchange or a registered securities association.”® FINRA is
currently the only registered securities association. FINRA is the result of the consolidation of
the member firm regulatory functions of NYSE and NASD. It is responsible for regulating all
securities firms that do business with the public, including with respect to professional training,
testing and licensing of registered persons, and arbitration and mediation.

Broker-dealers that have a public customer business must be members of FINRA unless they
limit their transactions to securities traded on an exchange of which they are a member. Broker-
dealers that limit their activity to government securities or municipal securities (i.e.,
subsovereign debt) require specialized registration. Broker-dealers may also need to register

2 By definition, national securities exchanges and registered securities associations (like FINRA) are self-

regulatory organizations. See Section 3(a)(26) of the Exchange Act, 15 U.S.C. 78c(a)(26). The rules and
regulations promulgated by an SRO can be found on its website, see e.g., www.finra.org (for FINRA rules).
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with individual states within the U.S. under each state’s applicable laws.?* Information regarding
registration requirements of the states, the SEC and FINRA are coordinated through the CRD
operated by FINRA.

Section 15(a) of the Exchange Act requires brokers and dealers that effect or solicit transactions
by use of a means of interstate commerce to register with the SEC. Section 3(a)(4) of the
Exchange Act generally defines the term “broker” as “any person engaged in the business of
effecting transactions in securities for the account of others.” Section 3(a)(5) of the Exchange
Act generally defines the term “dealer” as “any person engaged in the business of buying and
selling securities for such person’s own account through a broker or otherwise.”*

Section 15(a) of the Exchange Act requires broker-dealers to register with the SEC if the broker-
dealer makes “use of ... any means ... of interstate commerce to effect any transaction in, or to
induce or attempt to induce the purchase or sale of, any security” other than exempted securities.
Section 3(a)(17) of the Exchange Act defines the term “interstate commerce” to include “trade,
commerce, transportation, or communication among the several States, or between any foreign
country and any State.” Therefore, virtually any transaction-related contact between an
intermediary meeting the definition of “broker” or “dealer” and the U.S. securities markets or an
investor in the U.S. involves interstate commerce and provides the basis for requiring the
intermediary to register as a broker-dealer.

Applicants wishing to register as broker-dealers must complete a registration application, also
known as Form BD, and comply with applicable minimum net capital requirements. There are
clear minimum standards that all applicants must meet in order to register with the SEC,
including:

e Each broker-dealer that is a corporation must disclose the identity of all shareholders that
beneficially own, have the right to vote, or have the power to sell or direct the sale of
25% or more of any class of a voting security of the broker-dealer on Form BD. Each
broker-dealer that is a partnership must disclose the identity of all general partners and
any limited or special partners that have the right to receive upon dissolution, or have
contributed, 25% or more of the partnership’s capital on its Form BD. Each broker-
dealer that is a trust must disclose the identity of the trust and each trustee on its Form
BD. Each broker-dealer that is a limited liability company must disclose the identity of
those members that have the right to receive upon dissolution, or have contributed, 25%
or more of the LLC’s capital and all elected managers on its Form BD.

e Form BD requires additional disclosures of all directors and senior managers. Criminal,
regulatory, civil judicial, bankruptcy, and SIPC actions involving each of those
individuals or entities generally are required to be disclosed on Form BD. In addition,
negative actions by a bonding company with respect to the applicant for broker-dealer

24 This response does not address the broker-dealer regulation requirements of the states.

> Discussion of U.S. securities laws generally collapses the terms “broker” and “dealer” into the term

“broker-dealer” for simplicity. The term “broker-dealer” is used herein to refer to a broker or a dealer.
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registration must generally be disclosed on Form BD. Form BD also requires the
applicant to disclose any unsatisfied judgments or liens against the applicant.

The SEC may deny registration if it finds that the applicant has not filed a complete Form BD in
accordance with related rules prescribed by the SEC as necessary or appropriate in the public
interest or for the protection of investors.* The SEC may also deny registration if it finds the
applicant, or any person associated with the applicant, has filed false information with the SEC,
has been convicted within ten years preceding the application of a financial related felony or
misdemeanor or substantially equivalent crime by a foreign court. The SEC may also deny
registration if it finds the applicant, or any person associated with the applicant, is enjoined by a
court from participation in the securities business, has willfully violated, or willfully aided the
violation of, the federal securities laws, rules issued by the SEC pursuant to those laws, or the
CEA, or has failed to reasonably supervise, with a view to preventing such violations, a person
subject to the applicant's, or any person associated with the applicant, supervision.

The SEC may similarly deny registration if it finds the applicant is subject to any final order of a
state securities commission (or any agency or officer performing like functions), state authority
that supervises or examines banks, savings associations, or credit unions, state insurance
commission (or any agency or office performing like functions), an appropriate federal banking
agency (as defined in section 3 of the Federal Deposit Insurance Act (12 U.S.C. 1813(q))), or the
National Credit Union Administration, that--

e Dbars such person from association with an entity regulated by such commission,
authority, agency, or officer, or from engaging in the business of securities, insurance,
banking, savings association activities, or credit union activities; or

e constitutes a final order based on violations of any laws or regulations that prohibit
fraudulent, manipulative, or deceptive conduct.?’

The SEC may also deny registration if it finds similar findings have previously been made by a
foreign financial regulatory authority.® The SEC may consider criminal, disciplinary and other
regulatory judgments of other entities in determining whether to grant registration, place
limitations on a broker-dealer’s activities, or suspend or revoke a broker-dealer’s registration.»
Such matters, and information otherwise available to the SEC, may serve as a basis for denial of
registration as a broker-dealer.*® Section 15(b)(1) of the Exchange Act requires the SEC to grant
registration, or commence proceedings to determine whether registration should be denied,

2% See Exchange Act Section 15(b)(1), 15 U.S.C. 780(b)(1).

2z See Exchange Act Section 15(b)(4)(H), 15 U.S.C. 780(b)(4)(H).
2 See Exchange Act Section 15(b)(4)(G), 15 U.S.C. 780(b)(4)(G).
2 See Exchange Act Section 15(b)(4)(B), 15 U.S.C. 780(b)(4)(B).
% See Exchange Act Section 15(b)(1)(B), 15 U.S.C. 780(b)(1)(B).
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within 45 days of the date of filing of an application for registration unless the applicant consents
to a longer period.

If the SEC does not issue an order granting the registration application, Section 15(b)(2) of the
Exchange Act requires the SEC to institute proceedings within 45 days of the date of filing of the
application to determine whether registration should be denied. These proceedings must include
notice of the grounds for denial and opportunity for a hearing. The proceedings must be
concluded within 120 days of the date of the application. At the conclusion of the proceedings,
the SEC must issue an order granting or denying the application.

Registration with SROs

It must be noted that registration with the SEC is not sufficient to begin operations as a broker-
dealer. A registered broker-dealer must also be a member of an SRO. In order to trade directly
on a particular exchange, a broker-dealer must become a member of that exchange.®* Firms that
engage in transactions in municipal securities must also comply with the rules of the Municipal
Securities Rulemaking Board, or MSRB, an SRO that makes rules governing transactions in
municipal securities

SROs complete a comprehensive assessment of each broker-dealer firm before granting
membership. A firm may not engage in any securities business at the SRO until it has completed
the SRO’s membership application process and received the approval of the SRO. During the
pre-membership application process, the SRO determines whether the firm is aware of applicable
SEC and SRO rules, and determines whether that the firm will be capable of complying with
those rules once approval is granted. Consistent with the requirements of the Exchange Act,
every SRO must have membership rules. Therefore, each exchange or association decides the
general conditions of use and membership pursuant to its own rules. Such rules are considered
by the SEC pursuant to the SRO rulemaking process proscribed in Section 19(b) of the Exchange
Act.*? Exchange members must satisfy the SRO’s membership rules whether they are doing a
proprietary business or a customer business. It should be noted that Section 6(b)(5) and Section
15A(b)(6) of the Exchange Act prohibit exchanges and associations from adopting rules that
would unfairly discriminate against certain members of an exchange or an association,
respectively.

Based upon the types of business in which the firm wishes to engage, the SRO will require
broker-dealers to maintain different types of books and records that are necessary to conduct and
supervise those types of activity. Further, the SRO will obtain the firm’s supervisory procedures
for review. The SRO will also evaluate whether the firm has an adequate number of experienced
supervisory and other personnel, as well as experienced personnel in key areas, to conduct the
types of business in which it wants to engage. FINRA also requires a business plan, compliance
guide and an initial interview with the applicable FINRA District Office. An SRO’s evaluation
typically includes an assessment of, among other things the firm’s ability: (i) to meet the SEC’s

3 See Exchange Act Sections 6(b)(2) and 6(c), 15 U.S.C. 78f(b)(2) and (c).

% The SRO rulemaking process is described in detail in the response to Question 7.1(d) below.
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net capital requirements; (ii) meet books and records requirements; (iii) supervise its activities;
(iv) implement a reasonable compliance program; and (v) make disclosures relating to beneficial
ownership of the firm. SROs also have access to information in a broker-dealer’s Form BD, as
well as the information and documents required during the application process.

In addition, SROs require that certain individuals that work at a broker-dealer — “associated
persons” (see discussion below) — register with them® using Form U4. In order to fulfill SRO
requirements, certain individuals must prove themselves to be qualified by passing qualifications
examinations.®* These examinations test the individuals’ knowledge of securities industry laws,
regulations, and rules, and are both general and specialized. Any individual seeking to enter the
securities industry is required to fill out a Form U4 and submit fingerprints. Generally, the Form
U4 contains questions designed to elicit background information about the individual and
whether the individual is subject to a statutory disqualification.*® Under FINRA rules, the
member firm is responsible for submitting the Form U4 and fingerprints to FINRA. FINRA
reviews the application in light of the information contained in the CRD, which is a
comprehensive database used by FINRA, state regulators, and the SEC that contains information
about anyone who has ever worked in the securities industry and the disciplinary history for that
person. In addition, the fingerprints are submitted to the FBI for a criminal background check.

Broker-dealers claiming denial of access may appeal to the SEC for a review.*®

Firms with Public Customer Business: Generally, broker-dealers with a public business must
be FINRA members. The relevant FINRA provision is summarized below:

A broker-dealer must seek prior approval from FINRA prior to it (or its owners) closing any of
the following transactions: a merger or acquisition by or with another FINRA member; an
acquisition of substantially all of another member's assets; a change in equity ownership that
results in one person or entity owning or controlling twenty-five percent or more of its equity or
partnership capital; or a "material change" in its business operations. The required notice to
FINRA, which must be accompanied by an application for a continuance of membership, must
be filed at least thirty days prior to the closing of any of the listed transactions. FINRA may
request additional information and a membership interview. FINRA is required to issue a
written decision within thirty days after the membership interview or the submission of
additional documents, or, if neither is requested, within forty-five days of the original
application. FINRA also requires firms seeking to alter an existing membership agreement to
seek approval through the filing of an application.

8 See e.g., NYSE Rule 301.

i See e.g., NYSE Rule 304A.

* See Section 6(c)(2) of the Exchange Act, 15 U.S.C. 78f(c)(2).

% See Sections 6(d)(3), 15A(h)(3), and 19(d) of the Exchange Act, 15 U.S.C. 78f(d)(3), 780-3(h)(3), and

78s(d), respectively.
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Registration of Associated Persons with FINRA

Natural persons who are “associated with” a registered broker-dealer do not have to register
themselves as broker-dealers.” However, unless their activities are strictly clerical and
ministerial, these persons must register with the appropriate self-regulatory organization
(generally, FINRA), and must take the appropriate qualifying examinations. This requirement
applies to any securities professional associated with a member firm—including partners,
officers, directors, branch managers, department supervisors, and salespersons. The registration
application requires information about the individual's prior employment and disciplinary
history. FINRA prescribes two levels of qualification and registration:

e Registered representatives, generally sales personnel; and

e Principals, generally officers of the firm and other management and supervisory
personnel involved in the day-to-day operation of the firm's investment banking or
securities business.

A broker-dealer that is a FINRA member is ordinarily required to have at least two general
securities principals.®® If the broker-dealer has fewer than ten non-clerical employees involved
in securities activities, FINRA may waive the “two principal requirement,” and require only one
registered principal. A broker-dealer that is a FINRA member must have a qualified financial
and operations principal responsible for its financial and administrative operations.

As part of the registration process, securities professionals must pass an examination
administered by FINRA to demonstrate competence in the areas in which they will work. These
mandatory qualification examinations cover a broad range of subjects on the markets, as well as
the securities industry and its regulatory structure, ensuring a minimum level of understanding
and expertise. The areas in which candidates are tested include federal securities laws; SEC and
FINRA rules and regulations; securities products; the operation and interrelation of financial
markets; economic theory and kinds of risk; corporate financing, accounting, and balance sheet
analysis; portfolio theory and analysis; fair sales practices, including solicitation and
presentation; types of customer accounts; and tax treatment of various investments.

Prospective principals of securities firms must pass additional examinations that test their
knowledge of supervisory rules in the areas of investment banking, trading, and market making;
retail sales activities; and financial responsibility rules. Financial and operational principals must
further demonstrate a thorough knowledge of the requirements regarding recordkeeping, net
capital, customer reserves, financial reporting, and credit.

FINRA also administers examinations for the securities industry regulators and the states to
individuals seeking registration with securities firms.

3 See Section 15(a) of the Exchange Act, 15 U.S.C. 780(a).

% See NASD Rule 1021(e).
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6.1

b) Establish and enforce binding rules of trading or business conduct for individuals or
firms engaging in securities activities?

In the United States, exchange members are required to comply with their exchange’s trading
and business conduct rules. Sections 6(b)(1) and 15A(b)(2) of the Exchange Act provide that a
registered national securities exchange or association must be able to enforce compliance by its
members with, among other things, the rules of the exchange or association. Sections 6(b)(5)
and 15A(b)(6) of the Exchange Act provide that the rules of a national securities exchange or
association must be designed to prevent fraudulent and manipulative acts and practices to
promote just and equitable principles of trade, to foster cooperation and coordination with
persons engaged in regulating, clearing, settling, processing information with respect to, and
facilitating transactions in securities, to remove impediments to and perfect the mechanism of a
free and open market and a national market system, and in general, to protect investors and the
public interest; and must also not be designed to permit unfair discrimination between customers,
issuers, brokers, or dealers.

The SEC also has the authority to enforce compliance with an exchange’s rules by its members.
Pursuant to Section 21 of the Exchange Act, the SEC may investigate violations and seek
sanctions against national securities exchange members that violate an exchange’s rules.*

6.1

c) Establish disciplinary rules and/or conduct disciplinary proceedings, which have the
potential to impose enforceable fines, or other penalties, or to bar or suspend a legal or
natural person from participating in securities activities or professional activities
related to securities activities?

SRO Disciplinary Authority

Exchanges and associations must have rules that provide that their members shall be
appropriately disciplined for violation of the provisions of the Exchange Act, the rules and
regulations thereunder, and the rules of the exchange by expulsion, suspension, limitation of
activities, functions and operations, fine, censure, being suspended or barred from being
associated with a member of any other fitting sanction. Sections 6(b)(7) and 15A(b)(8) of the
Exchange Act require that the rules of an exchange or association must provide for a fair
procedure for disciplining members and persons associated with members, denying membership,

% Section 21(f) of the Exchange Act provides that the SEC shall not bring an action against a person for

violation of an exchange’s rules unless it appears that (1) such exchange is unable or unwilling to take appropriate
action or (2) such action is otherwise necessary or appropriate in the public interest or for the protection of investors.
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barring persons from being associated with members, and prohibiting or limiting access to
services offered by the exchange or its members.*

Clearing agencies must have rules that provide that its participants shall be appropriately
disciplined for violation of any provision of the rules of the clearing agency by expulsion,
suspension, limitation of activities, functions, and operations, fine, censure or any other fitting
sanction. Unlike exchanges and associations, a clearing agency is not charged with disciplining
its participants for violations of the Exchange Act and the rules and regulations thereunder.
Pursuant to Section 17A of the Exchange Act, clearing agencies must also provide for fair
procedures with respect to disciplining participants, denial of participation, and the prohibition or
limitation with respect to the access of services.

SEC Disciplinary Authority

The SEC also has authority to take disciplinary actions against a broker-dealer, as well as against
persons associated with a broker-dealer. The U.S. federal securities laws authorize the SEC, in
its discretion, to institute administrative proceedings against broker-dealers and their associated
persons or to sue any person in federal court for violations of the federal securities laws,
including the Exchange Act.

Administrative Proceedings: Sections 15(b)(4) and (6) of the Exchange Act authorize the SEC
to sanction a broker-dealer or a person associated with a broker-dealer, respectively, if it finds
(after notice and an opportunity for a hearing) that the broker-dealer or an associated person has
engaged in certain willful misconduct and if the sanctions are in the public interest. Sections
15B(c)(2) and (4) of the Exchange Act give the SEC the same authority with respect to
municipal securities dealers and persons associated with municipal securities dealers.

The SEC may censure, place limitations on, suspend for a period not exceeding 12 months, or
revoke the registration of any broker-dealer based upon certain factual findings.** Similarly, the
SEC may censure, place limitations on the activities or functions of, suspend for not more than
12 months, or bar an associated person of a broker-dealer from further association.*> The SEC
must first find on the record and after notice and opportunity for hearing that (1) such action is in
the public interest and (2) the broker-dealer (or person associated with such broker-dealer) has
willfully made a false or misleading application or report with the SEC, has been convicted of
certain financial related felonies within the last 10 years, has been enjoined from participating in
the securities, banking, insurance or futures industries, has willfully violated the U.S. securities
laws, or has willfully aided or abetted in the violation of the U.S. securities or futures laws.

40 See Sections 6(b)(7) and 15A(b)(8) of the Exchange Act, 15 U.S.C. 78f(b)(7) and 780-3(b)(8), respectively.
See also Sections 6(d) and 15A(h) of the Exchange Act, 15 U.S.C. 78f(d) and 780-3(h), respectively, which contain
additional requirements regarding how an exchange or association may discipline its members.

4 Exchange Act Section 15(b)(4).

42 Exchange Act Section 15(b)(6).
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The SEC may also censure, place limitations on or revoke registration based on its finding that
the broker-dealer (or person associated with such broker-dealer) is subject to any final order of a
State securities commission (or any agency or officer performing like functions), State authority
that supervises or examines banks, savings associations, or credit unions, State insurance
commission (or any agency or office performing like functions), an appropriate Federal banking
agency (as defined in section 3 of the Federal Deposit Insurance Act (12 U.S.C. 1813(q))), or the
National Credit Union Administration, that--

e Dbars such person from association with an entity regulated by such commission,
authority, agency, or officer, or from engaging in the business of securities, insurance,
banking, savings association activities, or credit union activities; or

e constitutes a final order based on violations of any laws or regulations that prohibit
fraudulent, manipulative, or deceptive conduct.*”®

The SEC may also censure, place limitations on or revoke registration on a finding based on
equivalent orders outside the United States.**

Civil Federal Court Actions

The SEC is authorized to institute an action seeking an injunction or other equitable relief under
Section 21(d) of the Exchange Act against any person who has violated, is violating, or is about
to violate, the Exchange Act, the rules thereunder, any self-regulatory organization’s rules, or the
rules of a registered clearing agency in which such person is a participant. The SEC similarly
may seek an injunction against any person for aiding and abetting a violation of the Exchange
Act. Under Section 21(d)(2) of the Exchange Act, a court may prohibit any person who violated
the anti-fraud provision, Section 10(b), from serving as officers and directors of any issuer that
has securities registered under Section 12 of the Exchange Act or that is required to file reports
with the SEC under the Exchange Act. Upon a proper showing, a court may impose monetary
penalties of varying amounts, depending upon the nature of the violation, as described in Section
21(d)(3) of the Exchange Act. In addition, Section 21(d) (5) of the Exchange Act authorizes the
SEC to seek any equitable relief that may be appropriate or necessary for the benefit of investors.
Further, Section 21(d)(6) provides the civil court authority to prohibit persons from participating
in an offering of a “penny stock” as defined in that section.

Criminal Actions

Any person who willfully violates any provision of the Exchange Act, or any rule or regulation
thereunder, or willfully makes a false or misleading statement in an application for membership
to a self-regulatory organization, is subject to criminal penalties under the Exchange Act.

Section 32 of the Exchange Act provides for criminal sanctions, upon conviction, not to exceed

4 Exchange Act Section 15(b)(4)(H).

4 Exchange Act Section 15(b)(4)(G).
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$1,000,000 ($2,500,000 for a corporate entity) and/or imprisonment for no more than ten years.
The SEC does not have the authority to prosecute criminal actions. Rather, criminal actions are
prosecuted by the U.S. Department of Justice.

An Attorney General of a state and/or a state securities regulator may also bring their own

criminal or civil actions against broker-dealers operating in their jurisdiction for violations of
state securities laws (also known as “blue sky laws”).
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Self-Regulation — Principle 7

SROs should be subject to the oversight of the regulator and should observe standards of
fairness and confidentiality when exercising powers and delegated responsibilities.

Assessment
Fully Implemented.
7.1

As a condition to authorization, does the legislation or the regulator require the SRO to
demonstrate that it:

a) Has the capacity to carry out the purposes of governing laws, regulations and SRO
rules consistent with the responsibility delegated to the SRO, and to enforce
compliance by its members and associated persons subject thereto those laws,
regulations and rules?

Pursuant to Sections 5 and 6 of the Exchange Act, national securities exchanges (hereinafter
referred to as an “exchange”) must be registered with, and have their rules reviewed by, the SEC.
Similarly, pursuant to Section 15A of the Exchange Act, national securities associations
(hereinafter referred to as an “association”) must be registered with, and have their rules
reviewed by, the SEC. Sections 6(b)(1) and 15A(b)(2) of the Exchange Act provides that an
exchange or association shall not be registered unless the exchange or association is so organized
and has the capacity to carry out the purposes of the Exchange Act.*> The exchange or
association also must be able to enforce compliance with the Exchange Act, the rules and
regulations thereunder and the SRO’s own rules by its members and persons associated with its
members.*® In this regard, the SEC evaluates whether applicants for registration as a national
securities exchange have adequate computer system capacity, integrity, and security to support
the operation of the exchange. To evaluate whether the exchanges have adequately considered
their systems capacity needs, the SEC has put in place the Automation Review Program (ARP).
In addition to reviewing the systems capability of an exchange, the SEC will consider whether an
exchange has sufficient capital to maintain its automated systems, and staff with technical
expertise.

There are several instances in which the SEC may permit exceptions to the SRO regulatory
requirements. Under Section 19(g) of the Exchange Act, the Commission, by rule, consistent
with the public interest, the protection of investors, and the other purposes of the Exchange Act

4 Sections 6(b)(1) and 15A(b)( 2) of the Exchange Act, 15 U.S.C. 78f(b)(1) and 780-3(b)(2), respectively.

46 Id.
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may relieve any SRO of any responsibility under the Exchange Act or the rules or regulations
thereunder by any member of such organization or person associated with such member or any
class of such members or associated persons. Under Section 17(d)(1) of the Exchange Act, the
SEC, by rule or order, as it deems necessary or appropriate in the public interest and for the
protection of investors, to foster cooperation and coordination among SROSs, or to remove
impediments to and foster the development of a national market system and national system for
the clearance and settlement of securities transactions may: (A) with respect to a person that is a
member of more than one SRO, relieve any such SRO of any responsibility to (i) receive
regulatory reports from such person, (ii) to examine such person for compliance with the federal
securities laws, or (iii) carry out other specified regulatory functions with respect to such person
and (B) allocate among SROs the authority to adopt rules with respect to matters as to which, in
the absence of such allocation, such SROs share authority under the Exchange Act. Pursuant to
this authority, the SEC adopted Rule 17d-2, which permits two or more SROs to file with the
SEC a plan for allocation among the SROs the responsibility to receive regulatory reports, from
person who are common members of such SROs, to examine such persons, or to enforce
compliance of such persons with the federal securities laws. After appropriate notice and
opportunity for comment, the SEC may, by written notice, declare such plan or any part thereof
effective, upon finding that such plan or part thereof is consistent with Section 17(d)(1) of the
Exchange Act.

The Municipal Securities Rulemaking Board (MSRB) is an SRO that makes rules governing
transactions in municipal securities; the MSRB’s rules are also reviewed by the SEC. However,
unlike other SROs, the MSRB does not enforce compliance with its rules. Compliance with
MSRB rules is monitored and enforced by FINRA and the SEC (in the case of broker-dealers),
and the federal bank regulators and the SEC (in the case of banks).

Similarly, and as discussed in more detail in Principle 25.2(c), clearing agencies are required to
be registered with and have their rules reviewed and with limited exceptions approved by the
SEC. Pursuant to Section 17A of the Exchange Act and to standards established by the SEC’s
Division of Trading and Markets, clearing agencies must be able to demonstrate organizational
and operational capability that among other things will ensure that the clearing agency has the
ability to promote the prompt and accurate clearance and settlement of securities transactions and
to assure the safeguarding of securities and funds. The SEC also reviews the systems of clearing
agencies under ARP and participated in drafting recommendations for the business continuity
plans of clearing agencies so that they would be able to achieve a rapid and timely resumption of
critical services following a major disruption to operations.

The provisions of Section 6(b), and their parallel provisions in 15A, for associations, and 17A for
clearing agencies, dictate in specific terms what the rules of an exchange must contain.*’ Most
of these provisions are referenced in the responses in paragraphs (b)-(i) below. In addition,
Section 6(b) contains the following requirements:

4 See Sections 6(b) and 15A(b) of the Exchange Act, , 15 U.S.C. 78f(b) and 780-3(b), respectively.
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e The rules of an exchange must provide that any registered broker or dealer or any natural
person associated with a registered broker or dealer, subject to the provisions of Section
6(c),*® may become a member of the exchange*;

e The rules of an exchange must provide for the equitable allocation of reasonable dues,
fees and other charges among its members, issuers and other persons using the
exchange’s facilities®®; and

e The rules of an exchange must prohibit the listing of any security that is issued in a
limited partnership rollup transaction, unless the transaction was conducted in accordance
with procedures designed to protect the rights of limited partners.>

In addition to satisfying the requirements of Section 6 of the Exchange Act, a prospective
exchange must demonstrate its ability to operate as part of the national market system as
contemplated in Section 11A of the Exchange Act. In particular, an applicant exchange must
satisfy the national market system requirements set forth in Regulation NMS. Regulation NMS
contains rules that govern quotations in the national market system, including quotation
collection and reporting requirements, firm quotation requirements, and quotation access and
trade-through prevention requirements. Specifically, Regulation NMS addresses four main
areas: (i) trade throughs; (ii) market access; (iii) sub penny pricing; and (iv) market data. The
Order Protection Rule® requires trading centers to establish policies and procedures reasonably
designed to prevent the execution of trades at prices inferior to automated quotations that are the
best quote of another exchange, subject to applicable exceptions. The Access Rule®® requires fair
and non-discriminatory access to quotations, establishes a limit on access fees to harmonize the
pricing of quotations across different trading centers, and requires rules addressing locked and
crossed markets. The Sub-Penny Rule®* prohibits market participants from accepting, ranking,
or displaying orders for securities priced $1.00 or more in increments smaller than a penny. The
market data provisions, among other things, modify the way the markets allocate data revenues

48 Generally, Section 6(c) of the Exchange Act, 15 U.S.C. 78f(c), provides that an exchange must deny

membership to persons who are not registered broker-dealers (or persons associated with registered broker-dealers)
and that it may deny membership to registered broker-dealers and persons associated with registered broker-dealers
who: (i) are subject to a statutory disqualification; (ii) who do not meet certain financial responsibility or operational
capacity standards; (iii) who do not meet standards of training, experience, and competence; and (iv) who have
engaged in and are reasonably likely to engage in acts or practices inconsistent with just and equitable principles of
trade.

49 See Section 6(b)(2) of the Exchange Act.
%0 See Section 6(b)(4) of the Exchange Act.
> See Section 6(b)(9) of the Exchange Act.
52 17 CFR 242.611.
3 17 CFR 242.610.
> 17 CFR 242.612.

72



to reward aggressive quoting and reduce distortions caused by the existing formulae. In addition,
Regulation NMS rules govern transaction reporting, and require the publication of order
execution quality statistics.

7.1

b) Treats all members of the SRO, applicants for membership and similarly situated
market participants subject to its rules in a fair and consistent manner?

Pursuant to Sections 6(b)(2), 15A(b)(3), and 17A(b)(3)(B) of the Exchange Act, a national
securities exchange, national securities association, or clearing agency must have rules that
permit any registered broker-dealer or natural person associated with a broker-dealer to become a
member of the exchange or association.> In addition, pursuant to Sections 6(b)(5), 15A(b)(6),
15B(b)(2)(C), and 17A(b)(3)(F) of the Exchange Act, the rules of an SRO must not be designed
to permit unfair discrimination between customers, issuers, broker or dealers or regulate by
virtue of the Exchange Act matters not related to the purposes of the Exchange Act or the
administration of the SRO.

Membership Access

An exchange’s or association’s ability to deny membership to a person is limited pursuant to
Sections 6(c) and 15A(g) of the Exchange Act, respectively. This statute provides that an
exchange or association, generally, must deny membership to any non-registered broker-dealer
and may deny membership to any broker-dealer that is subject to a “statutory disqualification.”
A denial on the grounds of a statutory disqualification must be reported to the SEC. Further, an
exchange or association may deny membership to a broker-dealer that does not meet financial
responsibility or operational capability standards, or that does not have the minimum level of
training, experience or competence prescribed by the exchange’s rules. In addition, an exchange

% The term “member” is defined with respect to a national securities exchanges as “(i) any natural person

permitted to effect transactions on the floor of the exchange without the services of another person acting as broker,
(ii) any registered broker or dealer with which such a natural person is associated, (iii) any registered broker or
dealer permitted to designate as a representative such a natural person, and (iv) any other registered broker or dealer
which agrees to be regulated by such exchange and with respect to which the exchange undertakes to enforce
compliance with the provisions of this chapter, the rules and regulations thereunder and its own rules.” See Section
3(a)(3)(A) of the Exchange Act, 15 U.S.C. 78c¢(a)(3)(A).

The term “member” is defined with respect to a registered securities association as “any broker or dealer
who agrees to be regulated by such association and with respect to whom the association undertakes to enforce
compliance with the provisions of this title, the rules and regulations thereunder, and its own rules.” See Section
3(a)(3)(B) of the Exchange Act, 15 U.S.C. 78¢(a)(3)(B).

The term “participant” when used with respect to a clearing agency means any person who uses a clearing
agency to clear or settle securities transactions and to transfer, pledge, lend, or hypothecate securities. Such term
does not include a person whose only use of a clearing agency is (A) through another person who is a participant or
(B) as a pledgee of securities. See Section 3(a)(24) of the Exchange Act, 15 U.S.C. 78c(a)(3)(24).

% See Exchange Act Section 3(a)(39).
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or association may deny membership to a broker-dealer that has engaged or is likely to engage in
acts or practices that are inconsistent with just and equitable principles of trade.

Each national securities exchange or association has rules that prescribe the means by which a
registered broker-dealer may apply to become a member. Rules for admission to a national
securities exchange and a registered securities association are reviewed by the SEC pursuant to
Section 19(b) of the Exchange Act. While exchanges and associations are free to have
reasonable standards for access, such standards should act to prohibit unreasonably
discriminatory denials of access. In addition to not permitting an exchange or association to
exclude any registered broker-dealer,® the exchange’s or association’s rules may not be designed
to permit unfair discrimination between broker-dealers® and may not impose any burden on
competition that is not necessary or appropriate in furtherance of the purposes of the Exchange
Act.”® Further, Sections 6(b)(4) and 15A(b)(5) of the Exchange Act require that the rules of an
exchange or association provide for an equitable allocation of reasonable dues, fees, and other
charges among its members and other persons using its facilities. The SEC has plenary authority
to review rules that govern the admission of members pursuant to Section 19 of the Exchange
Act. Section 6(d)(3), Section 15A(h)(3), and Section 19(d) of the Exchange Act provide that the
SEC may review denials of membership in, or access to, an SRO.

If an exchange or association denies membership or participation to an applicant, it must provide
the SEC of notice of such action.®® A denial of membership or participation by an exchange or
association is reviewable by the SEC.®' The SEC will dismiss an appeal if the SEC finds that the
SRO’s action is based on fact and that the rules were applied in a manner that is consistent with
the Exchange Act.®? If the SEC cannot make such a finding, it will set aside the SRO’s action
and require it to admit the applicant to membership or participation.®

Accordingly, the ability to trade on a national securities exchange is readily attainable by those
qualified, registered broker-dealers who seek membership. In recent years, many markets have
demutualized and moved away from a floor-based, “membership” structure to a trading permit
structure, making the opportunities to access to such exchanges greater; unlike with floor-based
exchanges historically, there is typically no limit on the number of trading permits that a fully

5 Other than pursuant to Sections 6(c) and 15A(g) of the Exchange Act, 15 U.S.C. 78f(c) and 780-3(g), as
discussed above.

%8 Sections 6(b)(5) and 15A(b)(6) of the Exchange Act, 15 U.S.C. 78f(b)(5) and 780-3(b)(6).

> Sections 6(b)(8) and 15A(b)(9) of the Exchange Act, 15 U.S.C. 78f(b)(8) and 780-3(b)(9).

60 Section 19(d)(1) of the Exchange Act, 15 U.S.C. 78s(d)(1). See Rule 19d-1, 17 CFR 240.19d-1, for the
required contents of the notice that a SRO must make to the SEC.

61 Section 19(d)(2) of the Exchange Act, 15 U.S.C. 78s(d)(2).

62 Section 19(f) of the Exchange Act, 15 U.S.C. 78s(f).

63 Id.
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electronic exchange issues. However, some exchanges that still have trading floors, though
demutualized, have retained their limits on access.** Generally, exchanges are permitted to
increase the number of memberships for their markets, but they are not allowed to decrease
market access below membership levels in effect at the time of exchange registration or May 1,
1975.% The SEC, however, may increase or remove limitations on the number of memberships
for an exchange if it finds that such limitations impose burdens on competition not necessary or
appropriate in furtherance of the purposes of the Exchange Act.®®

The requirements for registered clearing agencies are in many ways similar to those for
exchanges and national associations. Pursuant to Section 17A(b)(4), a clearing agency may deny
participation to any person subject to a statutory disqualification or if any such person does not
meet such standards of financial responsibility, operational capability, experience, and
competence as are prescribed by the rules of the clearing agency. The clearing agency may
examine and verify the qualifications of a person in accordance with its rules or procedures. In
addition, the rules of a clearing agency—including those applicable to membership requirements
and access—must not impose any burden on competition that is not necessary or appropriate in
furtherance of the purposes of the Exchange Act.

Levels of Access

The Exchange Act also requires exchanges not to discriminate in the level of access it grants to
market participants. Section 11A(c)(1)(C) of the Exchange Act requires that similarly situated
market participants have equitable access to trading information by requiring the SEC to assure
that all securities information processors (SIPs) (e.g., information vendors) have equitable access
to market information from an exclusive processor of that information (e.g., an exchange or
association) on terms that are “fair and reasonable.” In addition, Section 11A(c)(1)(D) of the
Exchange Act directs the SEC to assure that all persons may obtain market information on terms
that are “not unreasonably discriminatory.” If a registered SIP limits the access of any person to
its services, Section 11A(b)(5) provides for SEC review of the limitation.

Rule 610(a) of Regulation NMS prohibits an SRO from imposing unfairly discriminatory terms
that prevent or inhibit any person from obtaining efficient access through a member of the SRO
to the quotations in a national market system stock displayed in the SRO trading facility. This
anti-discrimination provision provides non-members indirect access to quotes by members. This
provision would prohibit, for example, different fees or order priority rules based on the identity
of a member’s customer.

Paragraph (c) of Rule 610 limits the amount of fees that may be charged by a trading facility to
access its best bids and offers. Generally, the rules provide that a trading center may not impose

64 NYSE is an example of this.

6 See Section 6(c)(4) of the Exchange Act, 15 U.S.C. 78f(c)(4).

66 Id.
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a fee for the execution of an order against a “protect quotation,” as defined, of the trading center
that exceed or accumulate to more than $0.003 per share or for a stock priced less than $1.00,
that exceed or accumulate to more than 0.3% of the quotation price.

Clearing agencies also may not permit unfair discrimination in the admission of participants or
among participants in the use of the clearing agency. Many firms in the U.S. securities industry
are not direct participants of a clearing agency but clear their transactions through another
broker-dealer that is a direct participant (i.e., a “clearing firm”). The rules of a clearing agency
do not extend to the customers of their participants, however, the rules may not impose any
schedule of prices, or fix rates or other fees, for services rendered by its participants.

7.1

c) Develops rules that are designed to set standards for its members and to promote
investor protection?

Statutory Requirements

Sections 6(b)(5), 15A(b)(6), and 15B(b)(2)(C) of the Exchange Act require that the rules of an
SRO (other than a clearing agency) must be designed to prevent fraudulent and manipulative acts
and practices, to promote just and equitable principles of trade, to foster cooperation and
coordination with persons engaged in regulating, clearing, settling and processing information
with respect to, and facilitating transactions in securities, to remove impediments to and perfect
the mechanism of a free and open market and a national market system, and in general protect
investors and the public interest. In addition, the rules of an exchange or association, as well as
the MSRB, must be designed as to not permit unfair discrimination between customers, issuers,
brokers, or dealers. Moreover, an exchange’s or association’s rules must provide for the
equitable allocation of reasonable dues, fees and other charges among its members and issuers
and other persons using its facilities.®’

Section 17A of the Exchange Act recognizes that the operating efficiencies and enhanced risk
management that are the core services offered by a clearing agency are necessary for the
protection of investors. Section 17A, therefore, directs the Commission to facilitate a national
system for the prompt and accurate clearance and settlement of securities transactions and to
facilitate the establishment of linked or coordinated facilities for clearance and settlement of
transactions in securities.

The SEC reviews all prospective exchange, association, MSRB, and clearing agency rules to
evaluate whether they satisfy these standards. Further, the SEC reviews the prospective rules of
the markets to evaluate whether the members of the markets have unfair trading advantages over
non-members, or investors generally. For example, the SEC carefully reviews the operations of
the SROs’ trading systems to evaluate whether investor orders are able to compete freely with
orders of market professionals and are executed on an equitable basis, such as price/time

& Exchange Act Sections 6(b)(4) and 15A(b)(5), 15 U.S.C. 78f(b)(4) and 780-3(b)(5), respectively.
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priority.®® SROs also have specific rules that govern how a broker-dealer may trade for its own
account when representing customer orders. Pursuant to these SRO rules, broker-dealers are
generally prohibited from trading for their own account when they hold an order for the same
security that may be executed at the same price.?® Failure to execute the customer’s order first
can result in a violation of SRO rules. The SEC carefully reviews any changes to these rules to
evaluate whether investor protection are affected. Clearing agencies are required to have rules
that promote the prompt and accurate clearance and settlement of securities transactions and that
assure the safeguarding of securities and funds. As a result, the SEC reviews the proposed rules
of clearing agencies with respect to risk margin and collateral requirements to determine whether
the clearing agency applies its collateral requirements equally to all participants and whether the
clearing agency has sufficient requirements to protect the interests of the clearing agency and it
participants in the event of a participant default.

In addition, the SEC has adopted its own rule geared at ensuring that the public orders are
represented in the markets. Specifically, Rule 604 of Regulation NMS provides that exchange
specialists and over-the-counter market makers must display public customer limit orders that
improve the bid or offer of the specialist or market maker.” In addition, specialists and market
makers must include the size of public customer limit orders that are priced equal to the
specialist’s or market maker’s bid or offer. This rule helps to ensure that public customer orders
are able to compete in the market for quality executions.

As noted above, the SEC carefully considers prospective exchange rules to evaluate whether they
provide members with unfair trading advantages. Specifically, the SEC considers carefully the
implications of any proposed rule that gives a member a trading advantage against the
obligations the member has to the market. For example, exchange specialists and market makers
are permitted to trade for their own account ahead of public orders, in certain instances, in order
to fulfill their obligations to maintain a fair and orderly market.”

The Exchange Act contains several other specific provisions to protect investors that must be
complied with by a prospective exchange. An exchange must demonstrate that its members are
not permitted to trade for their own accounts, for the accounts of associated person, or for
accounts with respect to which an associated person exercises investment discretion, unless such
trading is consistent with the exemptions set forth in Section 11(a) of the Exchange Act and the

68 The SEC has stated that it believes that it is beneficial for orders in the same securities directed to an

exchange to interact with each other as it promotes efficient trading and protects investors by assuring that orders
executed pursuant to a single set of priority rules that are consistently and fairly applied. See e.g., Securities
Exchange Act Release No. 53128 (January 13, 2006), 71 FR 3550 (January 23, 2006) (Order approving the
application of the Nasdaq Stock Market LLC as a national securities exchange).

60 See e.g., NYSE Rule 92.
0 17 CFR 242.604.
n See e.g., Securities Exchange Act Release No. 53539 (March 22, 2006), 71 FR 16353 (March 31, 2006)

(Order approving NYSE Hybrid). See also Section 11(b) of the Exchange Act, 15 U.S.C. 78k(b), and Rule 11b-1
thereunder, 17 CFR 240.11b-1.
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rules thereunder. There are statutory exceptions to these prohibitions, including an exception to
allow trading by a dealer acting as a market maker.”® The SEC also excepted by rule, certain
classes of transactions from these prohibitions. ™

The federal securities laws also prohibit fraudulent or deceptive conduct and insider trading.
Specifically, the prominent anti-fraud and anti-manipulation provisions are found in Sections
9(a) and 10(b) of the Exchange Act, and Rule 10b-5 thereunder. Exchange Act Section 9(a)
addresses manipulation of securities listed on a national securities exchange and is
complemented by Exchange Act Section 10(b), which provides a regulatory umbrella for all over
the counter listed securities. Additional prohibitions are found in Sections 17(a) of the Securities
Act, and in Sections 14(e) and 15(c) of the Exchange Act. Section 17(a) of the Securities Act
bars fraudulent conduct in the “offer or sale” of securities. With regard to tender offers, Section
14(e) of the Exchange Act prohibits untrue statements of material fact or the misleading
omission of material facts, or any fraudulent, deceptive, or manipulative acts or practices.
Section 15(c) of the Exchange Act prohibits broker-dealers from effecting any transaction in
securities by means of any manipulative, deceptive, or other fraudulent device or contrivance.
Under Sections 6(b)(5), 15A(b)(6), and 15B(b)(2)(C) of the Exchange Act, SROs must have
rules that are designed, among other things to prevent fraudulent and manipulative acts and
practices, to promote just and equitable principles of trade, and in general to protect investors
and the public interest.” SRO rules generally require members and associated persons of
members to arbitrate any eligible dispute upon a customer’s request.”> SROs’ arbitration rules
are designed to facilitate the resolution of disputes involving members, associated persons of
members, and customers.”® The SEC reviews SRO arbitration rules pursuant to Section 19(b) of
the Exchange Act, before they can become effective. The SEC’s review considers, among other
things, whether such rules are consistent with the SRO’s obligation to have rules that are

& See Section 11(a)(1), 15 U.S.C. 78k(a)(1).
s Generally, if a member (except a specialist) wants to execute a transaction of a physical exchange floor for
its own account, the member would have to yield priority to all non-members who seek execution at the same price.
Section 11(a)(1)(G) of the Exchange Act, 15 U.S.C. 78k(a)(1)(G), and Rule 11a1-1(T) thereunder, 17 CFR
240.11al1-1(T). This section is intended to prevent members of an exchange from having an advantage over non-
members by virtue of their time and place opportunities on an exchange. This section does not generally apply to
electronic, off-floor orders. See Rule 11a2-2(T) under the Exchange Act, 17 CFR 240.11a2-2(T). As the markets
have moved to more electronic models, the time/place advantages of members that Section 11(a) of the Exchange
Act was intended to address have lessened.

“ See also Section 9, 10, and 15(c) of the Exchange Act, 15 U.S.C. 784, j, o, (the anti-manipulation and anti-
fraud provisions of the Exchange Act) and also Rule 10b-5 under the Exchange Act, 17 CFR 240.10b-5.

75 See e.g., FINRA Rule 12200.

7 See e.g., FINRA Rule 12000 Series for the Code of Arbitration Procedure for Customer Disputes and

FINRA Rule 13000 Series for the Code of Arbitration Procedure for Industry Disputes. FINRA also conducts
arbitrations on behalf of other SROs. See e.g., Securities Exchange Act Release No. 56208 (Aug. 6, 2007), 72 CFR
45077 (Aug. 10, 2007) (order approving changes to NYSE arbitration rules to conform to the arbitration rules for
FINRA, f/k/a NASD, to reflect FINRA’s regulation of mutual NYSE and FINRA members).
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designed to prevent fraudulent and manipulative acts and practices, to promote just and equitable
principles of trade, and in general protect investors and the public interest.

Best Execution

A broker-dealer has a legal duty to seek to obtain best execution of customer orders.”” A broker-
dealer’s duty of best execution derives from common law agency principles and the fiduciary
obligations that arise from the agency relationship, and is incorporated in SRO rules and, through
judicial and SEC decisions, the antifraud provisions of the federal securities laws.”® The duty of
best execution requires broker-dealers to execute customers’ trades, in accordance with the
conditions of the order, at the most favorable terms available under the circumstances, i.e., at the
best reasonably available price.”® The SEC has not viewed the duty of best execution as
inconsistent with the automated routing of orders or requiring automated routing on an order-by-
order basis to the market with the best quoted price at the time. Rather, the duty of best
execution requires broker-dealers to periodically assess the quality of competing markets to
assure that order flow is directed to the markets providing the most beneficial terms for their
customer orders. Broker-dealers must examine their procedures for seeking to obtain best
execution in light of market and technology changes and modify those practices if necessary to
enable their customers to obtain the best reasonably available prices. In doing so, broker-dealers

" See e.g., Newton v. Merrill, Lynch, Pierce, Fenner & Smith, Inc., 135 F.3d 266, 269-270 (3d Cir.), cert.
denied, 525 U.S. 811 (1998) (“Newton”); Certain Market Making Activities on Nasdaq, Exchange Act Release No.
40900 (January 11, 1999)(settled case)(citing Sinclair v. SEC, 444 F.2d 399 (2d. Cir. 1971); Arleen Hughes, 27 SEC
629, 636 (1948), aff’d sub nom. Hughes v. SEC, 174 F.2d 969 (D.C. Cir 1949). See also Order Execution
Obligations, Securities Exchange Act Release No. 37619A (Sept. 6, 1996), 61 FR 48290 (Sept. 12, 1996) (“*Order
Handling Rules Release’”). See Regulation NMS, Securities Exchange Act Release No. 51808, 70 FR 37496 (June
29, 2005) (“Regulation NMS Release”).

78 See Regulation NMS Release at note 338. See also Order Handling Rules Release, 61 FR at 48322. See
also Newton, 135 F.3d at 270. Failure to satisfy the duty of best execution can constitute fraud because a broker-
dealer, in agreeing to execute a customer’s order, makes an implied representation that it will execute it in a manner
that maximizes the customer’s economic gain in the transaction. See Newton, 135 F.3d at 273 (““[T]he basis for the
duty of best execution is the mutual understanding that the client is engaging in the trade—and retaining the services
of the broker as his agent—solely for the purpose of maximizing his own economic benefit, and that the broker
receives her compensation because she assists the client in reaching that goal.””); Marc N. Geman, Securities
Exchange Act Release No. 43963 (Feb. 14, 2001) (citing Newton, but concluding that respondent fulfilled his duty
of best execution). See also Securities Exchange Act Release No. 34902 (Oct. 27, 1994), 59 FR 55006, 55009 (Nov.
2,1994) (*‘Payment for Order Flow Final Rules’”). If the broker-dealer intends not to act in a manner that
maximizes the customer’s benefit when he accepts the order and does not disclose this to the customer, the broker-
dealer’s implied representation is false. See Newton, 135 F.3d at 273-274.

7 See Regulation NMS Release at note 341, citing Newton, 135 F3d at 270. Newton also noted other certain
factors relevant to best execution — order size, trading characteristics of the security, speed of execution, clearing
costs, and the cost and difficulty of executing an order in a particular market Id. at 270 n. 2 (citing Payment for
Order Flow, Exchange Act Release No. 33026 (Oct. 6, 1993), 58 FR 52934, 52937-38 (Oct. 13, 1993) (Proposed
Rules)). See In re E.F. Hutton & Co. (‘““‘Manning’’), Securities Exchange Act Release No. 25887 (July 6, 1988). See
also Payment for Order Flow Final Rules, 59 FR at 55008-550009.
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must take into account price improvement opportunities, and whether different markets may be
more suitable for different types of orders or particular securities.®°

The duty of best execution is an important protection for investors in the United States. This
duty is generally codified in SRO rules. These rules are disclosed to the regulator and to market
participants through the rule filing process under Section 19(b) of the Exchange Act, as
described in the response to Question 7.1(d). OCIE conducts examinations of SROs and broker-
dealers to evaluate compliance with the federal securities laws and SRO rules, including rules
regarding best execution. OCIE reviews order matching and execution systems to evaluate
compliance with the applicable statutory standards as stated in Section 6 of the Exchange Act for
national securities exchanges, and Section 15A for registered securities associations. OCIE also
examines broker-dealers to assess their order matching systems, algorithmic trading platforms, or
other order execution systems for compliance with best execution and other obligations.

Under Rule 605 of Regulation NMS, market centers that trade national market system securities
will be required to make available to the public monthly electronic reports that include uniform
statistical measures of execution quality. Under Rule 606 of Regulation NMS, broker-dealers
that route customer orders in equity and option securities will be required to make publicly
available quarterly reports that, among other things, identify the venues to which customer orders
are routed for execution. In addition, broker-dealers will be required to disclose to customers, on
request, the venues to which their individual orders were routed.

By enhancing disclosure of order routing and execution practices, the disclosure rules are
intended to promote fair and vigorous competition among broker-dealers and among market
centers. The rules reveal if broker-dealers are routing a significant volume of orders to market
centers that execute orders at prices substantially inferior to those available at other market
centers trading the same security. This improved visibility, in turn, could shift order flow to
those market centers that consistently generate the best prices for investors. Finally, by
facilitating comparisons among securities traded in different market structures, the disclosures
required by the rules may bring competitive forces more directly to bear on broader market
structure issues, such as by prompting investors and issuers to choose markets with more
efficient structures.

The SEC has adopted its own rules under Regulation NMS to support a broker-dealers’ duty of
best execution. Rule 611 under Regulation NMS requires a trading center to establish, maintain,
and enforce policies and procedures that are reasonably designed executions of trades at prices
worse than the best protected quotations, as defined,® across the markets. Rule 611 helps to
ensure that investors’ orders are not executed at inferior prices.

Furthermore, other rules under Regulation NMS are designed to enhance the disclosure of order
routing and execution practices. These disclosure rules are intended to promote fair and

80 See Regulation NMS Release at 37538.

8l See Rule 600(a)(58), 17 CFR 242.600(a)(58).
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vigorous competition among broker-dealers and among market centers. Under Rule 605 of
Regulation NMS, market centers that trade national market system securities are required to
make available to the public monthly electronic reports that include uniform statistical measures
of execution quality. Under Rule 606 of Regulation NMS, broker-dealers that route customer
orders in equity and option securities are required to make publicly available quarterly reports
that, among other things, identify the venues to which customer orders are routed for execution.
In addition, broker-dealers are required to disclose to customers, on request, the venues to which
their individual orders were routed. The rules reveal if broker-dealers are routing a significant
volume of orders to market centers that execute orders at prices substantially inferior to those
available at other market centers trading the same security. This improved visibility, in turn,
could shift order flow to those market centers that consistently generate the best prices for
investors. Finally, by facilitating comparisons among securities traded in different market
structures, the disclosures required by the rules may bring competitive forces more directly to
bear on broader market structure issues, such as by prompting investors and issuers to choose
markets with more efficient structures.

7.1

d) Submits to the regulator its rules, and any amendments thereto, for review and/or
approval, as the regulator deems appropriate, and ensures that the rules of the SRO
are consistent with the public policy directives established by the regulator?

Pursuant to Section 19(b)(1) of the Exchange Act, an SRO must file any proposed change in,
addition to, or deletion from the rules of the SRO® (“proposed rule change”) electronically on a
Form 19b-4, submitted to the SEC through the Electronic Form 19b-4 Filing System, which is a
secure Web site operated by the SEC.® In some cases, particularly where novel or complex
issues are involved, the SRO may first provide its proposed rule change to SEC staff in draft
form submitted on a confidential basis. This informal process allows for consultation between
SEC staff and the SRO prior to a formal rule filing. Once filed, the SEC must publish a notice of
the filing in the Federal Register, which notice must include the SRO’s description of the terms
of substance of the proposed change, the purpose of the proposal, and the statutory basis for the
proposal, and give the public an opportunity to submit comments on the proposed rule change.
Thereafter, if the proposed rule change was filed pursuant to Section 19(b)(2) of the Exchange
Act, the SEC must, within 35 days of publication of the notice (or within such longer period as
the SEC may designate up to 90 days of such date if the SEC finds such longer period
appropriate and publishes its reason for so finding or as to which the SRO consents), approve the
proposed rule change by order or institute proceedings to determine whether the proposed rule
change should be disapproved. After publication, if comment letters received by the SEC raise
significant issues, the Staff may request the SRO’s consent to extend the 35-day period and may

8 15 U.S.C. 78s(b)(1).

8 The SRO must also post the proposed rule change and any amendments to it on its Web site. See Rule 19b-

4(1), 17 CFR 240.19b-4(l).

81



request that the SRO respond to comments by submitting a comment letter or amending the
proposal.

As noted in Section 19(b)(1) of the Exchange Act, “[n]o proposed rule change shall take effect
unless approved by the SEC or otherwise permitted in accordance with the provisions of this
subsection.” The SEC must approve a proposed rule change if it finds that the proposed rule
change is consistent with the requirements of the Exchange Act and the rules and regulations
thereunder applicable to the exchange. If the SEC cannot make such a finding, it must
disapprove the proposed rule change. In making this determination, the SEC also must consider
whether the proposed rule change will promote efficiency, competition and capital formation.®*

There are certain proposed rule changes that may be filed under Section 19(b)(3)(A) of the
Exchange and take effect upon filing (i.e., without need for SEC approval).*> The proposed rule
changes that may take effect upon filing under this section of the Exchange Act include: (i) those
that constitute a stated, policy, practice or interpretation with respect to the enforcement of an
existing rule of the exchange;®® (ii) those that establish or change a due, fee, or other charge
imposed by the exchange; (iii) those that are concerned solely with the administration of the
exchange, or other matters which the SEC, by rule, consistent with the public interest and the
purposes of this subsection, may specify.?’

Pursuant to its authority under Section 19(b)(3)(A) of the Exchange Act, the SEC adopted Rule
19b-4(f) to expand the types of proposed rule changes that may become effective upon filing.
Specifically, an exchange may file a proposed rule change that is effective upon filing if the
proposal effects a change to an existing order entry or trading system that (i) does not
significantly effect the protection of investors or the public interest; (ii) does not impose a
significant burden on competition; and (iii) does not have the effect of limiting the access or
availability of the system.*® In addition, Rule 19b-4(f)(6) permits SROs to file certain “non-
controversial” changes to their rules that may take effect upon filing so long as they: (i) do not
significantly affect the protection of investors or the public interest; (ii) do not impose any
significant burden on competition; and (iii) do not become operative for 30 days after the date of
filing and the SRO has given written notice of the proposal, including a brief description and rule
text, at least five business days prior to filing.2® With respect to clearing agencies, the
Commission adopted Rule 19b-4(f)(4) that permits a proposed rule change to become effective

8 See Section 3(f) of the Exchange Act, 15 U.S.C. 78¢(f).

8 The SEC has the authority to abrogate any proposed rule change submitted as effective upon filing. See

Section 19(b)(3)(A) of the Exchange Act, 15 U.S.C. 78s(b)(3)(A) and further discussion below.

8 See Rule 19b-4(b), 17 CFR 240.19b-4(b), for a definition of “state policy, practice or interpretation.”
8 See Section 19(b)(3)(A) of the Exchange Act, 15 U.S.C. 78s(b)(3)(A).

8 Rule 19b-4(f)(5), 17 CFR 240.19b-4(f)(5).

8 See Rule 19b-4(f)(6), 17 CFR 240.19b-4(f)(6).
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upon filing if it effects a change in an existing service of a registered clearing agency that (i)
does not adversely affect the safeguarding of securities or funds in the custody or control of the
clearing agency or for which it is responsible; and (ii) does not significantly affect the respective
rights or obligations of the clearing agency or persons using the service.® Although rule changes
filed under Section 19(b)(3)(A) are immediately effective, the SEC is required to publish them
for notice and comment. The SEC may abrogate such a rule within 60 days of the date of filing
if necessary or appropriate in the public interest, for the protection of investors or otherwise in
furtherance of the purposes of the Exchange Act.** A rule abrogated by the SEC may be re-filed
by the exchange for review and publication under the regular notice and comment process,
described above.

Under Section 19(b)(3)(B) of the Exchange Act,® the SEC may put into effect summarily a
proposed rule change, if it appears to the SEC that such action is necessary for the protection of
investors, the maintenance of fair and orderly markets, or the safeguarding of securities or funds.
Any proposed rule change so put into effect must be filed promptly thereafter in accordance with
the provisions of Section 19(b)(1) of the Exchange Act.

7.1

e) Cooperates with the regulator and other domestic SROs to investigate and enforce
applicable laws, regulations and rules?

Currently, all U.S. exchanges and FINRA are members of the Intermarket Surveillance Group.
The Intermarket Surveillance Group (ISG) is an industry organization created in 1983 to
coordinate intermarket surveillance among the SROs by cooperatively sharing regulatory
information pursuant to a written agreement between the parties.*® The goal of the ISG’s
information sharing is to coordinate regulatory efforts to address potential intermarket trading
abuses and manipulations. Although the ISG Agreement was not established under Section 11A
or 17(d) of the Exchange Act the SEC has required new SROs to become ISG members as a
condition of operation.” As the members of the 1SG are SROs, the SEC has direct oversight of
the regulatory procedures that these SROs have developed, individually and jointly, including
those developed for preventing insider trading and certain types of market manipulation.

% See Rule 19b-4(f)(4), 17 CFR 240.19b-4(f)(4).
o 15 U.S.C. 78s(b)(3)(C).
% 15 U.S.C. 78s(b)(3)(B).

% See Concept Release Concerning Self-Regulation, Exchange Act Release No. 50700 (November 18, 2004),

69 FR 71255, 71265 (December 8, 2004).

o See e.g., Securities Exchange Act Release No. 53128 (January 13, 2006), 71 FR 3550 (January 23, 2006)
(“Nasdaq Exchange Order™).
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Section 11A(a)(2) of the Exchange Act® directs the SEC, having due regard for the public
interest, the protection of investors, and the maintenance of fair and orderly markets, to use its
authority under the Act to facilitate the establishment of a National Market System (NMS) for
securities in accordance with the Congressional findings and objectives set forth in Section
11A(a)(1) of the Act. Among those findings and objectives is the “linking of all markets for
qualified securities through communication and data processing facilities.”®® In this regard, there
are several national market system plans that the SEC has approved and oversees which
coordinate the application of the Exchange Act and SEC rules. Examples include the
Intermarket Trading System Plan and the Plan for the Purpose of Creating and Operating an
Intermarket Options Linkage, which plans coordinate the routing of orders among the equity and
options markets, pursuant to Exchange Act and the rules thereunder. The Consolidated Tape
Association Plan/Consolidated Quotation Plan and Options Price Reporting Authority Plan
coordinate the reporting of quotes and transaction information in accordance with the
requirements of the Exchange Act and rules thereunder. The options exchanges have also all
agreed to the Options Regulatory Surveillance Authority Plan, whereby they share the
administration, operation and cost of a regulatory surveillance program for detecting the misuse
of insider information and share their regulatory information.

In addition, certain SROs have elected to enter into agreements, pursuant to Exchange Act
Section 17(d) and Rule 17d-2 thereunder, to coordinate among themselves the allocation of
regulatory responsibility regarding the receipt of regulatory reports from their mutual members
or participants, the examination of such persons for compliance, and the enforcement of
compliance for such persons. All such agreements must be filed with the SEC and, after public
notice and comment, may be declared effective by the SEC.

Clearing agencies are not charged with disciplining their participants for violations of the
Exchange Act and the rules and regulations thereunder. The Exchange Act requires, however,
that a clearing agency have the capability to enforce its own rules with respect to its participants.
The rules of DTC, NSCC, and FICC provide that each clearing agency will cooperate and share
data with other regulatory and SROs for regulatory purposes.

As previously noted, the Municipal Securities Rulemaking Board, unlike other SROs, does not
enforce compliance with its rules. Compliance with MSRB rules is monitored and enforced by
FINRA and the SEC (in the case of broker-dealers), and the federal bank regulators and the SEC
(in the case of banks). However, the MSRB cooperates with the SEC and other regulators and
periodically brings potential enforcement actions to the attention of regulators.

% See http://www.sec.gov/rules/final/34-42212.htm#P25 2894#P25 2894.

% See Section 11A(a)(1)(D) of the Exchange Act, 15 U.S.C. 78k-1(a)(1)(D).

84



7.1
f) Imposes appropriate sanctions for non-compliance with its own rules?

Sections 6(b)(6) and 15A(b)(7) of the Exchange Act provides that an exchange or association
must have rules that provide for the appropriate discipline of members and persons associated
with members for violations of the exchange’s or association’s rules as well as the Exchange Act
and the rules and regulations thereunder. Section 17A(b)(3)(G) of the Exchange Act provides
that a clearing agency must have rules to provide for the appropriate discipline of participants
who violate the rules of the clearing agency. These sections state that members should be
appropriately disciplined by expulsion, suspension, limitation of activities, functions, and
operations, fine, censure, being suspended or barred from being associated with a member or any
other fitting sanction. In addition, the disciplinary procedures set forth in the rules of an
exchange, association, or clearing agency must be fair.%’

Once an exchange, association, or clearing agency has imposed a final disciplinary sanction
against a member or person associated with a member, the exchange must promptly file notice
with the SEC of its action.® A final disciplinary sanction imposed by a SRO is reviewable by
the SEC.* The SEC may, by order, affirm or modify the sanction of the SRO, remand the matter
to the SRO for further proceedings, or set aside the sanction.'®

If the SEC, as the appropriate regulatory agency, finds that an exchange, association, or clearing
agency™™ has failed, without reasonable justification or excuse, to enforce compliance with any
such provision by a member or person associated with a member, it may impose sanctions
against the exchange or association under Section 19(h) of the Exchange Act. Under this statute,
the SEC has the authority to suspend for a period not to exceed twelve months, revoke a SRO
registration, or censure or impose limitations upon the activities, functions, and operations of a
SRO, if the SEC finds that the SRO has violated or is unable to comply with the provisions of the
Exchange Act, the rules or regulations thereunder, or its own rules.'%

o Sections 6(b)(7), 15A(b)(8), and 17A(b)(3)(H) of the Exchange Act, 15 U.S.C. 78f(b)(7), 780-3(b)(8), and
780-1(b)(3)(H).

% Section 19(d)(1) of the Exchange Act, 15 U.S.C. 78s(d)(1). The SEC adopted Rule 19d-1 to, among other
things, proscribe the contents of the required notice to the Commission. 17 CFR 240.19d-1.

% Section 19(d)(2) of the Exchange Act, 15 U.S.C. 78s(d)(2).
100 Section 19(e) of the Exchange Act, 15 U.S.C. 78s(e).

101 The Depository Trust Company (DTC) is registered with the SEC as a clearing agency but its appropriate

regulatory agency is the Board of Governors of the Federal Reserve System.

102 Section 19(h) of the Exchange Act, 15 U.S.C. 78s(h). The decision to suspend, revoke or censure a SRO
must be made by order and based on a finding by the SEC on the record after notice and hearing.
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Furthermore, if an SRO fails to take appropriate disciplinary action against a member, the SEC
has its own authority to take action against such member under Section 15(b)(4) of the Exchange
Act. Under this statute, if the SEC finds, on the record after notice and hearing, that the member
or participant has willfully violated any provision of the Securities Act of 1933, the Investment
Advisors Act of 1940, the Investment Company Act of 1940, the Exchange Act, or the rules or
regulations under any of such statutes or engaged in other prohibited behavior, the SEC may, by
order, suspend for a period not exceeding twelve months. A sanction under Section 15(b)(4) or
15(b)(6) of the Exchange Act could result in the loss of SRO membership under Sections
19(h)(2) and (3) of the Exchange Act.

7.1

g) Where applicable, e.g.,, a mutual organization, assures a fair representation of
members in selection of its board of directors and administration of its affairs?

Sections 6(b)(3), 15A(b)(4), and 17A(b)(3)(C) of the Exchange Act require that the rules of an
exchange, association, or clearing agency must assure a fair representation of its members in the
selection of its directors and the administration of the affairs of the exchange, association, or
clearing agency. Sections 6(b)(3) and 15A(b)(4) also require that the rules of an exchange
provide that one or more directors be representative of issuers and investors and not associated
with a member of the exchange, broker or dealer.

To this end, the SEC has generally approved for SROs other than clearing agencies 20% member
representation on SRO boards of directors and on SRO committees dealing with trading rules
and member discipline, affairs which go directly to member interests. With respect to registered
clearing agencies, the SEC evaluates the procedures of each clearing agency for meeting the fair
representation requirement on a case-by-case basis. However, the boards of directors of all
operational clearing agencies in the U.S. today consist primarily of clearing agency participants.
This arrangement meets the requirements of the Exchange Act with respect to registered clearing
agencies and fits the model of U.S. clearing agencies which are participant-owned organizations
that act as industry utilities and that mutualize losses among all participants.

Section 15B(b)(2)(B) of the Exchange Act provides that the rules of the Municipal Securities
Rulemaking Board shall provide that the membership of the MSRB (currently 15 members) shall
at all times be equally divided among public representatives, broker-dealer representatives, and
bank representatives, and that the public representatives shall be subject to approval by the
Commission to assure that no one of them is associated with any broker, dealer, or municipal
securities dealer and that at least one is representative of investors in municipal securities and at
least one is representative of issuers of municipal securities. The Board proposes and adopts
rules with respect to transactions in municipal securities.
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7.1

h) Avoids rules that may create anti-competitive situations as defined in the Explanatory
Note?

Sections 6(b)(8), 15A(b)(9), 15B(b)(2)(C, and 17A(b)(3)(I) of the Exchange Act require that the
rules of an exchange, association, MSRB, or clearing agency must not impose any burden on
competition that is not necessary or appropriate in furtherance of the purposes of the Exchange
Act. When reviewing an SRO’s proposed rule, the SEC analyzes the rule’s burden on
competition.

7.1

1) Avoids using the oversight role to allow any market participant unfairly to gain an
advantage in the market?

The SEC reviews proposed changes to the ownership and regulatory structure of an exchange or
association to evaluate the exchange or association’s ability to fulfill its statutory obligations,
including competitive concerns. Consistent with the requirements of fair representation under
Section 6 of the Exchange Act, equity ownership of an exchange or association has not been
concentrated in a limited number of individuals or entities because of the potential conflict of
interest that may arise for persons or entities that could be both the regulator and a participant in
the same market. To this end, when an exchange or association is owned by entities or persons,
the SRO has adopted specific ownership/concentration limits for entities that will be both
participants in that particular market and a shareholder owner. The SEC has also approved
exchange rules that separate the regulatory function from the business function and rules that
relate to the listing of an exchange or association’s shares on its own market. The SEC also has
taken steps to ensure that it has effective tools to oversee an exchange that is controlled by an
entity not fully subject to its jurisdiction. In this regard, the SEC has approved exchange rules
that include commitments in corporate documents by holding companies that own exchanges
relating to voting and ownership limits, maintenance of books and records, and consent to
personal jurisdiction.

The SEC has also stated that persons responsible for operating an SRO that is an exchange
should not have a disciplinary history and, with respect to founders and/or prospective managers
of an applicant, they should not be subject to a “statutory disqualification,” as defined in Section
3(a)(39) of the Exchange Act.’® In general, a person is subject to a statutory disqualification if
he/she has been expelled or suspended from membership in an SRO, or is subject to an order by
the SEC or other appropriate regulatory agency denying, suspending or revoking his/her
registration as a broker or dealer In addition, proposed directors, officers or managers of a
national securities exchange must not have willfully violated the federal securities laws or have
been convicted of a felony or misdemeanor (or substantially equivalent foreign crime) involving

103 15 U.S.C. 78c(a)(39).
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misappropriation of funds, or securities fraud, larceny, robbery, extortion, or other related crimes
within the past ten years.'%*

Clearing agencies provide post-trade processing services and the losses of the clearing agency
due to the default of a participant are mutualized across all participants. Clearing agencies are
independent from the securities markets and are not affiliated with any one exchange or trading
system. Nevertheless, the provision of Section 17A of the Exchange Act help to prevent the
unfair advantage of any one clearing agency participant by requiring that the clearing agency be
so organized and have the capacity to enforce its rules against participants and that the
shareholders or participants of the clearing agency have fair representation in the selection of the
clearing agency’s directors and in the administration of its affairs. In addition, the rules of the
clearing agency must provide for the appropriate discipline of participants who violate the
clearing agency’s rules. The rules of the clearing agency also must not discriminate among
participants in the use of the clearing agencies.

7.2

Does the regulator:
a) Have in place an effective on-going oversight program of the SRO, which may include:
1) Inspection of the SRO;

The SEC has a vigorous surveillance, examination, and enforcement program to oversee the
activities of the SROs, including exchanges, associations, and clearing agencies. Section 19(g)
of the Exchange Act provides the standards against which the SEC directly assesses the
continuing compliance of an SRO with its self-regulatory obligations. Specifically, Section
19(g)(1) mandates that every SRO comply with and enforce compliance with the provisions of
the Exchange Act and the rules and regulations thereunder and the SRO’s own rules, “absent
reasonable justification or excuse.” The SEC assesses an SRO’s continuing compliance with
these obligations by several means as described below.

OCIE administers the SEC’s nationwide examination and inspection program. Examiners in
Washington DC and in the SEC's 11 regional offices conduct examinations of the nation's
registered entities, including the SROs. The purpose of examinations is to detect fraud and other
violations of the securities laws, foster compliance with those laws, and help ensure that the SEC
is continually made aware of developments and areas of potential risk in the securities industry.
The examination program plays a critical role in encouraging compliance within the securities
industry, which in turn also helps to protect investors and the securities markets generally.

104 The SEC has stated it would apply the same standards to an applicant or applicants seeking approval to

operate a registered securities association. In addition, an ATS that chooses to register as a broker-dealer (rather
than an exchange), and to comply with Regulation ATS, is subject, as are all broker-dealers, to the SEC’s statutory
disqualification rules. See Sections 6(c)(2) and 15A(g)(2) of the Exchange Act, 17 U.S.C. 78f(c)(2) and 780-

3(9)2).
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The Staff conducts several types of examinations and inspections: (i) routine or cycle
examinations and inspections, which test an entity’s compliance with applicable laws and
regulations; (ii) cause examinations and inspections, which focus on entities or issues that
examiners learn of through complaints, tips, press reports, or other information indicating an
entity might be engaged in possible fraudulent activities or otherwise be potentially violating the
securities laws; and (iii) risk-targeted examination sweeps, that focus on particular compliance
risks.

The Staff conducts inspections of the SROs to evaluate whether they and their members comply
with applicable federal securities laws and SRO rules. These inspections focus on the SRO’s
regulatory programs, including: market surveillance, investigative and disciplinary programs,
member examination programs, and listing and arbitration programs, among others. Staff may
also examine an SRO’s disciplinary action against a member, and denials of membership in, or
access to, the SRO. The types of issues the Staff focuses on during SRO inspections are
discussed in more detail in response to Question 10.1.

7.2(a)
i) Periodic reviews;

The SEC has implemented an Automation Policy Review (ARP) Program, through which the
staff conducts reviews of the information technology systems operated by the SROs to evaluate
whether the systems have sufficient capacity and resiliency to accommodate conditions of
increased volume and disruptions to normal operations. The ARP Program is part of TM and is
staffed by information technology experts who regularly confer and meet with members of the
SROs’ information technology staff.

The SEC has issued two Automated Review Policy statements that set forth the SEC’s view that
the SROs, on a voluntary basis, should establish comprehensive planning and assessment
programs to determine their systems’ capacity and vulnerability.'® In ARP I, the SEC
recommended that the SROs’ programs should have three objectives: (1) each SRO should
establish current and future capacity estimates; (2) each SRO should conduct capacity stress tests
periodically; and (3) each SRO should obtain an annual assessment of whether the affected
systems can perform adequately in light of estimated capacity levels and possible threats to the
systems. In ARP I, the SEC set forth its views on: (1) the nature of the reviews that SROs are
encouraged to obtain with respect to their automated trading and information dissemination
systems; (2) the contents of SROs’ annual reports on major systems changes and a process for
provision of notifications of material systems changes; and (3) notifications of significant
systems problems. The ARP Staff participates actively in industry-wide business continuity
planning exercises, the most recent of which was conducted in the fall of 2007.

105 See Exchange Act Release Nos. 27445 (November 16, 1989)(“ARP 1”) and 29185 (May 9, 1991)(“ARP
"),
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The ARP program has been enhanced since it was first created. In 2005 the SEC added to the
ARP program’s capabilities by creating a cyber security lab, which permits the Staff to
independently determine whether an SRO is enforcing its information security policies. In
addition, the ARP Program Staff also handle reviews for compliance with the Interagency White
Paper (April 2003), the SEC’s Policy Statement on Business Continuity Planning for Trading
Markets (September 2003), and other business continuity planning issues.

The ARP Program Staff conduct annual risk assessments and perform routine inspections of
SROs to evaluate whether the ARP principles are being adequately addressed. Presently, an
ARP examination includes a comprehensive review of the following areas: (1) Business
Continuity Planning; (2) Software Development Methodology, Computer Operations,
Application Review; (3) Networking; (4) Information Security: Architecture Review, Web
Server security, Wireless Security, System Security, and Device Security. A general description
of the methodology used by ARP program examiners is as follows: First, security engineers
reviews an SRO’s security policy and procedures and conducts detailed architecture review, to
gain a thorough understanding of an SRO’s business functions and the IT infrastructure that
supports those functions. Second, the examiners conduct security testing to identify
vulnerabilities in SRO systems and to verify whether SRO’s are complying with their own
policies and procedures. Finally, the examiners compare the test results with the SRO’s policies
and procedures and industry best practices in order to make findings and recommendations. This
methodology enables the ARP Program to verify the confidentiality, integrity, and availability of
SRO data and to ensure that there are fair and efficient markets. In addition to routine
examinations, the ARP Program Staff may perform for cause or special focus inspections. TM
has also incorporated the review of Section 31 fees processing and enforcement-related databases
into the ARP inspection process.

7.2(a)
iii) Reporting requirements;

A registered exchange or association is required to submit to the SEC updates and amendments
to its initial registration application on an ongoing, periodic basis. For a national securities
exchange, Rule 6a-2(a) requires the exchange to submit amendments to its Form 1 registration,
including the nature and effective date of the action taken, any new information, and corrections
to inaccurate information, within 10 days, for information contained in certain exhibits to the
Form 1.%” In addition, each year a national securities exchange must file amendments to certain
other Form 1 exhibits relating to exchange financial information, ownership, membership, and

106 See Section 31 of the Exchange Act, 15 U.S.C. 78ee, which requires SROs to pay transaction fees to the

SEC based on the volume of securities that are sold on their markets.
107 Specifically, Exhibits C (information relating to the operators of exchange trading systems), F (membership
forms), G (forms that relate to members financial responsibilities), H (listing applications), J (lists of officers,
directors and committee members), K (lists of certain shareholders and partners) and M (member lists) and the
Execution Page must be updated within 10 days of the action taken that rendered the Form 1 exhibit outdated or
inaccurate.
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listed securities.!® Further, an exchange must file every three years completely updated
information on the exchange’s governing documents, managers, and facility operators.’® In lieu
of making annual or periodic filings, an exchange may make the required information available
through several alternatives. For example, it could identify a publication that contains the
required information and certify as to the accuracy of such information as of its publication
date."® An exchange may also keep its information up-to-date and make it available to the SEC
and the public upon request so long as the exchange certifies as to its availability and accuracy or
keep the information available on a web site that the exchange certifies is accurate.'"* Finally, an
exchange could make its information available continuously on an Internet Web site controlled
by the exchange, as long as it indicates the location of the Web site and certifies that the
information is accurate as of its date.*? Rule 6a-3 requires registered exchanges to submit
certain supplemental information, including notices, circulars, bulletins, lists or periodicals that
the exchange issues or makes generally available to members, participants or subscribers, to the
SEC.

For a national securities association, Rule 15Aj-1 requires the association to submit updates to its
Form X-15AA-1 registration promptly after the discovery of any inaccuracy in the registration
statement (or any amendment or supplement thereto) and after any change which renders the
information in the registration statement (or any amendment or supplement thereto) inaccurate.
In addition, each year a national securities association must file an annual consolidated
supplement on a Form X-15AJ-2.* Further, an association must file every three years a
complete Exhibit A.*** In lieu of submitting the annual or periodic filings, an association may
identify a publication that contains the required information and certify as to the accuracy of
such information as of its publication date.*

108 Specifically, an exchange must submit amendments containing information for Exhibits D (unconsolidated

financial statements for each subsidiary and affiliate) and | (audited financial statements for the exchange) as of the
end of each fiscal year, and for Exhibits K (lists of certain shareholders and partners), M (member lists), and N
(schedule of securities traded on the market) as of the period within 3 months of the date of the amendment.

109 Specifically, updated Exhibits A, B, C, and J are required. Exhibit A includes the corporate documents and

rules of the exchange. Exhibit B includes any written rulings, practices or interpretations of the exchange. Exhibit
C includes information relating to the operators of exchange trading systems. Exhibit J includes the lists of officers,
directors and standing committee members.

1o Rule 6a-2(d)(1), 17 CFR 240.6a-2(d)(1).

1 Rule 6a-2(d)(2), 17 CFR 240.6a-2(d)(2).

12 Rule 6a-2(d)(3), 17 CFR 240.6a-2(d)(3).

13 Rule 15Aj-1(c)(1), 17 CFR 240.15Aj-1(c)(1).

14 Rule 15Aj-1(c)(1)(ii), 17 CFR 240.15Aj-1(c)(1)(ii).

s Rule 15Aj-1(c)(1)(i) and (ii), 17 CFR 240.15Aj-1(c)(i) and (ii).
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With respect to clearing agencies, Rule 17Ab2-1 requires that if certain information on the
clearing agency’s registration Form CA-1 becomes inaccurate, misleading, or incomplete for any
reason, the clearing agency must promptly file an amendment to the Form CA-1. In addition,
TM’s standards for registered clearing agencies require that clearing agencies provide annual
audited financial statements and quarterly unaudited financial statements to the SEC and to
participants. Clearing agencies are also required to provide the SEC and participants with an
annual report on internal controls that is prepared by an independent accountant.

Exchanges and associations also have transaction reporting obligations related to the regulatory
fees that the SEC are authorized recover from them under Section 31 of the Exchange Act.
Pursuant to Exchange Act Rule 31, each covered SRO must submit to the SEC a monthly Form
R1, which provides the aggregate transaction information for covered sales on that market. The
clearing agency designated for each SRO must then calculate that SRO’s owed regulatory fee,
based on the amount and value of their transactions for that month, in accordance to a fee rate
established by the SEC and adjusted from time to time. SROs must then pay to the SEC the sum
of their monthly fees for each year, semi-annually.

In addition to the on-going supervision that occurs pursuant to the continuing review of the
registration statements of registered exchanges, associations, and clearing agencies, the SEC
supervises the registered exchanges, associations, and clearing agencies pursuant to the rule
filing process, as described in the response to Question 7.1(d) above.

7.2(a)

iv) Review and revocation of SRO governing instruments and rules;
The SEC has authority to modify an SRO’s governing instruments**® and rules pursuant to
Section 19(c) of the Exchange Act, with the exception of the governing instruments of registered
clearing agencies. Section 19(c) provides that the SEC “by rule, may abrogate, add to, and delete
from [the] rules of a SRO (other than a registered clearing agency) [as] the SEC deems necessary
or appropriate to insure the fair administration of the SRO, to conform its rules to the
requirements of [the Exchange Act] and the rules and regulations thereunder applicable to such
organization....” The rules of the SRO are filed with the Commission for review pursuant to the
Section 19(b) rule filing process, as discussed in the response to Question 7.1(d) above.

Section 19(h) of the Exchange Act also generally provides the SEC, as the appropriate regulatory
agency, with the authority to impose penalties on SROs and their members for certain violations
of the federal securities laws and/or exchange rules.**” Specifically, the SEC has the authority,

116 The definition of “rules of exchange”, “rules of an association”, or “rules of a clearing agency” includes the

constitution, articles of incorporation, bylaws, and rules, or instruments corresponding to the foregoing. See Section
3(a)(27) of the Exchange Act, 15 U.S.C. 78c.

1w The term “appropriate regulatory agency” is defined in Section 3(a)(34) of the Exchange Act. See 17
U.S.C. 78c(a)(34). The appropriate regulatory agency for the Depository Trust Company (DTC) is the Board of
Governors of the Federal Reserve System and not the SEC.
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as the appropriate regulatory agency, (a) to suspend or revoke the registration of an SRO; (b) to
censure or impose limitations on its activities; and (c) remove from office or censure officers or
directors of an SRO for violations of the Exchange Act or the SRO’s rules.'®

Additionally, the SEC has the authority under Section 19(a)(3) of the Exchange Act to cancel,
suspend, or revoke an SRO’s registration. Section 19(a)(3) states that “[a] self regulatory
organization may, upon such terms and condition as the SEC, by rule, deems necessary or
appropriate in the public interest or for the protection of investors, withdraw from registration by
filing a written notice of withdrawal with the SEC. If the SEC finds that any SRO is no longer in
existence or has ceased to do business in the capacity specified in its application for registration,
the SEC, by order, shall cancel its registration.”

7.2(a)

v) The monitoring of continuing compliance with the conditions of authorization or
delegation.

The substantive criteria for registration as an exchange under Section 6 of the Exchange Act, as
an association under Section 15A of the Exchange Act, or as a clearing agency under Section
17A of the Exchange Act are ongoing mandates; the SEC does not conduct a “one time only”
evaluation of the exchange, association, or clearing agency’s ability to meet these statutory
standards. Section 19(g)(1) of the Exchange provides that “[e]very SRO shall comply with
provisions [of the Exchange Act] the rules and regulations thereunder, and its own rules [absent]
reasonable justification or excuse....” Each SRO’s operations are subject to SEC inspection and
oversight through the OCIE, as discussed more fully below, and the SRO’s rules are subject to
Commission oversight through the Section 19(b) rule filing process, as discussed in the response
to Question 7.1(d) above.

In addition, there are several other statutory provisions that provide the SEC with additional
authority to act on an SRO’s compliance or non-compliance with applicable regulatory
standards. The SEC also has the authority under Section 19(h) of the Exchange Act to suspend
for a period not exceeding twelve months or revoke the registration of an SRO, or to censure or
impose limitations upon the activities, functions, and operations of such SRO for failure to
comply with the federal securities laws, including the rules of the SRO, if such action is
“necessary or appropriate in the public interest, for the protection of investors, or otherwise in
furtherance of the purposes of the [Exchange Act].”** Section 19(a)(3) of the Exchange Act
provides the SEC with the authority to cancel the registration of an SRO if the SEC finds that the
SRO has ceased to do business in the capacity specified in its application for registration.
Section 21(a) of the Exchange Act also states that the SEC may undertake at its own initiative

118 Section 19(h)(1) of the Exchange Act, 15 U.S.C. 78s(h)(1).
19 Note, however, that Section 19(g)(2) of the Exchange Act also generally provides that the SEC, by rule,
may relieve any SRO of any responsibility under the Exchange Act to enforce compliance with any specified
provision of the Exchange Act, or the rules thereunder, by member of an SRO, provided the rule adopted by the SEC
is consistent with the public interest, the protection of investors, and the other purposes of the Exchange Act.
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special investigations to determine whether any person is violating or about to violate an SRO
rule.

7.2
b) Retain full authority to inquire into matters affecting the investors or the market?

The SEC has the authority to suspend or expel any member or person associated with a member
from an SRO for violations of the federal securities laws or rules.*®® Under Sections 21(d) and
(e) of the Exchange Act, the SEC has the authority to enforce an SRO’s rules. The SEC also has
the authority to inspect both the SROs and market participants to evaluate whether the various
federal anti-fraud, anti-manipulation and reporting regulations are being observed. To this end,
the SEC can obtain surveillance and/or trading data from the SROs.

7.2

c) Take over an SRQO’s responsibilities where the powers of an SRO are inadequate for
inquiring into or addressing particular misconduct or allegations of misconduct or
where a conflict of interest necessitates it?

Under Sections 21(d) and (e) of the Exchange Act, the SEC has the authority to enforce an
SRO’s rules and to compel an SRO to enforce its rules with regard to its members by filing an
action in federal court; relief available includes, among other things, monetary penalties,
injunctive action, and any form of equitable relief. Section 21(f) of the Exchange Act allows the
SEC to bring such actions when it appears that an SRO is unable or unwilling to take appropriate
action against a person in the public interest and for the protection of investors, or when such
action is otherwise necessary or appropriate in the public interest for the protection of investors.
The authority could be exercised in the event that an SRO fails to carry out its responsibilities
with regards to addressing misconduct or in the event of a conflict of interest, or it can be
exercised concomitantly with an SRO’s own investigation and enforcement.

7.3

Does the law or regulator require the SRO to follow similar professional standards of behavior
as would be expected of a regulator:

a) On matters relating to confidentiality and procedural fairness?

SROs generally have internal policies or rules regarding ethical conduct on the part of their staff,
including the preservation of the confidentiality of material accessible by them and not publicly
available, and proscribe the use thereof for personal benefit. In addition, SROs are required to
comply with Section 10(b) of the Exchange Act and the rules thereunder, particularly Rules 10b-
5 and 10b5-1, which prohibit any person that receives material, non-public information in a duty

120 Section 19(h)(2) and (3) of the Exchange Act, 15 U.S.C. 78s(h)(2) and (3).
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of trust or confidence from breaching that duty, causing the trading of securities on the basis on
non-public information (insider trading).

Regarding procedural fairness, Sections (6)(b)(7), 15A(b)(8), and 17A(b)(3)(H) of the Exchange
Act requires that the rules of an exchange, association, and clearing agency must provide for a
fair procedure for disciplining members and persons associated with members, denying
membership, and prohibiting or limiting access to services, and for exchange and associations
barring persons from being associated with members. An exchange, association, or clearing
agency must notify the member of the specific charges and give the member an opportunity to
defend him/herself against such charges, and keep a record of the proceeding. If the exchange,
association, or clearing agency determines to impose a disciplinary sanction against the member,
the sanction must be supported by a statement that sets forth: (a) the act or practice in which such
member has been found to be engaged or to have omitted; (b) the specific provision of the
Exchange Act, rule or regulation or exchange rule that the act or omission is deemed to violate;
and (c) the sanction imposed and reasons therefore.

7.3

b) On the appropriate use of information obtained in the course of the SRO’s exercise of
its powers and discharge of its responsibilities?

SROs must act in manner consistent with the Exchange Act. Furthermore, as noted in the
response to Question 7.3(a) above, SROs, entrusted with material, nonpublic information, have a
duty of trust and confidence and, therefore, are liable for any breaches of that duty and the results
thereof, under Section 10(b) of the Exchange Act and the rules thereunder, particularly Rules
10b-5, 10b5-1, and 10b5-2. Finally, as noted in response to Question 8.7(d), SROs have
implemented other measures to assure that information obtained during the course of carrying
out SRO regulatory functions is not misused.

7.4

Does the law or regulator assure that potential conflicts of interest at the SRO are avoided or
resolved?

Inherent in a self-regulatory model is concern about conflicts of interest, including conflicts an
SRO may have between regulating its members and operating its business. The SEC reviews
SRO proposal and examines SRO operations to evaluate any potential harmful impact conflicts
of interest may have on the effective oversight of the securities markets.** In particular, the
SEC’s review of proposed changes to an SRO’s ownership and regulatory structure, pursuant to
the 19(b) process described in the response to Question 7.1(i) above, is aimed at addressing
conflicts of interest at the SRO.

121 See e.g, Securities Exchange Act Release No. 56145 (July 26, 2007), 72 CFR 42169 (Aug. 1, 2009) (order
approving the consolidation of member firm regulatory functions of FINRA and NYSE Regulation).
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Principles 8-10
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Enforcement — Principle 8

The regulator should have comprehensive inspection, investigation and surveillance
powers.

Assessment
Fully Implemented.

8.1

Can the regulator inspect a regulated entity’s business operations, including its books and
records, without giving prior notice?

The SEC and its representatives have statutory authority to conduct examinations, some of which
have come to be known as inspections, of all entities registered with the SEC (“registrants”).'??
The SEC’s examination authority is drawn from three statutes: the Exchange Act, the Investment
Company Act and the Advisers Act. These statutes do not require that the Staff provide prior
notice to registrants before exercising its examination authority.

Statutory Authority

Section 17(b)(1) of the Exchange Act authorizes Staff to examine the books and records
maintained by the entities enumerated in Section 17(a) of the Exchange Act. Such entities
include, among others, registered brokers or dealers, national securities exchanges, registered
securities associations, registered clearing agencies, and registered transfer agents.**® Section
204(a) of the Advisers Act authorizes Staff to examine the books and records maintained by
investment advisers, and Sections 31(a) and 31(b) of the Investment Company Act, together,
authorize Staff to examine the books and records of the following entities: registered investment
companies; underwriters, brokers, dealers and investment advisers that are majority-owned
subsidiaries of an investment company; and investment advisers (that are not majority-owned
subsidiaries of a registered investment company), depositors, and the principal underwriters of
investment companies other than closed-end companies, in regards to their transactions with

122 The Staff uses the term “inspections” merely as a way to distinguish certain of its examinations, such as

those focused on SROs and registered investment companies.
123 The remaining entities enumerated in Section 17(a) of the Exchange Act are members of national securities
exchanges, brokers or dealers transacting a business in securities through the medium of a member of a national
securities exchange, registered municipal securities dealers, registered securities information processors, and the
Municipal Securities Rulemaking Board.
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investment companies. The types of books and records required to be maintained by the various
regulated entities listed above are described in response to Question 8.4.

The Staff may exercise its authority to conduct examinations at any time, and the SEC has taken
the position that the statutory grant of authority contained in Section 17 “is unconditional except
for the requirement that any such record examination be ‘reasonable.””***

The SEC’s Examination and Inspection Program

OCIE administers the SEC’s nationwide examination and inspection program. Staff in
Washington, D.C. and in the SEC’s 11 regional offices conducts examinations of the nation’s
registered entities. The purpose of examinations is to detect fraud and other violations of the
securities laws, foster compliance with those laws, and help ensure that the SEC is continually
made aware of developments and areas of potential risk in the securities industry. The
examination program plays a critical role in encouraging compliance within the securities
industry, which in turn also helps to protect investors and the securities markets generally.

During examinations and inspections, Staff reviews the books and records of regulated entities,
interviews management and firm employees, and analyzes the entity’s operations. In most cases,
examinations include an on-site visit to the registrant’s offices by Staff. However, Staff also
conducts examinations that do not include on-site visits. In certain circumstances, the Staff may
not provide notice to a registrant in advance of an on-site visit. Under those circumstances, Staff
may arrive unannounced, thus providing a candid look at the registrant’s operations. In addition,
even when a registrant is contacted in advance of an examination, notice of the areas on which
the Staff intends to focus may not be provided in order to ensure that books, records and
activities are not altered or destroyed to prevent the Staff from detecting problems.

8.2

Can the regulator obtain books and records and request data or information from regulated
entities without judicial action, even in the absence of suspected misconduct, in response to:

a) A particular inquiry?

In general, neither judicial action nor the presence of suspected misconduct is required for Staff
to obtain books and records from entities registered with the SEC. This is true regardless of
whether the records are being sought by examination Staff in response to a particular inquiry or
as part of a routine examination. Registrants must make available, even without a subpoena, the
books and records requested by Staff pursuant to the SEC’s examination and inspection
authority.

124 Recordkeeping and Record Production Obligations of National Securities Exchanges and Registered

Securities Associations, Securities Exchange Act Release No. 16728 (October 12, 1979), 18 SEC Docket 670, 671.
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Types of Examinations Conducted in the Examination and Inspection Program

Routine or cycle examinations and inspections: OCIE conducts routine or cycle examinations
of the largest broker-dealer firms. ' OCIE also conducts routine or cycle examinations of
investment advisers, investment companies, transfer agents and NRSROs, as well as cyclical
reviews of third-party administrators of investment companies. These examinations are designed
to periodically test a registrant’s compliance with applicable laws and regulations. When
conducting such examinations, examination Staff generally request books and records relating to
multiple aspects of the registrant’s operations.

OCIE also conducts routine or cycle inspections of SROs to assess the adequacy of the SRO’s
regulatory programs and compliance with its regulatory duties. These inspections typically focus
on specific regulatory program areas. When conducting SRO inspections, the Staff generally
requests only records relevant to the program areas that are the subject of the inspection.

Routine examinations and inspections are discussed in more detail in response to Question 10.1.

Cause examinations: OCIE conducts cause examinations to focus on registrants that are the
subject of complaints, tips, press reports, or other information examiners may receive indicating
that a registrant might be engaged in possible fraudulent activities or otherwise be potentially
violating the securities laws. During a cause examination, the Staff generally requests only
records that are relevant to the suspected violations and issues noted in the complaint, tips, press
reports or other information.

Risk-targeted sweep examinations: OCIE conducts risk-targeted sweep examinations to focus
on particular compliance risks and to determine the extent, scope, and danger of emerging risks
in the regulated community. During risk-targeted sweep examinations, the Staff reviews risk
conditions and responsive compliance controls at a sample of firms. This approach allows the
Staff to obtain a more comprehensive view of any particular risk, assess the gravity of the risk,
evaluate the compliance performance of individual firms and compare it with that of their peers
and recommend regulatory solutions. When conducting risk-focused sweep examinations, Staff
generally request only records relevant to the specific activity, control, or compliance area that
are the focus of the sweep examinations.*?®

Recent focus areas during examinations have included, for example:
e Valuation of illiquid or difficult to price securities;
e Manipulative rumors;

e Sales of securities to seniors;

125 Additionally, FINRA and other SROs conduct routine examinations of their member firms.

126 When conducting risk-focused sweep examinations, Staff may expand an examination beyond the initial
focus of the examination if they find serious issues. In such cases, the Staff may request additional records from the

registrant as warranted by the circumstances.
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e Controls over non-public information and to prevent insider trading;

e Adequacy of advisers and funds’ compliance programs, supervision and governance;

e Undisclosed payments for business;

e Supervision and compliance over branch offices;

e Suitability of sales of complex structured products to retail investors;

e Advisers’ performance claims;

e Sales practices in sales of variable annuity products and variable life insurance;

e Pricing, mark-ups, disclosure, suitability, and underwriting of fixed-income securities;

e Auction rate securities;

e Compliance with the net capital rule;

e Best execution, and execution quality of algorithmic and automated trading systems;

e Compliance with short sale rules;

e Broker-dealers’ sales of microcap securities;

e Controls for information security and the prevention of identity theft;

e Anti-money laundering programs; and

e Business continuity planning.
Failure to Produce Books and Records in Response to Examinations and Inspections
If a registrant fails to produce books and records in response to an SEC examination request,
Staff in OCIE may refer the registrant to Staff in Enforcement for further action against the
registrant. With respect to a particular inquiry, the SEC may, without judicial action, issue
orders pursuant to Section 21(a)(1) of the Exchange Act which provides a mechanism to require
and quickly obtain written statements under oath from any person as to “all the facts and
circumstances” of a matter. In addition, Section 21(b) of the Exchange Act provides authority
for any member of the SEC or any officer designated by it, typically Enforcement Staff, to direct

subpoenas to any person to obtain testimony and documents, even in the absence of suspected
misconduct by the recipient or anyone else. As a law enforcement agency, the SEC may obtain
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information under 21(b) to satisfy its “official curiosity” that behaviour is consistent with the law
and the public interest.'?’

Certain provisions under the Securities Act, Advisers Act and Investment Company Act parallel
the authority to compel the production of testimony and documents provided under Section
21(b).*®® Thus, in addition to being able to obtain testimony and documents from any person, the
SEC has broad authority to look into any and all conduct covered by these titles.

8.2
b) On a routine basis?

As noted in response to Question 8.2(a), the SEC has the authority to obtain books and records
regardless of whether it needs to obtain such books and records to carry out a routine inquiry or
in relation to a specific inquiry.

8.3

Does the regulator have the power to supervise its authorized exchanges and regulated trading
systems through surveillance?

The SEC has the power to supervise authorized exchanges and regulated trading systems through
its authority to conduct SRO inspections and broker-dealer examinations. Subject to the SEC’s
oversight, SROs have the frontline responsibility for overseeing daily trading activities and
regulatory compliance on the exchanges.

SROs have congressionally mandated market surveillance responsibilities and have primary
surveillance authority over their marketplaces. Under Section 19(g)(1) of the Exchange Act,
SROs are obligated to comply with the Exchange Act and the rules and regulations thereunder,
as well as the SRO’s own rules. SROs are also required under Section 19(g)(1) to enforce
compliance with the securities laws by member firms and persons associated with those
members. The SEC has stated that Section 19(g)(1) obligates the exchanges, as SROs, to “ be
vigilant in surveilling for, evaluating, and effectively addressing issues that could involve
violations” of the securities laws, including trading violations.'*

The Office of Market Surveillance (OMS), located within Enforcement, works daily with the
SROs to detect, as early as possible, any anomalous market activity, including suspect trading by
particular persons or entities. SROs and OMS routinely surveil for, among other suspect

127 See US v. Morton Salt Co., 338 U.S. 632 (1950) and its progeny.

128 See Sections 19(c) of the Securities Act, 209(b) of the Advisers Act and 42(b) of the Investment Company
Act.
129 In re National Ass’n of Securities Dealers, Inc., Exchange Act Rel. No. 37538, at 3 (Aug. 8, 1996); In re

American Stock Exchange, LLC, Exchange Act Rel. No. 55507 (Mar. 22, 2007).
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activity, anomalous price and volume movements and potential insider trading. While the SROs
focus surveillance on their respective marketplaces, the SEC’s surveillance program covers all
domestic equity and options markets. Data collected by the SRO and OMS surveillance
programs provide an important and effective tool for SEC and SRO enforcement to timely
investigate potential violations of securities laws and, where warranted, bring an enforcement
action.

In addition, OCIE reviews the surveillance activity conducted by the SROs, including SRO
surveillance of trading that occurs on the exchanges. The Staff may also request and obtain
copies of SRO surveillance reports as necessary to assess an exchange’s market activity on a
specified date or in a particular security. The various automated surveillance programs used by
the SROs are discussed in more detail in response to Question 10.2.

OCIE further reviews trading systems through examinations of broker-dealers that operate as an
Alternative Trading System (ATS) or as an Electronic Communications Network (ECN). ATS
and ECN systems, while not regulated as exchanges, are venues for matching the buy and sell
orders of their subscribers. OCIE’s examinations of ATS and ECN operations are discussed in
more detail in Principle 10.1.*

8.4

Does the regulator have record-keeping and record retention requirements for regulated
entities?

The statutory recordkeeping and record retention requirements applicable to entities regulated by
the SEC are contained in three separate statutes: the Exchange Act, the Investment Company Act
and the Advisers Act. These provisions and their implementing rules and regulations are
described below.

The Exchange Act and rules thereunder require national securities exchanges, national securities
associations, registered clearing agencies and the Municipal Securities Rulemaking Board to
maintain copies of all documents, including all correspondence, memoranda, papers, books,
notices, accounts, and other such records they make or receive in the course of their business and
self-regulatory activity.™*" They also require members of a national securities exchange and
brokers and dealers to make and keep extensive records relating to their businesses. Exchange
Act Rule 17a-3 sets forth the basic recordkeeping requirements applicable to these entities.
Examples of records required to be made and kept current under Exchange Act Rule 17a-3
include records of trades, receipts or deliveries of securities; records of positions held in various
securities; records of disbursements of cash and other debits or credits; certain account balances;

130 Additionally, as discussed in the response to Question 7.2(a)(ii), TM’s Automation Review Program (ARP)

group conducts reviews of the information technology systems operated by the exchanges, clearing agencies, and
certain high-volume ATSs to ensure that the systems have sufficient capacity and resiliency to accommodate
conditions of increased volume and disruptions to normal operations.

1 Exchange Act Rule 17a-1.
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computations of the firm’s net capital and indebtedness; financial statements; trade
confirmations; communications received or sent by the firm which relate to the firm’s business;
customer complaints; compliance records; and other records. The retention requirements
applicable to such records vary depending on record type.**

Investment companies are required under Section 31(a) of the Investment Company Act to
maintain records as the SEC prescribes by rules and regulations, as necessary or appropriate in
the public interest or for the protection of investors. The SEC has implemented Section 31(a) by
adopting Investment Company Act Rules 31a-1 and 31a-2. Some examples of records
investment companies must maintain and keep current under Investment Company Act Rule 31a-
1 include: records of purchases or sales of securities (including redemptions); records of
portfolio securities positions and securities positions carried by the investment company for its
own account; corporate organizational documents of the investment company; records of
brokerage orders; and investment advisory material received from the investment company’s
investment adviser. The required retention periods for records required to be kept by investment
companies vary depending on record type.*** For additional discussion of recordkeeping and
record retention requirements that are applicable to investment companies, see responses to
Questions 17.11 and 18.8.

Investment Advisers are required under Section 204(a) of the Advisers Act to make and keep
certain records as prescribed by the SEC, as necessary or appropriate in the public interest or for
the protection of investors. The SEC has implemented Section 204(a) by adopting Investment
Company Act Rule 204-2, which requires registered investment advisers to maintain certain
books and records that relate to the adviser’s advisory business, and sets forth the applicable
retention periods for such records. Examples of the books and records that are required under
Rule 204-2 are: records of cash receipts and disbursements; check books; bank statements; bills;
certain written communications received or sent by the investment adviser; financial statements;
records of accounts in which the investment adviser is vested with discretionary power with
respect to the funds, securities or transactions of a client; powers of attorney; client agreements;
and the investment adviser’s code of ethics and records relating to violations thereof.

If the investment adviser has custody or possession of funds or securities of any client, it is
required to keep certain additional records, such as: records of purchases or sales of securities for
such clients and copies of trade confirmations; and records of securities in which each such client
has a position and the location of such securities.

In general, records required to be made under Advisers Act Rule 204-2 must be maintained and
preserved in an easily accessible place for at least five years (the first two years in an appropriate
office of the investment adviser).

132 The basic retention rules applicable to records required to be maintained by brokers, dealers and national

securities exchanges are set forth in Exchange Act Rule 17a-4.

133 The basic rule setting forth the retention periods applicable to investment companies is Investment

Company Act Rule 31a-2.
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Pursuing Violations of the SEC’s Books and Records Rules

The SEC has authority to pursue violations of the recordkeeping and record retention
requirements in enforcement actions. With such actions, the SEC can seek, among other relief,
injunctive, remedial and other sanctions, including penalties to deter future violations of these
requirements. For example, in November 2008, in an action brought solely based on violations
of books and records requirements, the SEC successfully obtained civil monetary penalties of
$100,000 against a broker-dealer, and $30,000 against its Chief Compliance Officer for aiding
and abetting the violations. ***

8.5
Are regulated entities required:
a) To maintain records concerning client identity?

Registrants are required to maintain certain records concerning client identity pursuant to certain
regulations promulgated under the Bank Secrecy Act (BSA),** as amended, and the Patriot
Act.’*® The BSA, initially adopted in 1970, established the basic framework for anti-money
laundering obligations imposed on financial institutions. Among other things, it authorizes the
Secretary of Treasury to issue regulations requiring financial institutions to keep records and file
reports on financial transactions that may be useful in investigations and prosecuting money
laundering and other financial crimes. Section 326 of the Patriot Act amended BSA to require
financial institutions to establish written customer identification programs (CIP).

Under 31 C.F.R. §103.122, registered broker-dealers must establish, document and maintain a
CIP appropriate for the broker-dealer’s size and business that, at a minimum, includes:

e risk-based procedures for verifying the identity of each customer to the extent reasonable
and practicable;

e procedures for opening an account that specify identifying information that will be
obtained from each customer, including the name, date of birth (for an individual),
address and identification number (e.g., a tax identification number) of the customer;

e procedures for making and maintaining a record of all information obtained pursuant to
prescribed CIP procedures;

e procedures for determining whether a customer appears on any list of known or suspected
terrorists or terrorist organizations issued by any federal government agency; and

134 In the Matter of vFinance Investments, Inc., et al., 2008 SEC LEXIS 3159, available at
www.sec.gov/litigation/aljdec/2008/id360rgm.pdf.

135 The Bank Secrecy Act is codified at 31 U.S.C. §§ 5311 et seq.

136 Pub. L. No. 107-56, 115 Stat. 296 (2001).
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e procedures for providing customers with adequate notice that the broker-dealer is
requesting information to verify their identities.

The books and records rules under Exchange Act Rule 17a-3 also require brokers and dealers to
make and keep current account records including the customer’s or owner’s name, tax
identification number, address, telephone number, date of birth, employment status, annual
income, net worth and the account’s investment objectives.

The Treasury has determined that mutual funds should be considered “financial institutions” for
certain purposes and thus specified BSA rules are applicable to mutual funds.”*” Under 31
C.F.R. §103.131, mutual funds*® are also required to implement a CIP appropriate for the fund’s
size and type of business that, at a minimum, includes:

e for a mutual fund relying on documents to identify the identity of the customer,
procedures that set forth the documents that the mutual fund will use;

e for a mutual fund relying on non-documentary methods to identify the identity of the
customer, procedures that describe the non-documentary methods the mutual fund will
use;

e Dbased on the mutual fund’s risk assessment of a new account opened by a customer that is
not an individual, procedures for obtaining information about individuals with authority
or control over such account, including persons authorized to effect transactions in the
shareholder of record’s account, in order to verify the customer’s identity;

e procedures for responding to circumstances in which the mutual fund cannot form a
reasonable belief that it knows the true identity of a customer.

e procedures for making and maintaining a record of all information obtained pursuant to
certain rules relating to the CIP;

e procedures for determining whether a customer appears on any list of known or suspected
terrorists or terrorist organizations issued by any federal government agency; and

e procedures for providing customers with adequate notice that the investment company is
requesting information to verify their identities.

The books and records rules under Advisers Act Rule 204-2 require investment advisers to make
and keep current records that have the effect of maintaining clients’ identities, including a list of

ol Interim Final Rule of the Department of the Treasury: 67 Fed. Reg. 21117 (April 29, 2002). The
implementing CIP rules under the Patriot Act are located in Part 103 of Title 31 of the Code of Federal Regulations.
138 Under 31 C.F.R. § 103.131, a mutual fund is defined as an investment company that is an “open-end
company” under Section 5 of the Investment Company Act, that is registered with the SEC under Section 8 of the
Investment Company Act.
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all accounts over which the adviser has discretionary authority, and copies of all written
agreements entered into with clients.

Pursuant to Section 17(a) of the Exchange Act and Rule 17a-8 thereunder, the SEC may bring
enforcement actions for violations of certain reporting, recordkeeping and record retention
requirements promulgated under BSA, including those that relate to a broker-dealer’s CIP. In
2008, for example, the SEC successfully filed and settled an action against one of the world’s
largest online broker-dealers and its affiliated clearing firm for failure to comply with the CIP
rule of BSA and the broker-dealer’s own documented CIP. In settlement, the firms agreed to the
imposition of a censure and cease-and-desist order, payment of civil money penalties in the total
amount of $1 million, and the engagement of an independent compliance consultant to review
and test the CIP to ensure compliance with applicable regulatory requirements.**

8.5

b) To maintain records that permit tracing of funds and securities in and out of
brokerage and bank accounts related to securities transactions?

As discussed in the response to Question 8.4, under Exchange Act Rule 17a-3, brokers and
dealers are required to keep and maintain records showing cash positions and securities
purchased, sold, received or transferred to or from customer accounts. Additionally, several
BSA rules under Part 103 of Title 31 of the Code of Federal Regulations require broker-dealers
to obtain and keep certain records relating to the transfer of funds to or from the firm. Certain
key provisions of those requirements are discussed below.

First, the “Joint Rule,” 31 C.F.R. § 103.33(f), requires broker-dealers to obtain and keep certain
information concerning the transmitter and the recipient of a transfer or transmittal of funds
totaling $3,000 or more when the broker-dealer is acting as either the transmitter’s financial
institution or the recipient’s financial institution.*°

Second, the “Travel Rule,” 31 C.F.R.8 103.33(qg), requires broker-dealers to ensure that certain
information “travel with” the transmittal order for all wire transfers of $3,000 or more.***

139 In the Matter of E*Trade Clearing LLC and E*Trade Securities LLC (Administrative Proceeding
3-13106, July 30, 2008), available at http://www.sec.gov/litigation/admin/2008/34-58250.pdf

10 31 C.F.R. § 103.33 provides for exemptions from the Joint Rule for certain transactions, including

transactions where the broker-dealer is either a transmitter to, or a recipient from, another broker-dealer, bank,
domestic subsidiary of a bank chartered in the United States, domestic subsidiary of a broker-dealer, federal agency
or instrumentality, or a state or local government.

11 31 C.F.R. § 103.33 provides for exemptions from the Travel Rule for certain transactions, including
transactions where the broker-dealer is either a transmitter to, or a recipient from, another broker-dealer, bank,
domestic subsidiary of a bank chartered in the U.S., domestic subsidiary of a broker-dealer, federal agency or
instrumentality, or a state or local government.
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Broker-dealers are also required under 31 C.F.R. 88 103.33(b) and 103.33(c) to retain a record of
each advice, request or instruction received or given regarding any transaction resulting in, or
intended to result in, the transfer of currency or other monetary instruments, funds, checks,
investment securities, or credit of more than $10,000 to or from any person, account, or place
outside of the United States.

Under 31 C.F.R. § 103.35(b)(3), broker-dealers are required to retain a record of any remittance
or transfer of funds, or of currency, checks, other monetary instruments, investment securities, or
credit, of more than $10,000 to a person, account, or place, outside the United States.

Under 31 C.F.R. § 103.23, broker-dealers are required to report and keep records regarding
transactions where the firm is either importing or exporting currency or monetary instruments in
an amount exceeding $10,000. Specifically, each person (including a broker-dealer) who
physically transports, mails, or ships currency or monetary instruments in excess of $10,000 at
one time out of or into the United States (and each person who causes such transportation,
mailing, or shipment), must file a Report of International Transportation of Currency or
Monetary Instruments.

Lastly, 31 C.F.R. 8 103.35(b)(4) requires firms to retain a record of any receipt of currency, other
monetary instruments, checks, or investment securities and of each transfer of funds or credit, of
more than $10,000 received on any one occasion directly and not through a domestic financial
institution, from any person, account or place outside the United States.

8.5
c) To put in place measures to minimize potential money laundering?
Anti-Money Laundering Program Requirements

Currently, as a result of the Patriot Act and its implementing rules, there are a number of AML
obligations that are applicable to broker-dealers, mutual funds, and registered trust companies
such as DTC. Under Section 352 of the Patriot Act, those obligations include: (1) the
development of internal policies, procedures, and controls; (2) the designation of a compliance
officer; (3) an ongoing employee training program; and (4) an independent audit function to test
programs. Broker-dealers can satisfy the AML requirements under Section 352 by implementing
and maintaining an AML compliance program that complies with the applicable requirements of
the SRO governing such programs.**?

NASD Rule 3011 and NYSE Rule 445 require their member organizations to establish risk-
based AML compliance programs. Under both NASD Rule 3011 and NYSE Rule 445, a
member (broker-dealer) organization’s AML program must be in writing and include, at a
minimum: (1) policies, procedures, and internal controls reasonably designed to achieve
compliance with BSA and its implementing rules; (2) policies and procedures reasonably

12 31 C.F.R. § 103.120(c) (2009).
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expected to detect and cause the reporting of suspicious transactions required to be filed by
financial institutions under certain provisions of BSA, as amended, and their implementing
regulations (see below for further discussion regarding suspicious activity reporting requirements
applicable to financial institutions); (3) the designation of an AML compliance officer, including
notification to the SROs; (4) ongoing AML employee training; and (5) an independent test of the
firm’s AML program, annually for most firms.
Under Investment Company Act Rule 0-11,** mutual funds are subject to the CIP requirements
under BSA and their implementing regulations. Those regulations require mutual funds to
develop and implement a written AML program reasonably designed to: prevent the mutual fund
from being used for money laundering or the financing of terrorist activities; achieve and
monitor compliance with the applicable BSA requirements and implementing regulations
promulgated thereunder by Treasury.*** The AML program must, at a minimum: (1) establish
and implement policies, procedures, and internal controls reasonably designed to prevent the
mutual fund from being used for money laundering or the financing of terrorist activities and to
achieve compliance with the applicable provisions of BSA and the implementing regulations
thereunder; (2) provide for independent testing for compliance to be conducted by the mutual
fund's personnel or by a qualified outside party; (3) designate a person or persons responsible for
implementing and monitoring the operations and internal controls of the program; and (4)
provide ongoing training for appropriate persons.

Additionally, Investment Company Act Rule 38a-1(a)(1) requires registered investment
companies and business development companies to adopt and implement written policies and
procedures “reasonably designed to prevent violation of the Federal Securities Laws by the
fund.”** The Rule defines the “Federal Securities Laws” as including BSA as it applies to
funds, and any rules adopted thereunder by the SEC or Treasury.**°

Although investment advisers are not currently subject to AML requirements under BSA,
FinCEN, a bureau within Treasury, which is the administrator of BSA, has stated that it is in the
process of considering whether and to what extent it should impose BSA requirements on
investment advisers and similar entities.**” Additionally, FinCEN has stated that, because

13 17 C.F.R. § 270.0-11 (2009).
144 31 C.F.R. § 103.130 (2009).
15 17 C.F.R. § 270.38a-1(a)(1) (2009).

146 17 C.F.R. § 270.38a-1(e)(1) (2009).
all In May 2003, FinCEN issued a proposed rulemaking that would have required certain investment advisers
to implement anti-money laundering programs under BSA. FinCEN Proposed Rulemaking: Anti-Money Laundering
Programs for Investment Advisers, 68 Fed. Reg. 23647 (May 5, 2003). However, in June 2007, FinCEN announced
that it would be taking a fresh look at BSA regulation to ensure that it is being applied efficiently and effectively
across the industries that FInCEN regulates and the industries FInCEN has proposed to regulate. As part of that
initiative, FInCEN decided to withdraw its May 2003 rule proposal while it considers whether and to what extent it
should impose requirements under BSA on investment advisers and similar entities. FInCEN Withdrawal of Notice
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investment advisers must conduct financial transactions for their clients through other financial
institutions that are subject to BSA requirements, “their activity is not entirely outside the current
BSA regulatory regime.”**®

Suspicious Activity Reporting Requirements

Section 356 of the Patriot Act amended BSA to require financial institutions to monitor for, and
report, certain Suspicious Activity Report (SAR) reporting to FINCEN. Under Treasury’s SAR
rules, broker-dealers'*® and mutual funds™® are required to file a suspicious activity report if: (1)
a transaction is conducted or attempted to be conducted by, at, or through the broker-dealer or a
mutual fund; (2) the transaction involves at least $5000; and (3) the broker-dealer or mutual fund
knows, suspects, or has reason to suspect that the transaction involves funds from an illegal
activity, is designed to evade requirements of BSA, has no business or apparent lawful purpose,
and the broker-dealer or mutual fund knows of no reasonable explanation for the transaction after
examining the available facts, or involves the use of the broker-dealer or mutual fund to facilitate
criminal activity.

Broker-dealers and mutual funds must report the suspicious activity using a form Treasury has
issued for the securities and futures industry, the SAR-SF. In situations involving violations that
require immediate attention, however, firms must immediately telephone an appropriate law
enforcement authority in addition to filing a SAR.

OCIE, along with Enforcement, created the SEC’s SAR Alert Message Line to centralize calls
made to the SEC about SAR filings. Additionally, firms wishing to voluntarily report suspicious
transactions that may relate to terrorist activity can call Treasury’s FINCEN hotline. Calling the
SEC SAR Alert Message Line does not alleviate a firm’s obligation to file a SAR or notify an
appropriate law enforcement authority.

Anti-Money Laundering Reviews Conducted by the SEC

As part of the SEC’s examination program, OCIE reviews all types of records registrants are
required to keep under the anti-money laundering rules. In addition to conducting anti-money
laundering reviews as part of its routine oversight examinations of registrants, OCIE has also
conducted special anti-money laundering examinations that focus on anti-money laundering
across a sample of firms. Staff may also conduct cause examinations where there have been
specific indications of wrong-doing which may involve money-laundering.

of Proposed Rulemaking; Anti-Money Laundering Programs for Investment Advisers, 73 Fed. Reg. 65568 (Nov. 4,
2008).

148 FinCEN Withdrawal of Notice of Proposed Rulemaking; Anti-Money Laundering Programs for Investment

Advisers, 73 Fed. Reg. 65568 (Nov. 4, 2008).
19 31 C.F.R. § 103.19 (2009).

150 31 C.F.R. § 103.15 (2009).
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Enforcement and OCIE review, in both the enforcement and examination contexts, all new SAR-
SF forms that are filed. SARs are reviewed by the SEC for three primary purposes: (1) to
identify any information that may relate to existing Enforcement investigations or OCIE
examinations; (2) to identify any ongoing matters that should be referred for a possible new
Enforcement investigation or OCIE examination; and (3) to identify any ongoing securities fraud
matters that merit further investigation or examination by FINRA or a state or federal law
enforcement agency.

The SEC’s proactive review of SARs has resulted in a number of new investigations and
examinations and has assisted in many active investigations and examinations.

Both the SROs and the SEC vigorously enforce compliance with securities laws and rules
directed at minimizing potential money laundering.

8.6

Does the regulator have the authority to determine or have access to the identity of all
customers of regulated entities?

The SEC has the authority to determine or access the identity of all customers of registrants
pursuant to SEC rules requiring registered entities to maintain specified books and records and
the SEC’s statutory authority to examine such books and records.

Specifically, Section 17(a) of the Exchange Act provides that certain registrants, including
brokers and dealers, must make and preserve such records as the SEC, by rule, prescribes as
necessary or appropriate in the public interest, for the protection of investors, or otherwise in
furtherance of the securities laws.*** Exchange Act Rule 17a-3 requires registered brokers and
dealers to make and keep current account records including the customer’s or owner’s name, tax
identification number, address, telephone number, date of birth, employment status, annual
income, net worth and the account’s investment objectives. Additionally, Exchange Act Rule
17a-8 requires registered brokers and dealers to comply with the reporting, recordkeeping and
record retention requirements of BSA,* which includes the previously discussed rules requiring
broker-dealers to establish, document and maintain a written CIP. Thus, under Exchange Act
Section 17(a) and 17(b), and Exchange Act Rules 17a-3 and 17a-8, the SEC has access to the
identities of customers of brokers and dealers.

Similarly, the SEC has access to the identities of customers of registered investment companies.
Section 31(a) of the Investment Company Act requires registered investment companies, among
other entities, to maintain and preserve such records as the SEC prescribes by rule. Mutual funds

11 See also, Recordkeeping and Record Production Obligations of National Securities Exchanges and

Registered Securities Associations, Securities Exchange Act Release No. 16728 (October 12, 1979), 18 SEC Docket
670, 671.

152 31 C.F.R. Part 103.
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must maintain records regarding the identity of their clients because, under Investment Company
Act Rule 0-11, mutual funds are subject to BSA’s CIP requirements. *** Additionally, the
previously-discussed CIP rules applicable to mutual funds under BSA were adopted by the
SEC.™ As such, SEC staff may examine all records containing the identities of a registered
investment company maintained under those rules.'*®

Finally, the SEC has access to the identities of customers of registered investment advisers
pursuant to its examination authority under Section 204(a) of the Advisers Act. Although
investment advisers are not subject to the CIP requirements under BSA, under Rule 204-2 of the
Advisers Act, an investment adviser must maintain certain records that, as practical matter,
include the identities of its clients. For example, under Rule 204-2, investment advisers are
required to maintain records of all accounts in which the investment adviser is vested with any
discretionary power with respect to the funds, securities or transactions of any client; copies of
written agreements entered into by the adviser with any client; powers of attorney granting any
discretionary authority by any client; and statements sent to any client or prospective client.

We note that Section 210(c) generally permits investment advisers engaged in rendering
investment supervisory services to maintain the confidentiality of the identity of its clients, even
during examinations by SEC staff."®® Pursuant to its authority under Section 210(c), the SEC
provided in Rule 204-2(d) of the Advisers Act that any books or records required under Rule
204-2 may be maintained by the investment adviser “in such a manner that the identity of any
client to whom such investment adviser renders investment supervisory services is indicated by
numerical or alphabetical code or some other designation.” However, an investment adviser may
not rely on Rule 204-2(d) to avoid disclosure of a client’s identity during an examination unless
it has maintained records in a manner that is consistent with the rule in the ordinary course of its
business.”’ Furthermore, based on our experience, investment advisers rarely seek to avoid
disclosure of a client’s identity by relying on Section 210(c) of the Advisers Act or Rule 204-
2(d) thereunder.

153 Customer lIdentification Programs for Mutual Funds, Investment Company Act Release No. 26031 (April

29, 2003), 67 Fed. Reg. 48,318 (May 9, 2003).

154 Id

155 In addition, Investment Company Act Rule 38a-1 requires each registered investment company and

business development company to maintain a copy of the policies and procedures adopted by such registrant under
the rules that are currently in effect, or were in effect at any time within the past five years. The rule covers, among
other things, records relating to policies and procedures adopted by a registrant under BSA that are reasonably
designed to prevent violations of the Federal Securities Laws by the registrant. Rule 38a-1 defines the “Federal
Securities Laws” as including BSA as it applies to funds, and any rules adopted thereunder by the SEC or Treasury.
156 Section 210(c) of the Advisers Act states “no provision of this title shall be construed to require, or to
authorize the Commission to require an investment adviser engaged in rendering supervisory services to disclose the
identity of any client of such adviser...”. However, Section 210(c) also provides for an exception when such
disclosure may be necessary or appropriate in an enforcement investigation or proceeding.

7 Brief of the SEC, Appellee at 38-39, Barr Financial Group, Inc. v. SEC, No. 99-12027 (11" Cir. June 6,
2000).
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As with all documents required to be kept by regulated entities under Sections 17(a) and (b) of
the Exchange Act, Section 204 of the Advisers Act, Section 31 of the Investment Company Act,
and the rules thereunder, SEC enforcement staff is able to, without subpoena, obtain documents
relating to the identity of customers and clients of regulated entities. The SEC may seek to
enforce its right to inspect or obtain such required documents with the filing of a civil injunctive
action. Thereafter, continuance of failures to permit examination or production of required
documents may result in civil and/ or criminal sanctions for contempt of court.

The SEC also has the authority to determine or access the identity of all customers or clients of
regulated entities under its powers of subpoena. Section 21(b) of the Exchange Act provides
authority for any member of the Commission or any officer designated by it to direct subpoenas
to any person to obtain testimony and documents. As noted in response to Question 8.2, in
practice, Section 21(b) authorizes the SEC to designate specific staff as officers of the
Commission, empowered to administer oaths and affirmations, subpoena witnesses, compel their
attendance, take evidence, and require the production of any books, papers, correspondence,
memoranda, or other records deemed relevant or material to the inquiry.

As discussed in response to Question 8.2, certain provisions under the Securities Act, Advisers
Act and Investment Company Act parallel the authority to compel the production of testimony
and documents provided under Section 21(b).*®

8.7

Where a regulator out-sources inspection or other regulatory enforcement authority to an
SRO or a third party:

a) Does the regulator supervise the outsourced functions of third parties?

The SEC does not outsource inspection or other regulatory enforcement authority to SROs or
third parties. Rather, SROs regulate certain types of entities that are also subject to oversight
regulation by the SEC. While broker-dealers are primarily regulated by the SROs of which they
are members, they are also regulated by the SEC both directly (through oversight examinations
and enforcement actions) and indirectly through the SEC’s regulation of the SROs which
regulate broker-dealers.

Under Sections 5, 6 and 15A of the Exchange Act, national securities exchanges and national
securities associations are required to be registered with the SEC (except for those which the
SEC exempts from registration pursuant to certain provisions under the Exchange Act). Neither
an exchange nor a securities association can be registered unless the SEC determines that its
rules are designed, among other things, “to prevent fraudulent and manipulative acts and
practices, to promote just and equitable principles of trade,” and to provide for appropriate

158 See Sections 19(c) of the Securities Act, 209(b) of the Advisers Act and 42(b) of the Investment Company
Act.
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discipline of its members for any violation of its own rules or the securities laws.™
Additionally, Section 19(g)(1) of the Exchange Act requires each SRO to comply with, and
enforce compliance with, the provisions of the Exchange Act, the rules and regulations
thereunder, and the SRO’s own rules.

The SEC oversees an SRO’s continuing compliance with these obligations through a variety of
means. First, OCIE conducts oversight examinations of broker-dealers, during which
examination Staff analyze and sample a broker-dealer’s records from the same time period and
focus areas that the SRO reviewed during its examination. These examinations serve the dual
purposes of evaluating the quality and effectiveness of an SRO’s examination of its member
firms, as well as detecting violations or compliance risks at broker-dealers. In addition to
conducting oversight examinations of broker-dealers, OCIE conducts comprehensive inspections
of the SROs’ regulatory programs. During these inspections, OCIE reviews the SROs’
examination and surveillance programs for member financial responsibility and operational
compliance, the SROs’ regulatory programs for monitoring trading activity; and disciplinary,
listing, membership and arbitration programs. OCIE’s SRO inspections and broker-dealer
oversight examinations are discussed in more detail in response to Question 10.1(a).

In some cases, an SRO may enter into a Regulatory Services Agreement (RSA) with a registered
third-party SRO whereby the third-party SRO agrees to perform certain regulatory obligations of
the procuring SRO. In such cases, the procuring SRO remains responsible for meeting its
regulatory obligations under the Exchange Act. As such, OCIE conducts inspections that focus
on the procuring SRO to ensure that it is appropriately overseeing compliance for all activities on
its exchange, including those activities directly monitored by the third-party SRO pursuant to the
RSA, as well as inspections that focus on the third-party SRO to ensure that it is appropriately
administering its contracted regulatory obligations.

Additionally, under Exchange Act Rule 17d-2, any two or more SROs may file with the SEC a
plan to allocate among the SROs the regulatory responsibilities of such SROs specified in the
Exchange Act. If declared effective by the SEC, any SRO which is a party to the plan is relieved
of its regulatory responsibility to the extent that such responsibility is allocated under the plan to
another SRO. Currently, SROs have several Rule 17d-2 agreements in effect, including
agreements to allocate examination and regulation of members, agreements to allocate
surveillance and oversight of firms’ options exercise advices on expiration date, as well as to
monitor for compliance with the SEC’s rules regarding options position limits and exercise
limits.

The SEC may bring an enforcement action against an SRO for failure to act or adequately
perform required functions. For example, the SEC has brought actions against SROs for, among
other violations, failures to: safeguard its participants’ funds,**® adequately respond to

159 Exchange Act 88§ 6(b), 15A.

160 In the Matter of Stock Clearing Corporation of Philadelphia and Philadelphia Depositary Trust Company,
Securities Exchange Act of 1934 Release No. 38918, August 11, 1997, available at

www.sec.goV/litigation/admin/3-9360.txt.
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misconduct by its members,*®* discipline members and improve surveillance capabilities to
match increase in trading volume,*®* and to develop and implement adequate procedures of
surveillance to prevent trading ahead of customer orders.'®®

The SEC is also authorized to bring enforcement action for violations of, or to command
compliance with, SRO rules under Section 21(f) of the Exchange Act, where it appears to the
SEC that the SRO is unable or unwilling to take appropriate action in the public interest and for
the protection of investors, or where such action is “necessary or appropriate in the public
interest or for the protection of investors.” **

8.7

b) Does the regulator have full access to information maintained or obtained by the
third parties?

Exchange Act Rule 17a-1(c) requires that SROs, upon request of any representative of the SEC,
promptly furnish to such representative copies of any documents the SRO makes or receives in
the course of its business as such and in the conduct of its self-regulatory activity. Because there
are currently no third parties other than SROs performing regulatory services, the SEC has full
access to information maintained by all third-parties.

Consistent with its comprehensive oversight of SROs, SEC enforcement also has full access to
information maintained or obtained by an SRO in connection with the SRO’s examination or
enforcement functions. Further, the SEC can also subpoena documents from any person
pursuant to its subpoena powers described in response to Question 8.2.

8.7

c) Can the regulator cause changes/improvements to be made in the third parties’
processes?

OCIE conducts inspections of SROs to assess their compliance with federal securities laws, rules
and regulations and to evaluate the SRO’s programs for overseeing, enforcing, and disciplining

le1 In the Matter of National Association of Securities Dealers, Inc., Securities Exchange Act Release No.

37538, August 8, 1996, available at www.sec.gov/litigation/admin/3437538.txt.

162 In the Matter of the Chicago Stock Exchange, Securities and Exchange Act Release No. 48566, September

30, 2003, available at www.sec.gov/litigation/admin/34-48566.htm.

163 In the Matter of Boston Stock Exchange, Inc. and James B. Crofwell, (action against the SRO and its

President) Securities Exchange Act Release No. 56352, September 5, 2007, available at
www.sec.gov/litigation/admin/2007/34-56352.pdf.

lo4 See SEC v. Credit Suisse First Boston Corporation, 02 CV 00090 (RWR) (D.D.C.), SEC Litigation Release
No. 17327, January 22, 2002 available at http://www.sec.gov/litigation/litreleases/Ir17327.htm.
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its members for compliance with federal securities laws and rules, and the SRO’s own rules. If
during an inspection OCIE identifies violations of federal securities laws by an SRO, or
deficiencies in an SRO’s programs for regulating its members, OCIE recommends to the
Commission that it authorize the Staff to issue an inspection report to the SRO noting the
deficiencies and recommending that the SRO take corrective action. The SRO must submit a
written response describing the corrective measures it plans to implement with respect to each
deficiency noted in OCIE’s inspection report.

If OCIE identifies inconsistencies between the SRO’s practices and its rules, OCIE may refer the
matter to TM for a determination whether the SRO should implement new rules or amend its
existing rules. Further, if OCIE identifies significant deficiencies in an SRO’s regulatory
programs that prevent the SRO from fairly and meaningfully enforcing compliance by its
members with federal securities statutes, SEC rules or the SRO’s rules, OCIE may refer the
matter to Enforcement for further action against the SRO.

Referrals to the Division of Trading and Markets

Under Section 19(b)(3)(B) of the Exchange Act, the SEC has the authority to put into effect
summarily a proposed rule change, if it appears to the SEC that such action is necessary for the
protection of investors, the maintenance of fair and orderly markets, or the safeguarding of
securities or funds. In addition, pursuant Section 19(c) of the Exchange Act, the SEC, by rule,
may abrogate, add to, and delete from the rules of a registered exchange as the SEC deems
necessary or appropriate to insure the fair administration of the registered exchange, to conform
its rules to requirements of the Exchange Act and the rules and regulations thereunder applicable,
or otherwise in furtherance of the purposes of the Exchange Act.

The SEC can also cause changes/improvements to be made in SRO processes by utilizing its
authority to review SRO rule-change filings under Section 19(b) of the Exchange Act and Rule
19b-4 thereunder. Under Section 19(b)(1) of the Exchange Act, an exchange must file any
proposed change in, addition to, or deletion from the rules of the exchange with the SEC. Once
filed, the SEC must publish a notice of the filing for public comment in the Federal Register.
Thereafter, if the proposed rule change was filed pursuant to Section 19(b)(2) of the Act, the
SEC must, within 35 days of publication of the notice, approve the proposed rule change by
order or institute proceedings to determine whether the proposed rule change should be
disapproved. After publication, if comment letters received by the SEC raise significant issues,
the Staff will try to obtain the registered exchange’s consent to extend the 35-day period and may
request that the exchange respond to comments by submitting a comment letter or amending the
proposal. The SEC must approve a proposed rule change if it finds that the proposed rule change
is consistent with the requirements of the Exchange Act and the rules and regulations thereunder
applicable to the exchange. If the SEC cannot make such a finding, it must institute proceedings
to determine whether such proposed rule change should be disapproved.

There are also certain proposed rule changes that may be filed under Section 19(b)(3)(A) of the

Exchange and take effect upon filing (i.e., without need for specific SEC approval). Although
rule changes filed under Section 19(b)(3)(A) are immediately effective, the SEC may abrogate
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the rule within 60 days of the date of filing if necessary or appropriate in the public interest, for
the protection of investors or otherwise in furtherance of the purposes of the Exchange Act.

Action by the Division of Enforcement

In the context of an enforcement action, the SEC can obtain remedies resulting in changes and
improvements to SRO processes. For example, one SEC Order making findings and imposing
remedial sanctions against an SRO, required the SRO to, among other changes and
improvements:'®®

e enhance training programs for all members of the regulatory staff responsible for
surveillance, investigation, examination and discipline, that addresses compliance with
the federal securities laws and the SRO’s own rules; and

e retain a third party auditor not unacceptable to the SEC staff to conduct a comprehensive
audit of the SRQO’s surveillance, examination, investigation and disciplinary programs.
The SRO was required to fully cooperate with the audit, and develop a written plan of
corrective action to implement recommendations within a specified time period. All
results of the audit were required to be reported to the SEC within a specified time period
and the SEC retained full access to the work of the auditor.

In another example, an SEC order required the SRO to, consistent with parameters set out in the
Order, create a “Regulatory Oversight Committee” to advise the SRO’s Board of Governors
about regulatory, compliance and enforcement matters.**

8.7

d) Are these parties subject to disclosure and confidentiality requirements that are no
less stringent than those applicable to the regulator?

FINRA and other SROs that are responsible for regulating registrants are subject to
confidentiality requirements with respect to records and information that the SEC shares with
them pursuant to MOUSs or access request letters (see responses to Questions 12.5 and 12.6 for
additional discussion regarding the SEC’s use of MOUs and access request letters). In general,
records and information the SEC shares with SROs are nonpublic. The MOUs and access
request letters require the SROs to protect the confidentiality of such records and information
from further disclosure or dissemination.

165 In the Matter of Boston Stock Exchange, Inc. and James B. Crofwell, (action against the SRO and its

President) Securities Exchange Act Release No. 56352, September 5, 2007, available at
www.sec.gov/litigation/admin/2007/34-56352.pdf.

16 In the Matter of the Chicago Stock Exchange, Securities and Exchange Act Release No. 48566, September

30, 2003, available at www.sec.gov/litigation/admin/34-48566.htm.
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While SROs are not subject to specific statutory or rule-based confidentiality or disclosure
requirements, SROs generally require their employees to adhere to written confidentiality and
disclosure policies and procedures. In cases where an SRO performs regulatory functions for a
third-party SRO pursuant to a Regulatory Services Agreement (RSA), the parties to the RSA are
generally subject to confidentiality and disclosure requirements contained in the RSA or a
separate confidentiality agreement.
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Enforcement — Principle 9

The regulator should have comprehensive enforcement powers.

Assessment
Fully Implemented.
9.1

Does the regulator or other competent authority within the jurisdiction have the investigative
and enforcement power to enforcement compliance with the laws and regulations relating to
securities activities?

The SEC enforces compliances with the laws and regulations relating to securities activities by
conducting investigations and bringing enforcement actions where appropriate.

Investigative Powers

The SEC has broad authority to investigate actual or potential violations of the federal securities
laws and to determine the scope of its investigations and the persons and entities subject to
investigation.™®” An SEC investigation can be conducted through one of two methods. The SEC
can rely on the voluntary cooperation of individuals and entities to obtain information through
documents or testimony. If the SEC relies on voluntary cooperation, it cannot issue subpoenas
or require or administer oaths or affirmations. Alternatively, the SEC can authorize a formal
order of investigation, which grants the SEC staff the power to issue subpoenas and administer
oaths, take testimony and compel the production of documents.

SEC investigative proceedings are non-public. The SEC’s Rules Relating to Investigations
provide witnesses certain procedural protections, such as the right to have a lawyer present when
testifying, and to review the Commission’s formal order of investigation. A witness can also
assert his or her Fifth Amendment protection against self-incrimination.

167 The following statutes authorize the SEC’s investigative powers: Section 20(a) and Section 8 of the

Securities Act; Section 21(a)(1) of the Exchange Act, Section 209(a) of the Advisers Act, and Section 42(a) of the
Investment Company Act.
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Enforcement Powers

At the end of an investigation, the SEC has several options. It can seek injunctive relief,'*®
authorize an administrative proceeding,*® or refer the matter to DOJ for criminal prosecution; or
conclude the investigation without recommending an enforcement proceeding.

Among other enforcement powers, the SEC can suspend trading in a security pursuant to
Exchange Act Section 12(k), discussed in more detail in response to Question 9.2, and, pursuant
to Section 8(d) of the Securities Act, can issue a stop order suspending the effectiveness of a
registration statement if it contains incomplete, inaccurate or false or misleading information.

In its civil actions, the SEC can obtain disgorgement, which is an equitable remedy by which a
wrongdoer is required to give up any illegal profits gained as a result of violations of the federal
securities laws. The SEC has the authority to seek civil monetary penalties in civil actions
pursuant to Exchange Act Section 21(d)(3). In fiscal year 2008, the SEC obtained orders in
judicial and administrative proceedings requiring securities laws violators to disgorge illegal
profits of $774 million and to pay civil penalties of $256 million.

Additionally, the SEC has the enforcement power to bar individuals from serving as officers and
directors of public companies pursuant to Exchange Act Section 21(d)(2). In fiscal year 2008,
the SEC sought orders barring 132 defendants and respondents from serving as officers or
directors of public companies.

In addition to civil actions, the SEC can commence administrative proceedings, which can be
brought against regulated persons and entities (e.g., broker-dealers and investment advisers).
Remedies that may be obtained by the SEC against regulated persons include suspensions or bars
from the industry, undertakings, disgorgement, and penalties.

The SEC can also file cease-and-desist proceeding, which can be instituted against any person or
entity. A cease-and-desist order can also be filed jointly with an administrative proceeding
against a regulated entity.

Also in fiscal year 2008, the SEC sought emergency relief from federal courts in the form of
TROs to halt ongoing fraudulent conduct in 39 actions, and sought asset freezes in 46 actions.
SEC authority in the context of TROs and emergency action is discussed in more detail in
response Question 9.2.

168 The SEC may seek injunctive relief pursuant to Section 20(b) of the Securities Act; Section 21(d) of the

Securities Exchange Act; Section 42(d) of the Investment Company Act; and Section 209(d) of the Investment
Advisers Act.

169 The SEC has the authority to authorize administrative proceedings pursuant to various statutory provisions.

119



9.2

Does the regulator or other competent authority within the jurisdiction have the following
powers?

a) Power to seek orders, to refer matters for civil proceedings or to take other action to
ensure compliance with regulatory, administrative and investigative powers?

b) Power to impose administrative sanctions?
c) Power to initiate or to refer matters for criminal prosecution.

d) Power to order the suspension of trading in securities as well as other appropriate
actions?

The SEC does have the powers listed in Question 9.2 (a)-(d). The SEC is responsible for non-
criminal enforcement of the federal securities laws and prosecutes cases in U.S. federal courts
and in administrative proceedings. If the SEC decides to institute enforcement proceedings, it
has several options. First, the SEC may bring a civil injunctive action against a person or an
entity that the SEC believes has violated or is about to violate the federal securities laws. This
type of enforcement action is filed in federal district court. Second, the SEC has the authority to
bring an Administrative action.

Civil Actions

In a civil injunctive action, the SEC seeks a court order compelling the defendant to obey the law
in the future. Violating such an order can result in civil or criminal contempt proceedings. Civil
contempt sanctions, brought by the SEC, are remedial rather than punitive in nature and serve
one of two purposes: to compensate the party injured as the result of the violation of the
injunction, or to coerce compliance with the injunction terms. The SEC can also refer the matter
to the criminal authorities. A criminal contempt sanction is punitive in nature and is often
characterized by the imposition of a fixed jail sentence or fixed fine.

In its civil actions, the SEC may also seek ancillary relief (such as an accounting from a
defendant), disgorgement of ill-gotten gains where a defendant has profited from a violation of
law, pre-judgment interest, civil money penalties, a bar from serving as an officer or director of a
public company or from participating in a public offering. The SEC may also seek, and any
Federal court may grant, any other equitable relief that may be appropriate or necessary for the
benefit of investors, pursuant to Exchange Act Section 21(d)(5).

When appropriate, the SEC also may ask a federal court for emergency relief, generally in the
form of a TRO. In seeking a TRO, the SEC often requests that a court issue an order that has the
effect of freezing illegally obtained money so that, at the successful conclusion of the case, the
assets may be returned to defrauded investors.
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Administrative Proceedings

The SEC has the ability to institute various types of administrative proceedings against a person
or an entity that it believes has violated the law. This type of enforcement action is brought by
Enforcement and is litigated before an SEC administrative law judge (ALJ). The ALJ’s decision
is subject to appeal directly to the SEC, and the SEC’s decision is in turn subject to review by a
U.S. Court of Appeals.

Administrative proceedings provide for a variety of relief. For regulated persons and entities,
such as broker-dealers and investment advisers and persons associated with them, sanctions
include censure, limitation on activities, suspension of up to twelve months, and bar or
revocation of registration. For professionals such as attorneys and accountants, the SEC can
order in Rule 102(e) proceedings that the professional be censured, suspended, or barred from
practicing before the SEC.}™® Against any person who violates or is a cause of a violation of a
provision of the Federal Securities laws, the SEC may impose a cease and desist order. The SEC
can obtain disgorgement and civil money penalties in administrative proceedings.

Referral of Matters for Criminal Prosecution

The SEC has the authority to refer cases to the criminal law enforcement authorities (DOJ and
the individual U.S. Attorney’s offices). In addition, the SEC provides assistance to U.S.
Attorneys by, among other things, providing access to SEC investigative files where appropriate
and appointing SEC staff to serve as Special Assistant U.S. Attorneys. A criminal prosecution
does not preclude the SEC from taking civil action for the same conduct, and similarly, SEC
action does not preclude a subsequent criminal prosecution.

Trading Suspensions

The SEC may issue an order suspending trading in the securities of an issuer for up to ten days
pursuant to Section 12(k) of the Exchange Act, if, in the SEC’s opinion, the public interest and
the protection of the investors so requires. Reasons for suspending trading may include a lack of
adequate and accurate public information about a security.

Additionally, securities exchanges have the authority to halt and delay trading in a security. A
trading halt—which typically lasts less than an hour but can be longer—is called during the
trading day to allow a company to announce important news or where there is a significant order
imbalance between buyers and sellers in a security. A trading delay (or “delayed opening”) is
called if either of these situations occurs at the beginning of the trading day.

1o See the SEC Rules of Practice, 17 C.F.R. § 201.102(e).
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9.3

Does the regulator or other competent authority have the investigative and enforcement power
to require from any persons involved in the relevant conduct or who may have information
relevant to a regulatory or enforcement inquiry/investigation:

a) Data?

b) Information?

c) Documents?

d) Records?

e) Statements and testimony?

Pursuant to Exchange Act Section 21(a) and other provisions, the SEC may, in its discretion,
investigate as it deems necessary to determine whether any person has violated, is violating, or is
about to violate any provision of the federal securities laws. As noted in response to Question
9.1, the SEC may issue a formal order of investigation, which gives designated Enforcement
staff the power to administer oaths and affirmations, subpoena witnesses, compel their
attendance, take evidence, and require the production of any books, papers, correspondence,
memoranda, or other records which the SEC deems relevant or material to the investigation. The
attendance of witnesses and the production of any records may be required from any place in the
U.S. or any state at any designated place of hearing. If persons from whom information is sought
fail to comply with subpoenas issued by the SEC, the SEC may seek to have a federal district
court enforce compliance with the subpoena.

9.4
Can private persons seek their own remedies for misconduct relating to the securities laws?

The SEC’s enforcement powers do not compromise private rights of action seeking remedies
under the federal securities laws.

The federal securities laws provide for express remedies in favor of private parties who claim
damages as result of specific violations of the federal securities laws. Among others, Section 11
of the Securities Act imposes liability for misstatements or omissions in registration statements;
Section 12 of the Securities Act imposes liability for the sale of unregistered securities and for
fraud in the sale of securities; and Section 15 of the Securities Act imposes liability on
controlling persons. Additionally, private persons can seek remedies pursuant to Section 9 of the
Exchange Act, which imposes liability for specified manipulations of exchange-traded securities.
Moreover, Section 16 of the Exchange Act imposes liability for “short-swing” profits, and
Section 18 of the Exchange Act imposes liability for misleading statements in periodic reports
filed with the Commission. Additionally, private persons can seek remedies pursuant to Section
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20 of the Exchange Act, which imposes liability on controlling persons, and under Section 20A
of the Exchange Act, which imposes insider trading liability on contemporaneous traders.

Federal courts have implied private rights of action under certain statutory provisions that, on
their face, do not provide actions for monetary damages.'”* The most significant of these is the
implied private right of action under Exchange Act Section 10(b) for securities fraud. To state a
claim for securities fraud a plaintiff must prove: (1) a material misrepresentation or omission by
the defendant; (2) scienter; (3) a connection between the misrepresentation or omission and t