UNITED STATES OF AMERICA
hefore the
SECURITIES AND EXCHANGE COMMISSION

Securities Exchange A<t of 1934
Relzase No. / ., 1586

Ardministrative Proceeding

File No. 3-
In the Matter of : ORDER INSTITUTING
: FUELIC PROCEEDINGS
: PURSUANT TO SECTICH
NATTONAL ASSOCIATION OF : 19 (h} (1) OQOF THE
: SECURITIES EXCHANGE
SECTURITIES DEALEES, INC. : ACT OF 1934, MAKING

FINDINGS AND IMPOSING
REMEDTAL SANCTIONS

1.

The Securities and Exchange Commission ("Commissicn') deams
it appropriate and in the public interest that public procesdings
be instituted pursuant to Section 19 (h} of the Securities
Exchange aAct of 1934 {"Exchange Act”] against the National
Association of Sscurities Dealers, Inc. ("the NASD"Y, In
anticipation of this proceeding, the NASD has submiteced an Offer
of gettlement which the Commission has determined to accept.
Sclely for the purpeses of this proceeding and any other
proceeding brought. by or on behalf of the Commissicon or to which
the Commission is a party. prior to a hearing pursuant to the
Commission’s Eules of Practice, 17 C.F.R. E201.100 gt seg., the
WASD, by its Offer of Settlement, without admitting or denying
the Commission’s findings except those contained in Section
IIT.A. below, which are admitted, consents to the entry of this
Order Instituting Public Procesdings, Making Pindings and
Imposing Remedial Sanctions.!

! Simultanecusly with the issuance of this Order the

Cormmission released a Report Pursuarnt to Section 21{a)
of the Securitiez Exchange Act of 1534 Regarding the
NASD and the Nasdag Mark=t (the "Report"). The
findings made herein are solely for the purpose of this
{continued...)



IT.

accordingly, IT IS HEREERY ORDERED, that proceedings pursuant
te Secticon 19{(h) of the Exchange Act bhe, and they hereby are,
instituted.

IIL.

On the basis of this Order and the Offer of Settlement
submircted by the NASD, the Commission finds that:

&, RESFOHDENT

The HASD is a Delaware nonstock corporation which is and at
all relevant times was registered with the Commission as a
national securities association pursuant to Section 15A(b) of the
Exchange Act. At all relevant cimes, the NASD operated the
Hasdag Stock Market, Inc. ("the Nasdag market"}, an over-the-
gcounter securities market featuring the electronic display of
dealer price guotaticons. In January 1956, the NASD incorporateg
NASD Regulaticn, Inc. ("NASDE®) as a whelly owned subsidiary to
be delegated day-to-day respeonsibility for the gelf-regulatory
gperations of the NASD.

B. MISCONDUCT IN THE MASDAQ STOCK MAREET

The Nasdag market has not always operated in an open and
freely competitive manner. HNasdag market makers have engaged in
conduct which has resulted in artificially inflexible spreads
between dealer price guotations for many Nasdag securitiegs and
unduly disadvantageous prices to investors trading in those
gecurities. A number of Nasdaq market makers have also taken
action to discourage competition. At the same time, wvarious
Nasdag market makers have coordinated price gquotations,
transacticns and transaction reportg in order to protect or
advance their proprietary interests, to the detriment of
invesgtors and other market participants. Many Nasdag market
makers have also failed to satisfy their basic cobligations to
transact at guoted prices and to report transactions in a timely
and accurate manner. These activities involved potentially
gerioug wviclations of NASD rules and the federal sscurities laws.

Y{...continued)
proceeding and are not binding on any other person or
entity named as a respondent or defendant in any other
proceeding. Moreover, the findings made herein do not
affect the NASD's rights in any respect as to parties
other than the Commission.
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. THEE HASD'E FERFORMANCE AS A SELF-REGULATORY
ORGANIZATION

The Exchange Act requires the NASD, as a =felf-regulacory
organization, to comply with, and vigorously enforce, in an
evanhanded and impartial manner, the provisions of the Exchange
oet, the rules and regulations thersunder and its own rules, in
carrying ocut its role as the entity responsible for the day-to-
day oversight of its members and the Nasdaqg market.? The NASD
has an affirmative cobligation to be wvigilant in surveilling for,
evaluating, and effecrcively zaddressing issues that could involve
violations of such provisions.

Tne NASD, during the period covéred in the Report, did not
comply with certain of its rules or satisfy its obligaticns under
the Exchange Act to enforce its rules and the federal securities
laws. It has inadegquately enforced rules applicable to market
makers while applying, in certain cases, ad hoc standards and
criteria not embodled in NASD rules. This is attributable, in
part, to the undue influence of Nasdag market makers in the
recqulatory processas of the NASD., As a result of these
requlatory failures, the NASD has violated the duties imposed on
it by the Exchange Act.

1. THE MASD’S INADEQUATE RESPONSE TO MISCONDUCT IN MNASDAQ

By 1990, the NASD was aware of information suggesting that
its memhers were engaged in misconduct which had potential
anticompetitive implications and could be detrimental ko the
interests of investors. This information included: {a} faces and
circumscances evidencing a convention among dealers that resulted
in many stocks being quoted almost invariabhly in even-eighths;

{b) evidence of spreads and dealer quotations being artificially
inflexible with market makers having little incentive to narrow
them; and (¢} facts indicating that some market makers retaliared
against other market makers who attempted to improve upon
guotations otherwise prevailing in the market., The NaSD failed
to take appropriate action teo thorcughly investigate these
problems and take effective regqulatory acticn. Inm particular,
the NASD did not utilize the NASD's surveillance and enforcement
regources to inguire into the conduct of market makers to
ascertain whether viclationpst of the NASD's rules or the federal
securities laws had occurred and whether disciplinary action
against market makers for such conduct wag warranted.

Sections 19(g) and 1%(h} of the Exchange Act, 15 U.5.C.
BEE 78s(g) and 78s(h}.



2. FAILTRE TO ENFORCE FIEM QUOTE RULE

Market makers on HNasdag have the obligation to trade at
their quotations.’ Many market makers, however, have repeatedly
failed vo honor their gquotations even though no exception was
available., The NASD is required to enforce the market makers’
obligation to trade at their gqueotations, but has failed to
adequately enforce compliance by market makers with this
obligatiocn.

3. FAILURE T ENFORCE TERADE REPORTING RULE

Market makers on WNasdag have the obligation to report
transactions on a timely and accurate basis.® Many market
makers, however, have repeatedly failed to report transactions on
a timely and accurate basigs. The NASD jis reguired to enforce che
market makers’ cgbligation to report transactions on 2 timely and
accurate basis, but has failed te adeguately enforce compliance
by market makers with this obligaticn.

4. FATLURE TOQ COMPLY WITH RULEES RELATIHNG TO NASD
MEMBERSHIP

The NASD processed the applications for membership of
certain firms in a manner inconsistent with its rules. It

The firm quote rule is Exchange Act Rule 1lacl-1, 17
C.F.R. § 240.11Acl-1 {1996}, and similar requirements
are found in the NASD's rules. NASD Manpasl, Article
ITT, Rules of Fair Practice, § &, and NASD Bylaws,
Schedule I, Part ¥V, § 2k} and Part VI, § 2, (CCH)

{9 1819, 1829 amnd 2156 (1595). These rules require
that market makers trade up to the amount of their
quotations at whatever prices they have posted. Market
makers are excepted from this duty only if {1) they
change a quotation before receiving an order, or

{2} they are in the prorcess of execuring a transaction
when they receive an ordery, and send a new quotation to
the Nasdag immediately upon exscuting that tramsaction.

Pursuant to Rules 11aa2-1 and 11lRa3-2 under the
Exchange Act of 1934, 17 C.F.R. §§ 240.11Ra3-1 zand
11Ax3-2, the NASD adopted a transaction reporting plan
for National Market System sacurities in 1982.
Securities Exchange Act Release No. 18590 {March 31,
1982}, 47 Fed. Reg. 13617. 2= part of this plan,
transactions in designated Nasdag securities must be
reported within 90 seconds after executien. NASD
Marmual, Scheduie D to the By-Laws, Part X, § 2{a),
(CCHY 9§ 1867 (1995].



regquired such applicants to satisfy criteria not enumerated in
the rules, failed to process their applications within a
reasonable time, placed improper restrictions on their activities
as a condition to membership, and prevented such members, once
admirted, from seeking modifications to their reztriction
agreements as permitted by the NASD's rules.?

L. CONCLUSION

Based upon the foregoing, the Commission finds that during
the relevant periocd the NASD has failed to comply with certain
NASD rules and, without reascnable justification or excuse,
failed to enforce compliance with the Exchange Act, the rules and
requlations thereunder and its own rules, in violation of Section
19(g) of the Exchange Act.®

The NASD has represented that in conjunction with the
undertakings set forth bhelow and other remedial measures it has
taken and will take, the Board of Governorz nf the NASD and the
Board of Directors of WASDR have authorized 525 million and have
committed to expend an additional $75 million over the next five
years, to enhance its systems for market surveillance, including
the development and implementation of an enhanced audit trail,
and to increase its staffing in the areas of examination,
surveillance, enforcement, and internal audit.’?

The rules relating to membership applications are set
farth in the NASD By-Laws. DNASD Manual, Schedule C to
the By-Laws, Part I (CCH) ¥ 1783 {1995). This COrder
makes no findings as to the NASD's processing or final
determination of any specific membership application.

Among other things, the NASD failed to take appropriate
investigative and enforcement action with respect to
possible viclations of Secticons 10(b), 11a and 15{c} of
the Exchange Act, and Rules 10b-5, 11lRa3-1(<}, 1lAcl-
1{cy and 15¢1-2 promulgated thereunder, and certain of
the NASD's rules, including Arcicle III, § 1 of the
NASD's rules of Fair Practice, NASD Mapual (CCH) § 2151
{1995), the NASD's rules regarding the firm quote
obligations of market makers, NASD Manual, Article III,
Fules of Fair Practice, § 6, and NASD Bylaws, Schedule
D, Part Vv, § 2{b} and Part VI, § 2, {CCoH) 99 1819, 1829
and 2156 (1935), and the NASD's rules regarding trade
reperting, MASD Manual, Schedule D to the By-Laws, Part
X, § 2(a), (CCH) 9 1867 (19%%).

These funds are in addition to 1295 funding levels for

these activitiess. If, over the course of this time

pericd, the Board cof Governcors of the NASD and the
{continued . | .}



In recognition of this commitment, the Commission has
determined not to seek a monetary penalty from the NASD,

IvV.

In view of the foregoing, it is in the publiec intersst to
impose the sanctions specified in the NASD's Offer of Settlement.

Accordingly, IT IS HEREBY ORDERED THAT:
L. The NASD be, and hereby is, censured.

B. The NASD shall comply with the foliowing undertakings
within the next twelwve months (or within such other time pericd
asgs is otherwise noted below):

1. To implement and maintain at least fifty percent
independent public and non-industry membership in
its Board of Governors, the Boardi{s) of Governors
or Directors of all of its subsidiaries and
affiliates that exercise or have delegated self-
requlatory functions, and the fellowing
committees: the Naticonal Nominating Committes, the
Trading/Quality of Markets Committee, the
Arbitration Committee, the Market Surveillancsa
Committes, the National Business Conduct
Committee, the Management Compensation Committee,
and all successors theretc.

2. To provide that NASDR and any successor thereto
has, consistent with the NASD's By-Laws and Plan
of Delegation, a= amended from time to time and as
approved by the Commission, primary day-to-day
responsibility for the regulation, surwveillance,
examination and disciplining of NASD member firms
and registered persons, with respect to market
activities as well as other self-regulatory
matters, with full access to the records of the
Nasdag market.

3. To institute the participation of professicnal
hearing officers {who shall be attorneys with
appropriate experience and training} to preside
over disciplinary proceedings.

{...continued}
Board of Direcrors of WASDE belleve that the 5100
million expenditure is not achievable or feasible, the
NASD may, by application ta the Commission, seesk
moydification of this commitment.
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To provide for the autonomy and independence of
the regulatory staftf of the NASD and its
subsidiaries such that the statf, subject only to
the supervision of the Board of Governors of the
NASD and the Boards of Directors of HASDE and
Nasdag, and any successcor thereto, (a) has sole
discretion as to what matters to investigats and
prosecute, (b} has sole discretion to handle
requlatory matters such as approval of
applications for membership and the conditions and
limitations that may be placed thereon, (o)
prepares rule proposals, rule interpretations and
cther policy matters with any consultations with
interested NASD constituencies made in a fair and
evenhanded manner, and (d) is generally insulated
from the commercial interests of its merbers and
the Nasdag market. BAmong other things, the
District Business Conduct Committees and the
Market Surveillance Committes shall noet have any
invalvement in deciding whether or not to
institurce disciplinary proceedings, nor shall the
District Committeas, or any subcommittee thereof,
have any involvement in the review or approval of
applications for membership in the WASD, Subject
to the foregoing, cthe regulatory staff of the
NASDR engaged in the disciplinary process may,
solely on thelir own initiative, inform themselves
on matters of market or other securities industry
expertise by consulting with reprasentatives of
member firms or committess of the NASD or its
subsidiaries. :

To promulgate and apply on a consistent basis
uniform standards for regulatory and other access
issues, such as admission to the NASD az a member
firm, and conditions to becoming a market maker;
and institute safequards to ensure fair amd
evenhanded access to all services and facilities
of the NASD.

To ensure the existence of a substantial,
independent internal audit staff which reviews all
aspects of the NASD {including the regulatory
function, the disciplinary process and the Nasdag
stock marker and itcs systems) and reports directly
te an audit committes of the NASD Board of
‘Governors which includes a majority of public and
non-industry Governors and is chaired by a public
Governor.,

To design and implement within the next twenty-
four moaths (or as specified by further order of
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b. Acting to eliminate coordination between or
among market makers of gquotes, trades and
trade reports.

. Acting to eliminate concerted discrimination
and concerted refusals to deal by markst
makexrs.

13. To redefine or repeal the excess spread rule so as
to eliminate any disincentive to narrow the
displayed quotations in the Nasdag market.

14. To retain an independent consultant, acceptable to
the Commission staff, to review and report tc the
Audit Committee of the NASD Board of Governors on
the implementation of these undertakings. The
Audit Committee shall report the findings of the
independent consultant with respect to such
implementation t¢ the Chairman of the NASD Board
of Governors and to the Commission’s Divisions of
Market Regulation and Enfercement beginning six
{6) months after the date of this Qrder and
thereafter anmmally for three years, beginning on
the first anniversary of this Order and concluding
with the third anniversary of this Order;
provided, howswer, that the appointment and
activities of the independent c¢onsultant shall in
no way limit the lawful authority of the
Commission or its staff with respect to the NASD.

By the Commission.

Jonathan G. Kat:z
Secretary



