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SEC Adopts Regulation
NMS

On April 6, 2005, after
almost a year of public debate,
the SEC adopted Regulation
NMS, a series of rules designed
to modernize the regulatory
structure of the U.S. equity
markets.1  The Commission first
proposed Regulation NMS in
February 2004,2  extended the
comment period with a supple-

• Soliciting aftermarket orders from customers
before all IPO shares are distributed or
rewarding customers for aftermarket orders
by allocating additional IPO shares to such
customers.

• Communicating to customers in connection
with one offering that expressing an interest
in the aftermarket or buying in the aftermar-
ket would help them obtain allocations of
other hot IPOs.8

Finally, underwriters are expected to institute
effective policies and procedures to detect and
prevent prohibited solicitations, tie-ins, and other
attempts to induce aftermarket bids or purchases
during the Regulation M restricted period.
Underwriters should establish systems capable of
ensuring that sales representatives and other
employees are reasonably supervised so as to
prevent and detect any impermissible attempts to
induce aftermarket bids or purchases during
restricted periods, and where violations are
detected, firms should take corrective action.9

1 SEC Release No. 33-8565 (Apr. 7, 2005), available at
<www.sec.gov/rules/interp/33-8565.pdf>.

2 See SEC v. J.P. Morgan Securities, Inc., Litig. Release No.
18385 (Oct. 1, 2003), available at <www.sec.gov/litigation/
litreleases/lr18385.htm>. See also SEC v. Goldman Sachs
Group, Inc., Litig. Release No. 19051 (Jan. 25, 2005), available
at <www.sec.gov/litigation/litreleases/lr19051.htm>; SEC v.
Morgan Stanley & Co., Inc., Litig. Release No. 19050 (Jan. 25,
2005), available at <www.sec.gov/litigation/litreleases/
lr19050.htm>.

3 SEC Release No. 34-38067 (Dec. 20, 1996), available at
<www.sec.gov/rules/final/34-38067.txt>.

 4 The restricted period for IPOs commences five business days
prior to the day of pricing and continues until the distribution is
over. However, the SEC has proposed amendments to Regula-
tion M that would, among other things, extend the restricted
period for IPOs from the earlier of (1) the time an issuer
reaches an understanding with a broker-dealer that is to act as
an underwriter or such time that a person becomes a distribu-
tion participant, or (2) if there is no underwriter, the time the
registration statement is filed with the SEC or other offering
document is first circulated to potential investors. The restricted
period would conclude when the distribution is completed. See
SEC Release No. 33-8511 (Dec. 9, 2004), available at
<www.sec.gov/rules/proposed/33-8511.htm>.

5 See SEC Release No. 34-33924 (Apr. 19, 1994), 59 FR 21681
at 21687 (Apr. 26, 1994).

6 Underwriters’ solicitations of purchases of securities in the
offering itself are specifically excepted pursuant to Rule
101(b)(9) of Regulation M.

7 SEC Release No. 33-8565, supra note 1, at 12.

8 Id. at 13-19.

9 Id. at 19.

mental release three months
later,3  and re-proposed it in
December.4  The final version of
the regulation appears almost
exactly as it was re-proposed in
December.

Regulation NMS was
approved by a vote of 3-2, with
Commissioners Atkins and
Glassman dissenting.

Trade-through rule
The highlight of the new

regulation, and its most contro-
versial subject, is new Rule 611,
known officially as the Order
Protection Rule, but colloqui-
ally as the Trade-Through Rule.
Rule 611 requires each U.S.
market trading center (defined
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to include traditional market
centers such as the national and
regional exchanges and Nasdaq,
as well as alternative trading
systems, exchange specialists,
OTC market makers, and
broker-dealers that internalize
orders) to establish written
policies and procedures reason-
ably designed to prevent the
execution of trades at prices
inferior to the protected quota-
tions (described below) dis-
played by other trading centers
(“trade-throughs”), unless an
exception is otherwise available.

Rule 611 applies to stocks
(but not options) listed on an
exchange or with Nasdaq. A
“protected quotation” is the best
bid and offer displayed by an
exchange, Nasdaq, or the
Alternative Display Facility that
is capable of immediate elec-
tronic execution without human
intervention.

Prior to adopting the final
rule, the Commission consid-
ered an alternative that also
would have provided protection
to additional “depth of book”
quotations, but declined to
implement that option.5

Rule 611 differs from the
trade-through rule inherent in
the Intermarket Trading System
Plan (“ITS Plan”) for exchange-
listed securities. Among other
things, the ITS Plan does not
require participants to actively
monitor the markets for evi-
dence of trade-throughs, but
instead requires them to take
corrective action if another
participant market center files a
complaint. The new rule also
places a burden on market
centers to continually re-
evaluate their procedures for
preventing trade-throughs to

• transactions executed when
the protected quotations are
crossed.

The Commission deter-
mined this rule was necessary
to encourage greater use of
limit orders, which increase the
depth and liquidity of the
markets. For this reason, the
Commission decided to exclude
a provision that would have
permitted investors to opt out of
the rule.

The Commission empha-
sized that Rule 611 does not
reduce a broker-dealer’s duty of
best execution. Broker-dealers
have a continuing obligation to
evaluate the execution quality of
markets for all trades and
execute trades accordingly.
Similarly, this rule does not
eliminate the practice of broker-
dealers internalizing trades.
Broker-dealers may continue to
internalize trades so long as
such trades are executed at a
price not inferior to the pro-
tected quotation or according to
a recognized exception.

Commissioners Atkins and
Glassman each voted against
adoption of Regulation NMS
because of their opposition to
new Rule 611. They each
argued that the problem of
orders being traded through is
grossly overestimated and does
not justify the expense of
requiring market centers to
install and maintain new sur-
veillance systems. The applica-
tion of this rule to Nasdaq
securities, which appear to have
a lesser incidence of trade-
throughs, was another point of
controversy. Commissioners
Atkins and Glassman each
noted that they would be draft-

ensure they remain effective. A
telephone call with an SEC staff
attorney confirmed that Rule
611 does not replace the rule in
the ITS Plan, but the staff
expects that participants in the
ITS Plan will withdraw from
the Plan as a result of the new
rule.

Rule 611 contains excep-
tions under which a market
would not be required to pre-
vent trade-throughs. The first
exception allows for trading
through the best price if the
market displaying that price is
experiencing technical difficul-
ties resulting in repeated fail-
ures to execute incoming orders
within a second of their receipt.
Another exception permits such
transactions if the trading center
displaying the protected quota-
tion had displayed an equal or
inferior price to the executed
price within one second prior to
the execution. A third excep-
tion, designed to reduce the
potential price impact of large
trades, permits orders to trade
through the best protected
quotation if: (1) the order is
identified as an intermarket
sweep order,6  and (2) one or
more additional orders are
simultaneously executed against
the full displayed size of all
protected orders with a superior
price.

Rule 611 recognizes excep-
tions for other transactions,
including:

• benchmark orders;

• transactions that materially
differ from the standard
terms in the market;

• single price opening, re-
opening, or closing transac-
tions; and
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ing dissenting opinions to
accompany the adopting re-
lease.

Market data rules and
plans

The Commission recog-
nized that the public dissemina-
tion of reliable market data
forms the basis of a strong
National Market System by
allowing all investors access to
the same information on the
best prices available in the
market. Accordingly, the Com-
mission deems preserving the
integrity and affordability of
that consolidated stream of data
to be one of its most important
responsibilities.

The Commission observed
that the previous plans for
allocating revenue generated
from the sale of market data
may, by overemphasizing the
importance of the number of
trades executed by each market
center, have created incentives
for certain distortive behavior
among the market centers, such
as wash sales and trade shred-
ding. To rectify these distor-
tions, the Commission adopted
new formulas for calculating
revenue share in these plans; the
new formulas take into account
a number of different factors
designed to more accurately
measure the relative contribu-
tions of each market center to
the depth and liquidity of the
National Market System and
reward those market centers
commensurately.

The Commission also
adopted new rules intended to
create greater transparency in
the market data plans by broad-
ening participation in the
governance of those plans.
Specifically, the rules require

the creation of advisory com-
mittees composed of non-SRO
representatives. The new rules
also will permit market centers
to distribute their own market
data independently of the
market data plans.

Access rule
The Commission also

adopted new Rule 610, estab-
lishing new standards to pro-
mote fair and equitable access
to quotations for all market
participants. First, the new rule
permits the use of private
linkages, rather than outdated
linkages such as the ITS sys-
tem, to increase overall connec-
tivity among market partici-
pants. Second, the new rule
places a cap on access fees,
limiting the amount that any
trading center can charge for
accessing quotations to no more
than $0.003 per share. Finally,
Rule 610 requires SROs to
establish and enforce rules that
prohibit their members from
displaying quotations that lock
or cross automated quotations
of other trading centers.

Sub-penny rule
The final piece of Regula-

tion NMS is Rule 612, known
as the Sub-Penny Rule. Under
the Sub-Penny Rule, market
participants are prohibited from
displaying any quotations in
increments smaller than $0.01
unless the quotation is for less
than $1.00, in which case the
minimum price variation may
be $0.0001. In the Commis-
sion’s view, this rule will
increase the transparency of the
markets and addresses a con-
cern that certain market partici-
pants step ahead of displayed
orders for trivial amounts.

SEC Brings Regulation FD
Action for Reaffirmation
of Earnings

On March 24, 2005, the
SEC settled Regulation FD
charges against Flowserve
Corp., its CEO, and its Director
of Investor Relations.7  The SEC
alleged that Flowserve violated
Regulation FD when it reaf-
firmed its previous annual
earnings guidance and provided
additional material nonpublic
information in response to a
question at a private meeting
with analysts from four invest-
ment and brokerage firms. This
was the first Regulation FD
case involving a company’s
reaffirmation of its earnings and
the first such case against an IR
Director that has settled.8

The SEC alleges that
Flowserve’s CEO made the
disclosures, and the IR Direc-
tor—who oversaw the
company’s Regulation FD
compliance program—was
“altogether silent” and said or
did nothing to prevent or
explain the CEO’s statements.
The SEC argues that this was an
intentional disclosure under
Regulation FD and therefore
should have been disclosed
simultaneously to the public.

Flowserve made a public
disclosure, but not until two
days later, which was one day
after one of the analysts in
attendance issued a report on
the CEO’s guidance. After the
analyst’s report, and before the
company publicly disclosed the
guidance on a Form 8-K,
Flowserve’s stock price closed
approximately 6% higher on
75% greater trading volume
than the day before.

The SEC brought both an
administrative cease-and-desist
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proceeding under Section 21C
of the Exchange Act and a civil
action for money penalties
under Section 21(d)(3) of the
Exchange Act. The Commis-
sion’s administrative proceeding
charged Flowserve with violat-
ing Regulation FD and Section
13(a) of the Exchange Act, and
the CEO and IR Director with
causing the company’s viola-
tions.9  The SEC’s civil lawsuit
alleged that Flowserve violated
the same provisions of the
federal securities laws and that
the CEO aided and abetted the
company’s violations.10

The company and its CEO
and IR Director settled the
charges against them without
admitting or denying the allega-
tions by consenting to the entry
of a cease-and-desist order. In
addition, both Flowserve and its
CEO agreed to the entry of
final judgment that would
require the company to pay a
$350,000 civil penalty and the
CEO to pay a $50,000 civil
penalty.

SEC Proposes Rule to
Define Nationally
Recognized Statistical
Rating Organization

On April 19, 2005, the SEC
proposed a new Exchange Act
rule that would define the term
“nationally recognized statisti-
cal rating organization”
(“NRSRO”).11  Under proposed
Rule 3b-10, a credit rating
agency must satisfy three
criteria to be an NRSRO:

1. The credit rating agency
must issue “publicly avail-
able credit ratings that are
current assessments of the
creditworthiness of obligors
with respect to specific

securities or money market
instruments”;

2. The agency must be “gener-
ally accepted in the financial
markets as an issuer of
credible and reliable ratings,
including ratings for a
particular industry or geo-
graphic segment, by the
predominant users of securi-
ties ratings”; and

3. The agency must use “sys-
tematic procedures designed
to ensure credible and
reliable ratings, manage
potential conflicts of interest,
and prevent the misuse of
nonpublic information, and
[have] sufficient financial
resources to ensure compli-
ance with those proce-
dures.”12

The development of a
definition of NRSRO is impor-
tant because NRSRO ratings are
used as standards in federal and
state legislation, financial and
other rules, foreign regulatory
regimes, and private financial
contracts. In fact, over twenty
SEC rules use the NRSRO
concept, even though it is not
formally defined. For example,
the SEC noted in its proposed
rule the special role NRSRO
ratings play in the net capital
rule. Due to the expanded role
NRSRO credit ratings play in
the marketplace, the SEC
decided to set out a formal
definition of the term that
would be designed “to deter-
mine those credit rating agen-
cies whose ratings are suffi-
ciently reliable to be used for a
variety of regulatory pur-
poses.”13

Proposed Rule 3b-10 is
open for public comment until
June 9, 2005.

1 SEC Press Release 2005-48 (Apr. 7,
2005), available at <www.sec.gov/
news/press/2005-48.htm>. The final
text of Regulation NMS was not
available as of this writing.

2 SEC Release No. 34-49325 (Feb. 26,
2004), available at <www.sec.gov/
rules/proposed/34-49325.htm>.

3 SEC Release No. 34-49749 (May 20,
2004), available at <www.sec.gov/
rules/proposed/34-49749.htm>.

4 SEC Release No. 34-50870 (Dec. 16,
2004), available at <www.sec.gov/
rules/proposed/34-50870.pdf>.

5 This alternative would have protected
the best bids and offers of the various
trading centers but also would have
established a mechanism for a market to
voluntarily secure further protection for
orders at prices other the best bid or
offer.

6 An intermarket sweep order is one that
is executed at multiple trading centers
at various price levels. The exception
for intermarket sweep orders permits
trading centers to execute such orders
immediately, without waiting for other
markets to update their quotations.

7 SEC v. Flowserve Corp. and C. Scott
Greer, Litig. Release No. 19,154 (Mar.
24, 2005), available at <www.sec.gov/
litigation/litreleases/lr19154.htm>; In re
Flowserve Corp., C. Scott Greer, and
Michael Conley, SEC Release No. 34-
51427 (Mar. 24, 2005), available at
<www.sec.gov/litigation/admin/34-
51427.pdf>.

8 It is not surprising that the SEC has
identified earnings reaffirmations as
“material nonpublic information” under
Regulation FD. See SEC Release No.
34-43154 (Aug. 15, 2000), at Sections
II.A, II.B.2, available at <www.sec.gov/
rules/final/33-7881.htm> (discussing
earnings information and guidance as
material nonpublic information under
Regulation FD). In June 2004, the SEC
brought an enforcement action against
Siebel Systems, seeking permanent
injunctions against and civil penalties
from the company and its CFO and IR
Director; this case is still pending. SEC
Charges Siebel Systems, Inc. with
Second Violation of Regulation FD,
Litig. Release No. 18,766 (June 29,
2004), available at <www.sec.gov/
litigation/litreleases/lr18766.htm>.

9 In re Flowserve Corp., C. Scott Greer,
and Michael Conley, supra note 7.

10 See Amended Complaint, SEC v.
Flowserve Corp. & C. Scott Greer (No.
1:05CV00612(JR)), available at
<www.sec.gov/litigation/complaints/
comp19154.pdf>.

11 SEC Release No. 34-51572 (Apr. 19,
2005), available at <www.sec.gov/
rules/proposed/33-8570.pdf>.

12 Id. Section III.A.

13 Id.
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