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Section 6(b) of the Act,® in general, and
further the objectives of section 6(b)(5),”
in particular, in that it is designed to
promote just and equitable principles of
trade, to remove impediments to and
perfect the mechanism of a free and
open market, and to protect investors
and the public interest.

B. Self-Regulatory Organization’s
Statement on Burden on Competition

This proposed rule change does not
impose any burden on competition that
is not necessary or appropriate in
furtherance of the purposes of the Act.

C. Self-Regulatory Organization’s
Statement on Comments on the
Proposed Rule Change Received From
Members, Participants or Others

No written comments were solicited
or received with respect to the proposed
rule change.

II1. Date of Effectiveness of the
Proposed Rule Change and Timing for
Commission Action

Within 35 days of the date of
publication of this notice in the Federal
Register or within such longer period (i)
as the Commission may designate up to
90 days of such date if it finds such
longer period to be appropriate and
publishes its reasons for so finding or
(ii) as to which the self-regulatory
organization consents, the Commission
will:

(A) By order approve such proposed
rule change, or

(B) Institute proceedings to determine
whether the proposed rule change
should be disapproved.

IV. Solicitation of Comments

Interested persons are invited to
submit written data, views and
arguments concerning the foregoing,
including whether the proposed rule
change is consistent with the Act.
Persons making written submissions
should file six copies thereof with the
Secretary, Securities and Exchange
Commission, 450 Fifth Street, NW.,
Washington, DC 20549-0609. Copies of
the submission, all subsequent
amendments, all written statements
with respect to the proposed rule
change that are filed with the
Commission, and all written
communications relating to the
proposed rule change between the
Commission and any person, other than
those that may be withheld from the
public in accordance with the
provisions of 5 U.S.C. 552, will be
available for inspection and copying in

615 U.S.C. 78f(b).
715 U.S.C. 78f(b)(5).

the Commission’s Public Reference
Section. Copies of such filing will also
be available for inspection and copying
at the principal office of CBOE. All
submissions should refer to the File No.
CBOE-2002-18 and should be
submitted by July 1, 2002.

For the Commission, by the Division of

Market Regulation, pursuant to delegated
authority.8

Margaret H. McFarland,

Deputy Secretary.

[FR Doc. 02—14430 Filed 6—7-02; 8:45 am]
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Self-Regulatory Organizations; Order
Approving Proposed Rule Change and
Amendment Nos. 1 and 2 Thereto by
the National Association of Securities
Dealers, Inc. Relating to Display
Requirements When Using Reserve
Size in the Nasdaqg National Market
Execution System

May 29, 2002.

I. Introduction

On October 4, 2001, the National
Association of Securities Dealers, Inc.
(“NASD” or “Association”), through its
subsidiary The Nasdaq Stock Market,
Inc. (“Nasdaq”), submitted to the
Securities and Exchange Commission
(“Commission”), pursuant to Section
19(b)(1) of the Securities Exchange Act
of 1934 (“‘Act”),! and Rule 19b—4
thereunder,? a proposed rule change
relating to display requirements when
using reserve size in the Nasdaq
National Market Execution System
(“NNMS” or “SuperSOES”). On October
23, 2001 and October 29, 2001, NASD
submitted Amendment Nos. 1 and 2 to
the proposed rule change, respectively.3
The proposed rule change, as amended,
was published for comment in the
Federal Register on November 13,
2001.4 The Commission received 233
comment letters on the proposed rule
change.5

817 CFR 200.30-3(a)(12).

115 U.S.C. 78s(b)(1).

217 CFR 240.19b—4.

3 See letters from Thomas P. Moran, Associate
General Counsel, Nasdaq, to Katherine England,
Assistant Director, Division of Market Regulation
(“Division”), Commission, dated October 23, 2001
(“Amendment No.1”’); and October 29, 2001
(“Amendment No. 2”).

4 See Securities Exchange Act Release No. 45016
(November 5, 2001), 66 FR 56875 (November 13,
2001).

5 A list of the commenters appears in the
Appendix.

In addition, Nasdaq submitted two
letters in response to comments.® This
order approves the proposed rule
change, as amended.

II. Description of Proposal

Under the NNMS, market makers are
allowed to keep shares in reserve.
Known as reserve size, shares kept in
reserve are available for execution
through SuperSOES, but are not shown
to the marketplace.” Currently, the
SuperSOES rules prohibit the use of the
system’s reserve size functionality
unless a market maker is displaying at
least 1000 shares in its public quote.
Nasdaq proposes to eliminate the 1000-
share display requirement for using
reserve size. Under the proposed rule
change, market makers would be
allowed to use NNMS” reserve size any
time they displayed a quote of at least
one round lot (100 shares). Nasdaq
would continue its policy of allowing
the use of reserve size even if a
particular displayed quotation dropped
below 100 shares based on partial,
interim executions against that un-
updated quote.

III. Summary of Comments

As noted above, the Commission
received 233 comment letters regarding
the proposed rule change.? A large
majority of the letters were submitted by
registered representatives, but
commenters also included broker-dealer
and market making firms, private
investors, and a professional
association. Five commenters supported
the proposal,® while the remaining 228
commenters opposed the proposal.

IV. Discussion

After carefully considering all the
comments, the Commission finds, for
the reasons discussed below, that the
proposed rule change is consistent with
the Act and the rules and regulations
applicable to the NASD.10 In particular,
the Commission finds that the proposal

6 See letters from Thomas P. Moran, Associate
General Counsel, Nasdaq, to Jonathan G. Katz,
Secretary, Commission, dated March 8, 2002
(“Nasdaq Letter I"’) and April 17, 2002 (“Nasdaq
Letter 11”).

7Under NNMS’s execution algorithm, the system
executes against all publicly-displayed shares at the
same price level before executing in time priority
against reserve size at that same price.

8 See supra note 5.

9 See Davenport Letter, Levine Letter, Morgan
Keegan Letter, Robertson Stephens Letter, and STA
Letter.

10In approving the proposal, the Commission has
considered its impact on efficiency, competition,
and capital formation. 15 U.S.C. 78c(f).
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is consistent with the requirements of
Sections 15A(b)(6) of the Act.11

1. Transparency Issues

Four commenters who supported the
proposed rule change noted that the
purpose of the reserve size feature is to
provide market makers with a tool to
limit the negative market impact
associated with public knowledge of
large pending transactions.12 They
further noted that electronic
communication networks (“ECNs”’) offer
reserve size functionality but are not
subject to the 1000-share minimum
display requirement that currently
applies on Nasdagq. In the words of one
commenter, the current 1000-share
minimum display requirement on
Nasdaq “‘serves as an alert to other
market participants to the existence of
reserve size in the system,” and thus
“defeats the purpose of the reserve size
functionality.” 13 By contrast, this
commenter contended, market
participants cannot easily infer the
existence of reserve size from ECN
quotations.14

One commenter added that market
makers should be free to enter any
displayed or reserve size that suits their
trading intentions, and forcing them to
display such a large minimum size is
unfair.?® This commenter noted that
while proponents of the 1,000 share
minimum display size for reserve orders
claim that it forces market makers to
display larger size to the marketplace,
the opposite is true. The commenter
noted that this argument assumes that if
you restrict a market maker from
entering his full intent with a 100 share
displayed size, then he will enter it with
a 1,000 share displayed size instead.
The commenter believed that this
assumption ignores several more
attractive options available to a market

1115 U.S.C. 780-3(b)(6). Section 15A(b)(6)
requires that the rules of a registered national
securities association 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.

12 See Davenport Letter, Morgan Keegan Letter,
Robertson Stephens Letter, and STA Letter. As
explained in the Robertson Stephens Letter, the
potential negative impact results from the fact that
public knowledge of unusual supply or demand in
a particular security can cause other market
participants to revise their displayed quotations to
price levels that would be less favorable to the
customer.

13 See Robertson Stephens Letter.

14 See Robertson Stephens Letter, see also Morgan
Keegan Letter.

15 See Levine Letter.

maker in this situation, such as: “(1)
Withhold[ing] his intention to trade
from the marketplace entirely and
wait[ing] until the order becomes
marketable to execute it, (2) forgo[ing]
the Nasdaq reserve feature and
enter[ing] only the number of shares he
wishes to display into the marketplace
and then manually 'refresh[ing]’ his
quote each time the displayed portion is
executed, or (3) enter[ing] his order into
an approved display alternative ATS
that is not subject to the 1,000 share
restriction.” According to the
commenter, each of these alternatives
legally defeats any purported benefits of
the 1,000 share minimum rule, because
each one also has a negative impact on
market quality when compared to
permitting the market maker use his
reserve quote directly.

Other commenters argued that the
ability of a market maker to conceal a
large reserve size while displaying only
100 shares runs counter to the goal of
market transparency 6 and would

16 See A. Wang Letter, Abelson Letter, Arberman
Letter, Atreya Letter, B. Hepner Letter, B. Lee Letter,
B. Williams Letter, Bailyn Letter, Balber Letter, Ball
Letter, Bauer Letter, Block Letter, Bouldin Letter,
Bradshaw Letter, Burgess Letter, C. Kim Letter, C.
Shapiro Letter, Cammarata Letter, Catrina Letter,
Chan Letter, Chesler Letter, Chinnock Letter,
Ciemens Letter, Corl Letter, Cosenza Letter, Cosic
Letter, Crosby Letter, Crowell Letter, D. Cohen
Letter, D.H. Kim Letter, Daulong Letter, Deligiannis
Letter, Dershow Letter, Dhillon Letter, Diamond
Letter, Diemar Letter, Dolnier Letter, Dondero
Letter, Donitz Letter, Donnelly Letter, Dubin Letter,
E. Goldstein Letter, E. Knight Letter, E. Shapiro
Letter, El-Assad Letter, Erman Letter, Ettles Letter,
F. Raffaele Letter, Falcone Letter, Federici Letter,
Feeny Letter, Feinstein Letter, Flaherty Letter,
Gaida Letter, Getz Letter, Giannone Letter,
Giaquinto Letter, Giordano Letter, Goldhair Letter,
Gormley Letter, Gosling Letter, Greeley Letter,
Gregg Letter, Grill Letter, H. Liu Letter, Hansford
Letter, Hassell Letter, Helfman Letter, Herrick
Letter, Heyman Letter, Hinkel Letter, Hite Letter,
Hodges Letter, Hong Letter, Hotchkiss Letter, Ingles
Letter, Ingram Letter, Isaacson Letter, Ives Letter,
Iwasa Letter, J. Choi Letter, J. Hughes Letter, J.
Kirstein Letter, J. Raffaele Letter, J. Schmidt Letter,
J. Weintraub Letter, J. Williams Letter, Jahng Letter,
Jones Letter, K. Kirstein Letter, K. Murphy Letter,
K. Schroeder Letter, K.Y. Lee Letter, Kaneti Letter,
Keane Letter, Kerman Letter, King Letter, Klarreich
Letter, Klaus Letter, Klein Letter, Kobin Letter,
Kobin Letter, Kott Letter, Kovac Letter, Kropf Letter,
Kushner Letter, L. Waxman Letter, LaBonar Letter,
Lay Letter, Leung Letter, Linton Letter, Liu Letter,
Lopez Letter, Lopin Letter, Lovett Letter, M.
Murphy Letter, M. Schroeder Letter, Magat Letter,
Majid Letter, Malizia Letter, Markasevic Letter,
Masso Letter, Mikhelson Letter, Miller Letter, Miller
Letter, Morant Letter, Morgan Letter, Namolik
Letter, Nemcic Letter, Nicoletta Letter, Nierling
Letter, No Letter, O’Malley Letter, Oahana Letter,
Panayotov Letter, Parsons Letter, Petrov Letter,
Piskun Letter, Poulton Letter, R. Murphy Letter,
Ratto Letter, Rea Letter, Roth-McEnroe Letter, Rotter
Letter, S. Hughes Letter, S. Kim Letter, S. Sherwood
Letter, Salti Letter, Schreiber Letter, Schulberg
Letter, Schuldenfrei Letter, Schultz Letter, Senna
Letter, Sharon Letter, Shatkin Letter, Sherman
Letter, Sinclair Letter, Skinner Letter, Sohn Letter,
Song Letter, Squires Letter, Stengel Letter, Strum
Letter, Stuzin Letter, Sukenick Letter, Talib Letter,

controvert price discovery.1”
Specifically, several commenters
expressed concern that investors would
be unable to properly assess risk and
reward, gauge the market’s direction,
and make informed decisions about how
to invest with the reduced display
size.18 At the same time, some added,
the market maker will have the
advantage of knowing the size of
incoming orders.1?

In response, Nasdaq offered several
arguments in support of its view that,
contrary to commenters’ concerns, the
proposal will not materially impact
transparency in its market.20 First,
Nasdaq challenged the premise that the
1000-share minimum display
requirement is a key component in
encouraging the display of significant
trading interest. A recent review of
SuperSOES indicated that only 13.9
percent of market maker quotes large
enough to use reserve size actually had
a reserve share amount attached to
them.21

Second, Nasdaq argued that
transparency has more than one
component, such as trade price and
volume information. Nasdaq asserted
that the speed and reliability of such
information has dramatically improved,
with SuperSOES providing
instantaneous automatic executions and
immediate dissemination of the
resulting transaction information via the
public tape.

Finally, Nasdaq argued that, because
all displayed size at a given price level

Thompson Letter, Towne Letter, Vo Letter, Ward
Letter, Washburn Letter, Watts Letter, Weckherlen
Letter, West Letter, Wilson Letter, Yang Letter, Yang
Letter, Z. Hepner Letter, Zemeck Letter, Zlatkovic
Letter, and Zour Letter.

17 See Goldhair Letter, J. Weintraub Letter, M.
Murphy Letter, Nierling Letter, and Weckherlen
Letter.

18 See B. Hepner Letter, Bailyn Letter, Bouldin
Letter, Ciemens Letter, Consenza Letter, Deligiannis
Letter, Dhillon Letter, E. Shapiro Letter, Gaida
Letter, Giannone Letter, Giaquinto Letter, Hite
Letter, J. Hughes Letter, K. Schroeder Letter, Klein
Letter, Kobin Letter, M. Murphy Letter, M.
Schroeder Letter, Malizia Letter, Roldan Letter,
Schreiber Letter, Schuldenfrei Letter, Sinclair
Letter, Vo Letter, Watts Letter, and Weckherlen
Letter, see also C. Shapiro Letter, (discussing the
effect of “information asymmetry”).

19 See Schreiber Letter, M. Schroeder Letter, and
Washburn Letter.

20 See Nasdaq Letter L.

211n Nasdaq Letter I, Nasdaq provided data for
Nasdaq market makers and exchanges trading
Nasdaq stocks pursuant to unlisted trading
privileges (“UTP exchanges”). According to
Nasdagq, only 13.5 percent of market maker and UTP
exchange quotes large enough to use reserve size
actually had a reserve share amount attached to
them. In a subsequent telephone conversation,
Nasdaq provided data for just market maker quotes.
Telephone conversation between Terri Evans,
Assistant Director, Division, Commission, and
Thomas P. Moran, Associate General Counsel,
Nasdagq, on May 23, 2002.
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has priority in execution over reserve
size at the same price, market
participants desiring to trade
immediately and in size have incentives
to quickly display larger share amounts.
In this context, Nasdaq cited statistics to
show that the average display size of
quotes today has increased 83 percent
from the average display size
immediately following decimalization
and before SuperSOES was introduced.
Nasdaq believes that these statistics
show that market participants are more
inclined to display larger size in the
fast-moving SuperSOES environment.

The Commission believes that Nasdaq
has adequately addressed the concerns
raised by commenters. While the
Commission recognizes that the
proposed rule change appears to limit
transparency by reducing the minimum
number of shares that must be displayed
before a market maker can use reserve
size, the Commission agrees with the
opinion of one commenter that market
makers will not necessarily display
1000 shares just to use the reserve size
feature in SuperSOES, in lieu of other
options such as sending an order to an
ECN. Even aside from the minimum
display requirement, the Commission
believes that market participants will
still have an incentive to display greater
size, because SuperSOES executes
incoming orders against displayed size
at the best price before accessing reserve
size at the same price level. Therefore,
it may be in a market participant’s best
interest to display greater size and
receive an immediate execution. The
Commission notes that Nasdaq has
offered data that indicates that only a
small portion of quotes large enough to
potentially use reserve size, actually
have a reserve share amount attached to
them.

2. Liquidity Issues

One commenter who supported the
proposed rule change believed that the
current, 1000-share minimum display
requirement inhibits liquidity.22 Rather
than meet that requirement, this
commenter argued, a market maker may
choose to withhold his intention to
trade from the marketplace entirely and
wait until an order he is holding
becomes marketable to execute it.23

On the other hand, many commenters
objected to the proposal on the grounds
that it would negatively impact market
liquidity.2¢ Some of these commenters

22 See Levine Letter.

23]d.

24 See Abelson Letter, Arberman Letter, Atreya
Letter, B. Hepner Letter, Bailyn Letter, Benetti
Letter, Bouldin Letter, C. Kim Letter, C. Shapiro
Letter, Cammarata Letter, Catrina Letter, Chan
Letter, Ciemens Letter, Crosby Letter, Crowell

expressed the view that the ability to
display only 100 shares would allow
market makers to limit the availability
of stock at the inside market,25 and
provide little liquidity during a severe
upturn or downturn.26 These
commenters appeared to believe that,
under the proposal, when a market
maker at the inside price is displaying
only 100 shares while maintaining a
large reserve size at that same price, the
system would fill incoming orders at a
rate of only 100 shares at a time. During
the time lag that would result, the
market maker would have time to
withdraw most of the liquidity stored in
his reserve size if this would be to his
advantage, as it might be in volatile
markets.27

One commenter observed that in
approving the original SuperSOES
system and its reserve size feature, the
Commission cited the justification set
forth by Nasdaq that the 1000-share
display requirement would increase
liquidity by providing an incentive for
market makers to display a larger
quotation size.28 “We are confounded,”
this commenter stated, ‘“‘that the NASD
would reverse its previous position and
propose to pare back the reserve size
requirement to a single round lot,”
particularly in view of “‘the substantial
deterioration of displayed market
liquidity in the post-decimals
environment.” 29

In response to liquidity concerns,
Nasdagq insisted that nothing in the

Letter, D. Cohen Letter, D. H. Kim Letter, D’Aleo
Letter, Deligiannis Letter, Diemar Letter, E.
Goldstein Letter, El-Assad Letter, Erman Letter, F.
Raffaele Letter, Feeney Letter, Getz Letter,
Giaquinto Letter, Goldhair Letter, Greeley Letter,
Gregg Letter, Grill Letter, H. Liu Letter, Hansford
Letter, Hassell Letter, Hodges Letter, Hotchkiss
Letter, Ingles Letter, Isaacson Letter, Iwasa Letter, J.
Hughes Letter, J. Raffaele Letter, Jones Letter, K.
Choi Letter, K. Kirstein Letter, Kaneti Letter,
Klarreich Letter, Klaus Letter, Kobin Letter, LaBonar
Letter, Landsman Letter, Lovett Letter, Lutz Letter,
Magat Letter, Majid Letter, Masso Letter, McCabe
Letter, Nicoletta Letter, Nierling Letter, O’'Malley
Letter, Oahana Letter, Orgen Letter, Parsons Letter,
Petrov Letter, Plotkin Letter, Ratto Letter, Rebatta
Letter, Schulberg Letter, Senna Letter, Sharon
Letter, Shatkin Letter, Sherman Letter, Sinclair
Letter, Sohn Letter, Squires Letter, Stancevic Letter,
Stengel Letter, Stuzin Letter, Sullivan Letter,
Weckherlen Letter, West Letter, Wilson Letter, Yang
Letter, Zemeck Letter, and Zour Letter.

25 See Cammarata Letter, Ciemens Letter, Isaacson
Letter, J. Hughes Letter, Linton Letter, Lovett Letter,
McCabe Letter, Song Letter, Stengel Letter, and
Zucker Letter.

26 See Giaquinto Letter.

27 Many commenters explicitly stated their belief
that the proposal would create market slowdowns
due to multiple executions of displayed and
refreshed 100-share lots at the inside price. See
more at infra notes 32—37 and accompanying text.

28 See Morgan Stanley Letter (citing Securities
Exchange Act Release No. 42344 (January 14, 2000),
65 FR 3987 (January 25, 2000)).

29]d.

reduction of the display size
requirement could be expected to
remove liquidity from its market.30
According to Nasdaqg, even though a
market participant may elect to
apportion their total trading interest
between displayed size and reserve size
differently, the same number of shares
remain immediately accessible through
the system. In addition, Nasdaq believes
that to the extent the proposal limits the
negative impact associated with the
required display of large share size, the
total amount of shares entered into
SuperSOES may increase and thereby
increase overall liquidity on Nasdaq.3?

The Commission understands the
concerns raised by commenters.
However, the Commission believes that
the ability to use reserve size under the
proposal may give market participants
on Nasdagq greater flexibility in
representing large orders. In particular,
the proposed rule change may prove
useful to market participants who wish
to minimize the market impact of their
orders. Increased participation should,
in turn, enhance liquidity of the market,
to the benefit of all market participants.
In addition, the Commission notes that
a reduction in the displayed amount of
liquidity does not necessarily signify a
reduction in the amount of actual
liquidity accessible in a market. As
clarified by Nasdaq, the same amount of
shares will be immediately accessible
through the system.

3. Impact on Executions and Potential
for Abuse

Many commenters believed that
orders sent to Nasdaq that today can be
filled in one execution would require
multiple executions to be filled under
the proposed system,32 and that the

30 See Nasdaq Letter L.

31[d.

32 See A. Wang Letter, Abelson Letter, Atreya
Letter, B. Lee Letter, B. Williams Letter, Bailyn
Letter, Balber Letter, Bauer Letter, Ben-Aharon
Letter, Benetti Letter, Block Letter, Bouldin Letter,
Brook Letter, C. Kim Letter, Cammarta Letter,
Caputo Letter, Catrina Letter, Chan Letter, Chan
Letter, Chaudry Letter, Chesler Letter, Chinnock
Letter, Ciemens Letter, Corl Letter, Cosenza Letter,
Cosic Letter, Crosby Letter, Crowell Letter, D.H.
Kim Letter, D’Aleo Letter, Daulong Letter, Diamond
Letter, Diemar Letter, Dondero Letter, Dubin Letter,
E. Goldstein Letter, E. Knight Letter, El-Assad
Letter, Erman Letter, F. Raffaele Letter, Falcone
Letter, Feinstein Letter, Flaherty Letter, Gaida
Letter, Getz Letter, Gormley Letter, Gregg Letter,
Grill Letter, Gussin Letter, H. Liu Letter, Hansford
Letter, Hassell Letter, Hayden Letter, Helfman
Letter, Hite Letter, Hodges Letter, Hong Letter,
Ingles Letter, Isaacson Letter, Ives Letter, J. Choi
Letter, J. Goldstein Letter, J. Hughes Letter, J.
Raffaele Letter, J. Weintraub Letter, J. Williams
Letter, Jones Letter, K. Choi Letter, K. Kirstein
Letter, K. Schroeder Letter, K.Y. Lee Letter, Kaneti
Letter, Keane Letter, Kinzelberg Letter, Klaus Letter,
Klein Letter, Kobin Letter, Kott Letter, Kropf Letter,

Continued
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resulting time lag would slow down the
entire market, unfairly advantage market
makers, and lend to widespread abuse.
Various commenters believed that the
proposal would promote deception,33
foster manipulative conduct,34 facilitate
monopoly pricing and collusion,35 and
result in inefficiency.36

By way of example, many
commenters noted that under the
current system, when a market maker
displays 1000 shares at the inside
market—as required for use of the
reserve size feature—an incoming order
of up to 1000 shares is filled
immediately against that displayed
quotation, in one execution. Under the
proposal, these commenters believe,
because the same market maker would
be required to display only 100 shares
and could hold the remaining 900
shares in reserve size, each time 100
shares of an incoming order is filled, the
system would need to refresh the
displayed size again before the next 100
shares could be filled, causing the
execution of a full 1000 shares to take
ten times as long.37

L. Waxman Letter, LaBonar Letter, Laughlin Letter,
Lazarus Letter, Liu Letter, Lovett Letter, Lutz Letter,
M. Schroeder Letter, M. Sherwood Letter, Magat
Letter, Majid Letter, Malizia Letter, Markasevic
Letter, Masso Letter, McCabe Letter, Miller Letter,
Morant Letter, Morgan Letter, Nemcic Letter, No
Letter, Oahana Letter, Panayotov Letter, Parsons
Letter, Petrov Letter, Philip Letter, Plotkin Letter, R.
Murphy Letter, Rea Letter, Rebatta Letter, Roldan
Letter, Roth-McEnroe Letter, Rotter Letter, S.
Hughes Letter, S. Kim Letter, S. Sherwood Letter,
Salti Letter, Sc. Sullivan Letter, Schreiber Letter,
Schulberg Letter, Schuldenfrei Letter, Schwartz
Letter, Senna Letter, Sharon Letter, Shatkin Letter,
Sherman Letter, Shorack Letter, Sinclair Letter,
Sinnreich Letter, Sohn Letter, Stancevic Letter,
Stengel Letter, Strum Letter, Stuzin Letter, Talib
Letter, Thompson Letter, Towne Letter, Voldarsky
Letter, Ward Letter, Washburn Letter, Watts Letter,
Williamson Letter, Yang Letter, Zemeck Letter,
Zlatkovic Letter, Zour Letter, and Zucker Letter.

33 See Cammarata Letter, D.H. Kim Letter,
Deligiannis Letter, Gaida Letter, Garby Letter, Gregg
Letter, Hansford Letter, Heyman Letter, Isaacson
Letter, J. Williams Letter, Kernan Letter, Lazar
Letter, Morgan Letter, R. Murphy Letter, Rebatta
Letter, Squires Letter, and Stengel Letter.

34 See Atreya Letter, Bailyn Letter, Benetti Letter,
Burgess Letter, Crosby Letter, Crowell Letter,
Dershow Letter, F. Raffaele Letter, Garby Letter,
Goldhair Letter, Gregg Letter, Herrick Letter,
Heyman Letter, J. Kirstein Letter, J. Raffaele Letter,
Keane Letter, Lazar Letter, Linton Letter, Magat
Letter, Masso Letter, Morgan Letter, Nierling Letter,
Oshins Letter, Petrov Letter, Rea Letter, S. Kim
Letter, Sherman Letter, Sinclair Letter, Stancevic
Letter, Talib Letter, Watts Letter, and Wilson Letter,
see also infra notes 27-30 and accompanying text.

35 See C. Kim Letter, C. Shapiro Letter, and
Crowell Letter.

36 See Gaida Letter, Jones Letter, Kobin Letter,
Kropf Letter, Landsman Letter, Linton Letter, and
Weckherlen Letter.

37 See Atreya Letter, C. Kim Letter, Chan Letter,
Crowell Letter, F. Raffaele Letter, Gregg Letter,
Hodges Letter, Ingram Letter, Ives Letter, J. Kirstein
Letter, J. Raffaele Letter, J. Williams Letter, Jahng
Letter, K. Kirstein Letter, Klaus Letter, L. Waxman
Letter, Landsman Letter, Magat Letter, Oahana

Many commenters contended that the
reduced display requirement would
benefit market makers at the expense of
investors, allowing them, for example,
to slow down the movement of a stock
while minimizing their own exposure.38
In the view of these commenters, under
the proposal, a market maker could
display the minimum 100 shares at the
inside market while entering a large
number of shares in reserve size at the
same price. If he then saw the market
shift direction, he could withdraw the
liquidity in his reserve size and move it
to a higher price level before investors
could reach it, because the multiple
executions of incoming orders at the
inside price at a rate of only 100 shares
at a time would give him the time to do
so. In the words of many commenters,
the proposal would thus effectively
“eliminate liability orders.” 39

Commenters also variously argued
that market makers would artificially
stall the momentum of a stock so they
could “back away” from liability for
their reserve size;*® misrepresent true
supply and demand;4* and interfere
with the natural direction of the
market.#2 Among the other abuses
commenters feared were: a market
maker holding up the price of a
downward moving stock in order to

Letter, Panayotov Letter, Petrov Letter, Philip Letter,
Plotkin Letter, Rebatta Letter, Rotter Letter, S. Kim
Letter, Salti Letter, Sherman Letter, Sinclair Letter,
Watts Letter, Yang Letter, and Zlatkovic Letter.

38 See Atreya Letter, Bauer Letter, Ben-Aharon
Letter, Benetti Letter, Bouldin Letter, Brook Letter,
C. Kim Letter, Cammarata Letter, Caputo Letter,
Ciemens Letter, Dubin Letter, Gaida Letter,
Giannone Letter, Hansford Letter, Hite Letter,
Isaacson Letter, J. Goldstein Letter, J. Kirstein Letter,
Keane Letter, Landsman Letter, Laughlin Letter,
Linton Letter, Rea Letter, S. Sherwood Letter, Sc.
Sullivan Letter, Stashefsky Letter, Stengel Letter,
and Stuzin Letter.

39 See A. Donnelly Letter, A. Wang Letter,
Arberman Letter, Balber Letter, Brook Letter, Chan
Letter, Chaudhry Letter, Chesler Letter, Daulong
Letter, E. Goldstein Letter, Erman Letter, Ettles
Letter, Garby Letter, H. Liu Letter, Hassell Letter,
Hong Letter, Hotchkiss Letter, Ingles Letter, Ives
Letter, Iwasa Letter, J. Choi Letter, ]. Williams
Letter, Jahng Letter, Kaneti Letter, Klaus Letter, Kott
Letter, Kovac Letter, Kushner Letter, Lay Letter,
Lopin Letter, Markasevic Letter, Miller Letter,
Morant Letter, Nemcic Letter, O'Malley Letter,
Oahana Letter, Piskun Letter, Rebatta Letter, Rotter
Letter, S. Kim Letter, S. Sherwood Letter,
Schuldenfrei Letter, Shatkin Letter, Shorack Letter,
Sohn Letter, Song Letter, Strum Letter, Talib Letter,
Thompson Letter, Z. Hepner Letter, Zemeck Letter,
and Zour Letter.

40 See Chesler Letter, Corl Letter, Crowell Letter,
Erman Letter, Fennell Letter, Hassell Letter, Hite
Letter, J]. Weintraub Letter, J. Williams Letter, K.
Kirstein Letter, K.Y. Lee Letter, Kaneti Letter,
Laughlin Letter, Lazarus Letter, Magat Letter,
Murphy Letter, S. Sherwood Letter, Schuldenfrei
Letter, Sharon Letter, Shatkin Letter, Sinclair Letter,
Stengel Letter, Strum Letter, and Watts Letter.

41 See Bailyn Letter, Jones Letter, and Lovett
Letter.

42 See Lazarus Letter, and Zour Letter.

short-sell ahead of the market; 43 a
market maker holding down the price of
an upward moving stock in order to buy
more at a lower price; 4 and a market
maker slowing the upward movement of
a stock to prevent call options from
being exercised against him.45

Nasdaq believes that the above
concerns may flow from a “fundamental
misapprehension about how SuperSOES
works.” 46 According to Nasdagq,
although shares held in the reserve size
feature are not displayed, these shares
remain immediately and continuously
available for execution through the
system.

As described by Nasdaq, SuperSOES
matches incoming orders with quotes
based on price and size information
resident in the system, and
automatically executes against all shares
of automatic-execution participants—
whether displayed or in reserve—
instantaneously. According to Nasdaq,
“at no point during this execution
process are automatic-execution market
participants given an opportunity to
decline to trade, or sent orders that
require their assent to consummate a
transaction.” In addition, according to
Nasdagq, “SuperSOES is already a
powerful salve for exactly those
maladies that the commenters assert
will befall the Nasdaq market if the
1,000-share display requirement is
removed.” 47 For example, Nasdaq
stated that the SuperSOES requirement

43 See Klein Letter, Lazarus Letter, and Morant
Letter.

44 See Helfman Letter, Heyman Letter, Ingram
Letter, and Linton Letter.

45 See Liu Letter.

46 See Nasdaq Letter II.

47 See Nasdaq Letter II. Nasdaq provided the
following example to illustrate the process. Assume
that there are three market makers at the inside bid.
Market Maker A (“MMA”) is bidding $20.00 with
a display size of 200 and a reserve size of 1,000.
Market Maker B (“MMB”) is bidding $20.00 with
a display size of 300 and a reserve size of 4,000.
Market Maker C (“MMC”) is bidding $20.00 with
a display size of 100 and a reserve size of 1,500.
Market Maker D (“MMD”) is bidding $19.99 with
a display size of 100 and a reserve size of zero.

A 3,000-share market order to sell is entered into
SuperSOES. A total of 600 shares would be
instantaneously taken from the displayed sizes of
MMA (200), MMB (300), and MMC (100). In
addition, 1,000 shares would be instantaneously
taken from MMA'’s reserve size, and 1,400 shares
would also be instantaneously taken from MMB’s
reserve size, filling the incoming order in full.

This process would result in a single automatic
execution of 1,200 shares for MMA, a single
automatic execution of 1,700 shares for MMB, and
a single automatic execution of 100 shares for
MMC. Nasdaq represents that as a result of the
automatic execution process ‘“‘there is simply no
way that an automatic-execution market
participant, having placed share amounts
(displayed or reserve) in SuperSOES, can inhibit or
manipulate subsequent executions against that
trading interest while those shares remain in the
system.”
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that automatic execution market
participants be firm for the amounts and
prices of the trading interest they place
into the system reduces the potential
for, and increases the costs of, attempts
to manipulate the market. Likewise, the
swift and sure execution of orders by
SuperSOES based on price-time priority
greatly increases the confidence of
investors that they are being treated
fairly.

The Commission agrees that a great
many of the commenters appear to have
misunderstood the way the reserve size
feature operates and the nature of the
proposed rule change. This
misunderstanding appears to be the
basis of many of the opposing
comments. The Commission notes that
when an order is sent to Nasdaq for
automatic execution through
SuperSOES, the system immediately
accesses all liquidity at the best price
residing within the system to fill that
order, whether that liquidity is
displayed or held in reserve size. As
Nasdaq has represented in its responses
to commenters’ objections, the
automatic execution against all such
resident size takes place
instantaneously.48 When an order
cannot be filled by the market maker’s
displayed size alone (or by the aggregate
displayed size of all market makers at
the same best price, if there is more than
one market maker at that price), the
system immediately accesses the reserve
size behind it (and behind the displayed
size of all market makers at that price,
in time priority), and trades against it all
in a single execution for each market
maker.

4. Competitive Issues

Four commenters maintained, in
support of the proposal, that it would
promote fair competition across the
markets.49 As explained by one
commenter, for example, it would level
the playing field between Nasdaq
participants and members of UTP
exchanges, and between Nasdaq and its
primary competitors, ECNs and the
regional exchanges.5° Specifically, two
commenters argued that Nasdagq is the
only market center that imposes a 1000-
share display requirement, and is thus
competitively disadvantaged.5! Another
commenter noted that it is
“fundamentally unfair to force a market
participant to depend on a potential
competitor [if a market maker enters an
order into an ATS] due to an artificial

48 See Nasdaq Letter I.

49 See Davenport Letter, Morgan Keegan Letter,
Robertson Stephens Letter, and STA Letter.

50 See STA Letter, see also Levine Letter.

51 See STA Letter and Davenport Letter.

regulatory disparity between the two
participants.” 52

Other commenters argued that the
function of an ECN is different than that
of market makers on Nasdaq,?? in that
an ECN’s purpose is to display and
execute orders and not to make
markets.?* Some commenters added that
an ECN is not afforded the same
advantages as market makers °° (e.g., the
ability to make a profit on the market
spread),®® and thus should not be
subject to the same minimum display
requirements.

One commenter cited a recent Nasdaq
study indicating that in the post-
decimalization environment, the
average quote size posted by an ECN
was 1190 shares, challenging with this
data Nasdaq’s argument that it needs to
reduce Nasdaq’s display-size
requirement to 100 shares in order to
compete.5” This commenter believed
that the proposed rule change would
provide a ‘“‘rather marginal competitive
benefit” to Nasdaq at a “high cost to
market liquidity and transparency.” 58
The same commenter further argued
that Nasdaq, as a subsidiary of a
national securities association, is bound
by the Act to maintain rules that
“remove impediments to and perfect the
mechanism of a free and open market,”
which, the commenter stated, is a higher
standard than that imposed by the
regulatory framework governing ECNs.59

In response, Nasdaq noted that
Archipelago Exchange, an equity trading
facility of the Pacific Exchange, offers
reserve size functionality with no
apparent minimum display
requirement, as do ECNs that provide
alternative venues to trade Nasdaq
securities.®0 In addition, Nasdaq
asserted that, in fact, no other market
center providing reserve size imposes a
requirement to display a 1000 share
quote for the privilege.

Nasdagq also challenged the relevance
of data showing that the average display

52 See Levine Letter.

53 See Abelson Letter, Benetti Letter, Burgess
Letter, Herrick Letter, J. Kirstein Letter, J. Raffaele
Letter, J. Williams Letter, Kott Letter, Oahana Letter,
Panayotov Letter, Rebatta Letter, Stengel Letter,
Thompson Letter, and Zlatkovic Letter.

54 See Abelson Letter, Ball Letter, Burgess Letter,
E. Goldstein Letter, Gosling Letter, Hansford Letter,
Ingram Letter, J. Kirstein Letter, J. Raffaele Letter,
J. Williams Letter, Kernan Letter, Oahana Letter,
Panayotov Letter, Rebatta Letter, Stengel Letter,
Thompson Letter, Voldarsky Letter, and Zlatkovic
Letter.

55 See Benetti Letter, Herrick Letter, Ingram
Letter, J. Raffaele Letter, Kott Letter, Schultz Letter,
and Stengel Letter.

56 See, e.g., Kroft Letter.

57 See Morgan Stanley Letter.

58 Id.

59]d.

60 See Nasdaq Letter I.

size on ECNSs is 1,190 shares as
undermining Nasdaq’s contention that it
needs to reduce its own minimum
display size to 100 shares in order to
compete.b1 According to Nasdagq, in
many cases ECNs aggregate orders from
multiple subscribers, while market
makers may or may not aggregate
trading interest. Further, an average
quote on a system that places no
restriction on the use of reserve size is
different, Nasdaq maintained, than a
system that has a minimum display
requirement inhibiting the use of its
reserve size feature. Moreover, Nasdaq
argued, an average size of 1,190
indicates that in many cases ECNs in
fact display quotes of less than 1000
shares, with reserve size functionality,
while Nasdaq market makers cannot
provide their customers with the same.
To further bolster its argument that it
needs to reduce the display minimum in
order to compete, Nasdaq cited a recent
review it conducted of reserve size
usage by ECNs, which found that almost
40 percent of ECN quotes accessed by
SelectNet had a reserve size behind
them, and that of those 40 percent, 75
percent were displaying less than 1000
shares.62

As noted above, the Commission has
previously approved rules of an
exchange (specifically, the Archipelago
Exchange) 63 that provide for a reserve
size functionality with no minimum-
size display requirement, reflecting the
Commission’s belief that such rules are
not inconsistent with the Act. Moreo