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SEC Proposes New
Governance Provisions
for Self-Regulatory
Organizations

The Securities and Exchange Commission (“SEC”) has
proposed new rules and the amendment of existing
rules and forms under the Securities Exchange Act of
1934 (the “Proposal”) pertaining to the governance,
administration, transparency and ownership of self-
regulatory organizations (“SROs”) that are national
securities exchanges or registered securities
associations.! The Proposal also would require
periodic reporting by these SROs on their regulatory
programs and set certain requirements relating to the
listing and trading of their own and affiliates’ securities.

Under the new governance standards, a majority of
the members of an exchange’s or securities
association’s board of directors would have to be
independent. Key committees (such as corporate
governance, auditing, director nominations and
compensation) would have to be comprised solely of
independent directors. Under the Proposal, no
director would qualify as an independent director
unless the board affirmatively determined that the
director had no material relationship with the
exchange or association. The term “material
relationship” would be defined as a relationship,
whether compensatory or otherwise, that reasonably
could affect the independent judgment or decision-
making of the director. The Proposal would require
the board to make this independence determination
upon the director’s nomination and, thereafter, no
less frequently than annually and as often as necessary
in light of the director’s circumstances (e.g., a job
change or marriage that would disqualify the director
from being considered independent).
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The Proposal also would require these SROs to establish
policies and procedures to separate their regulatory
functions from their market operations and other
commercial interests. All money collected by these
SROs from regulatory fees, fines or penalties would have
to be used exclusively for regulatory purposes.

As to ownership, the Proposal would prohibit any
SRO member that is a broker or dealer from owning
and voting more than a 20% ownership interest in the
exchange or securities association, or any of its
facilities, of which it is a member. Each SRO member
that is a broker or dealer also would have to file a
report with the SEC if it acquired ownership of more
than 5% of any interest in the exchange or securities
association, or any of its facilities, of which it is a
member. In addition, the Proposal would require
these SROs to maintain their books and records in the
United States.

In order to provide greater transparency as to the
governance, ownership structure and regulatory
operations of exchanges and securities associations, the
Proposal would amend the forms for SRO registration
with the SEC to require enhanced reporting and more
frequent updates. SROs also would need to post this
information on their websites.

The Proposal also would require these exchanges and
securities associations to file electronically quarterly
and annual reports with the SEC on their regulatory
programs. These reports would provide the SEC with
better oversight and surveillance capabilities over the
SROs’ regulatory programs and enhance the
Commission’s ability to identify issues and trends as
they arise.

Another significant aspect of the Proposal pertains to
the conflicts which may arise when a national
securities exchange or a national securities association
list its own securities, the securities of any of its trading
facilities, or the securities of any affiliate or any
affiliate’s trading facility. The Proposal would impose
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obligations to ensure these SROs’ ongoing compliance with
their own listing standards and to supervise trading in their
securities, including by filing with the SEC quarterly and
annual reports on their monitoring of the trading of such
securities and their ongoing compliance with the applicable
listing standards.

NEW YORK ¢ LOS ANGELES - WASHINGTON
BOSTON « BOCA RATON « NEWARK

NEW ORLEANS « PARIS

Client Alert

Proskauer's Broker-Dealer and Investment Management Group
counsels major financial institutions, including full service and
boutique brokerage firms, domestic and foreign investment
banks, investment advisers, investment companies, business
development companies, hedge funds, private investment funds
and banks, on securities regulatory matters, corporate and
investment company governance, capital markets transactions,
internal investigations, regulatory investigations, civil
enforcement proceedings, criminal prosecutions, arbitrations
and complex litigations. The members of the Group, led by
our partner Kathy H. Rocklen, bring to bear their substantial
experience and expertise gained through private practice,
service as securities regulators, general counsels and chief
compliance officers for major investment banks and mutual
fund complexes, and as professors of securities law. The
following attorneys would welcome any questions you may
have on this Alert.

Kathy H. Rocklen
212.969.3755 — krocklen@proskauer.com

Gregory P. Gnall
212.969.3040 — ggnall@proskauer.com

Proskauer Rose is an international law firm that handles a full spectrum of legal
issues worldwide.

This publication is a service to our clients and friends. It is designed only to give general information on the developments actually
covered. It is not intended to be a comprehensive summary of recent developments in the law, treat exhaustively the subjects covered,
provide legal advice or render a legal opinion.

© 2004 PROSKAUER ROSE LLP Al rights reserved.



