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I.. . ~Tntroduction' 

Over the'past se\iei~l·'ye;us, thiid market makers and proprietary trading sys~t~ms ('PTSs") have ~aptured ail increasing`amount of volume in New Yoik.Stock Exchange ('INYSE~ and National Associafion of Securities Dealers Automated Quotation 
(INASDAQ") sto~cks. Under the present regulatory structure howe~ei, these entitled are ~ ··regulated`as ·broker-dealers; The Div~i~sion's Market 2060 Study~("Study") reviewed the regulatory struixure of thi~d inarket makers and PTSs aiid fdund that the National · 

~'Associatian of Securities Dealers' ('!NASD") examination·process focussed on.these entities : ad-broker-dealers and ove~loolced issueS 'elatirig to market performance. The Studp team requeste~that the staff·from the Division's .Office of Market Operation and Surveillance IRsper,tions ("Staff'j conduct special _Durpose- inspections of the trading systems of these entities in light of certain maiket structure issues raised m the S·tudy, 
f;or this reason, in July 1~93, the·Staff     ernard L. Madoff Investment Securities C"Madoff') and the    t").l Specificallj·; the Staff was requested to review the folio  issues: payment for order flow, order execution procedures, market older price improvement procedures, performance asmarket makers, SurveiUdnce of the automated ej~ecution systems, ITS trading:procedures, and audit trail of ·these broker-dealer. tiading systems.' Rep~rts with specific findings and recommendatidns of the inspections of Madoff.and InStinet are attached in Exhibits 1 and 2 respectively,' 

31· Descigti~on 

Madoff is· registeied.as ·a designated dealer on the Cincinn     d as a third market· makerwiih· the MASD in exchange-listed -securittes.      

            d,               

See   ted March 29, 1993; from      n _ · and  

The Study team was: orally apprised of the findings of the inspections. 
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      ; The NASD is ttiedesie~i~terl : examining authority fd    adoff an   t. For regulatory purposes, the: Division 

tie~ws both ~wladoff ana:  a's brok~r-d~alers subject to the recor   ts               
             ·             d 

      of the'tBro irading, systems, compliance ·p~Cedi~res, 
and p;rog~ams for regulatory oversight, 

m. ~ _FindinEs~and Recommendations 

FL. . Madoff 

The-Staff found that, -overall, Madoff~s automated execution systems_ were functianing .as repiesented to the Division. TheStaff.did, however, identify certain def;c~iencies that 
may exist in Madoffs market order piice improvement subsystems. 

In~ additidn, the Staff found 'that the oversight ejramination administered. by the NASD 
is dequate for surve'illance of a. typical market makerori:NASDQ. The Staff-believes, 
howeve~ that Madoff operates more as an inte~rate~i market center.ana .tbrit.NASD 
oversight ex~minations should be revisedto.iirclude ceitain market-structure issi~es not 
included in the ·rou~tii~e broker-dealer examina~tion conducted by the NASD. ·These issues 
include: automated trading or execution systems, ITS;trading and quotation activitjes, and 
payments fo~ oider flow. 

B.  

                           
                

             
          

                       
               

      

IV. conclusion 

The attached reports provide an overview of thefindings and recommenaafions· . . 
resulting from the Staffs inspections. Because the inspections were n~ither· roiitirie: 

:.-inspectioris of SRO programs lier routine -exam    ker-dealer operations,'.we· will: 
not issue formal inspection reports to Madoff or  

As a result ofa recommendatio  from th    -Division proposed Rufe 17a-23 
to establish a unifdrm comprehensive recordkeeping and reporting structure for-~roker- 
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dealers sponsors of "brolier-dealer tra·ding systems," ("BDTS"   ~ea ~ul~·:1·7aC23 wotild require these BDTSS ·(which wobld include Madoff and  ~ to file~ reports with the Corilmission~and· the SROs that separately identify tians~a   cted through the BDTSs, Summanze system volume, identify traded securities, ~nd··describe ihe operatidn, of the system. Although proposed Riile. 17a-23 has not yet bn·a~ro~ed, the~S"""""""'""""""""""'~.~ielieves: that ttie~proposed rule. w~auld allow the' NASD and the Commission to better~m~t their :' ~glllatory oversight responsil~itities for.BDTSs. 

The Study also recomme~deil fhat.the NASD detklog a ;comprehensive-pro~,rs~n for .ejriimining third market a~tivity and Submit it to the Commission;; In:a~ditionl the-Study proposed- five tradi;r;g principles · to which third market makers ~hould ~idhere: (1) display of - customer limit ·orders that ari:-better than- the ~xistin~:rrs- best bid.or·offer (to the same extei~t dllit the exchanges'lmpose such an obli~ation oh theii ~pecialist~; (2~ custolner limit order prot'ection;.l(3) .croSsing of custpri~ers' orders, if possible, without de~er int~rv~ntion; (4)'fixed standards for queuing and executing custori~er orders; and (5) compliance with ITS fzaile-urrough and block policies. The S~tucly recommended that the liTASD ~ubmit a rule. change to the CommisSion.t6 incorporate these five princi~i~s. 
The results of the Staffs irispections demonstrate a need for b~th an exaT~ination prbgram for third market activity and the inplemeritation of-.the five·tiadiag p6nciples. The Staff.intends'to work with the NASD to~ develop an. examination ril6dule.that would encompab·reviews of third- marke~t activity and BDTS inlorder to Impleinent the recommendation's from th~ ·Stud~ arrd propose~d Rule 17a-23. The S~affplaris to send.a ~etter· to the NASD indicating that we Fi~ill be contacting them to discuss the expanded e.xamiriation programs for BD;TS: 

:~-· ~~·:· 

,!. ee Release No. 34r33605.·iFebNaly g~ 1994), 59 FR ~3~8. 
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