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On March 28, the Securities and Exchange Commission (SEC or "Commission") proposed
new rules ("Proposal") that would further define the phrase "as part of a regular business,"
as used in the definitions of "dealer" and "government securities dealer" under Sections
3(a)(5) and 3(a)(44), respectively, of the Securities Exchange Act of 1934 ("Exchange
Act").[1] The Proposal is summarized below.

Comments on the Proposal are due May 27, 2022. On Wednesday, April 27, from 2-3
pm ET, ICI will hold a members-only call to discuss the Proposal and potential comments.
We will send you an Outlook calendar invitation with Zoom login information to participate
in the call.

Background
The Proposal is intended to address concerns raised by the increasingly prominent role of
firms, such as principal trading firms (PTFs), that provide liquidity and engage in other
activities traditionally performed by "dealers" or "government securities dealers" as defined
in the Exchange Act, but are not regulated as dealers.[2] The Commission explains that a
significant rise in electronic trading in US securities markets has enabled PTFs and other
firms that are not regulated as dealers to perform critical market functions, including
serving as major liquidity providers across a range of asset classes, including US Treasury
securities. The Commission believes the activities of these entities have resulted in an
uneven playing field that makes it difficult for regulators and others to detect, investigate,
understand, or address key market events, such as the October 2014 "flash rally" in the
Treasury market.[3] The Commission concedes that the proposed rules may not necessarily
prevent future market disruptions but believes the rules will "support transparency; market
integrity and resiliency; and investor protection; across the U.S. Treasury and other
securities markets by closing the regulatory gap that currently exists and ensuring



consistent regulatory oversight of persons engaging in the type of activities described in
[the rules]."[4] 

Both the Commission and the Department of Treasury previously have raised the issue of
whether PTFs should be subject to broker-dealer regulation.[5] The Proposal follows the
Commission's re-proposal earlier this year of its 2020 amendments to Regulation ATS and
its proposed amendments to the definition of "exchange."[6]

Existing Definitions of "Dealer" and "Government Securities Dealer"
Section 3(a)(5) of the Exchange Act defines the term "dealer" to mean "any person
engaged in the business of buying and selling securities . . . for such person's own account
through a broker or otherwise," but excludes "a person that buys or sells securities . . . for
such person's own account, either individually or in a fiduciary capacity, but not as a part of
a regular business." Similarly, Section 3(a)(44) of the Exchange Act defines the term
"government securities dealer" as "any person engaged in the business of buying and
selling government securities for his own account, through a broker or otherwise, but does
not include," among others, "any person insofar as he buys or sells such securities for his
own account, either individually or in some fiduciary capacity, but not as part of a regular
business."

The Proposing Release discusses factors the courts and Commission historically have
considered in determining whether someone is a "dealer" within the meaning of the
Exchange Act. Among others, these factors include consideration of the frequency with
which a person busy and sells securities for its own account, as well as the nature of the
trading activity. The Commission explains that the "trader exclusion" from the definition of
"dealer," for a "person that buys or sells securities . . . for such person's own account, either
individually or in a fiduciary capacity, but not as a part of a regular business," is intended to
exclude from the definition of "dealer" persons "who buy and sell securities for their own
account as ordinary traders."[7] 

Proposal
The Commission proposes two new rules under the Exchange Act, Rule 3a5-4 and Rule
3a44-2, that would further define the phrase "as part of a regular business" for purposes of
determining whether a person meets the definition, respectively, of a "dealer" in Section
3(a)(5) or a "government securities dealer" in Section 3(a)(44) of the Exchange Act. If the
Commission adopts the proposed rules, and a person is deemed to meet the definition of a
"dealer" or "government securities dealer" as a result, that person would be required to: (i)
register with the Commission under Section 15(a) as a dealer or under Section 15C as a
government securities dealer; (ii) become a member of a self-regulatory organization (i.e.,
FINRA); and (iii) comply with applicable federal securities laws and regulatory obligations
including, as applicable, SEC, SRO, and Treasury rules and requirements. The Commission
proposes a one-year compliance period from the effective date of any final rules.

First, both proposed Rules 3a5-4 and 3a44-2 include identical qualitative standards that
provide that a person would be deemed to be engaged in buying and selling securities for
its "own account" "as part of a regular business" if the person engages in a routine pattern
of buying and selling securities that has the effect of providing liquidity to other market
participants by: (i) routinely making roughly comparable purchases and sales of the same
or substantially similar securities in a day; (ii) routinely expressing trading interests[8] that
are at or near the best available prices on both sides of the market and that are
communicated and represented in a way that makes them accessible to other market



participants; or (iii) earning revenue primarily from capturing bid-ask spreads, by buying at
the bid and selling at the offer, or from capturing any incentives offered by trading venues
to liquidity-supplying trading interests.[9] The proposed rules exclude (i) a person that has
or controls total assets of less than $50 million; or (ii) an investment company registered
under the Investment Company Act of 1940 ("Investment Company Act").

Second, proposed Rule 3a44-2 also includes a quantitative test, which is an alternative to
the qualitative test. If either test is met, the person would be deemed to be acting as a
government securities dealer within the meaning of Section 3(a)(44) of the Exchange Act.
The quantitative test provides that a person would be deemed to be engaged in buying and
selling government securities for its "own account" "as a part of a regular business" if, in
each of four out of the last six calendar months, the person engaged in buying and selling
more than $25 billion of trading volume in government securities.[10] 

For purposes of the proposed rules, a person's "own account" means any account: (i) held
in the name of that person; or (ii) held in the name of a person over whom that person
exercises control[11] or with whom that person is under common control, but does not
include: (A) an account in the name of a registered broker, dealer, or government securities
dealer, or an investment company registered under the Investment Company Act; or (B)
with respect to an investment adviser registered under the Investment Advisers Act of 1940
("Advisers Act"), an account held in the name of a client of the adviser unless the adviser
controls the client as a result of the adviser's right to vote or direct the vote of voting
securities of the client, the adviser's right to sell or direct the sale of voting securities of the
client, or the adviser's capital contributions to or rights to amounts upon dissolution of the
client; or (C) with respect to any person, an account in the name of another person that is
under common control with that person solely because both persons are clients of an
investment adviser registered under the Advisers Act unless those accounts constitute a
parallel account structure;[12] or (iii) held for the benefit of a person that has or controls
assets of less than $50 million or for the benefit of a registered investment company.

The Commission explains that the exclusion for registered investment advisers would
"exclude registered investment advisers from aggregating their trading activities with those
of their clients when the adviser and client only have a discretionary investment
management relationship (i.e., where the registered investment adviser does not control
the client as a result of the adviser's right to vote or direct the vote of voting securities of
the client, the adviser's right to sell or direct the sale of voting securities of the client, or
the adviser's capital contributions to or rights to amounts upon dissolution of the
client)."[13] The Commission, in an example, appears to clarify that by "voting securities of
the client," it means "the voting securities issued by [the client] . . . ,"[14] consistent with
the definition of control in Rule 13h-1(a)(3).[15] 

As noted above, under the proposed rules, a person's "own account" would not include an
account in the name of another person that is under common control with that person
solely because both persons are clients of an investment adviser registered under the
Advisers Act unless those accounts constitute a "parallel account structure."[16] This
provision is intended to prevent a registered investment adviser from avoiding application
of the proposed rules by dividing trading activities among multiple clients pursuing
substantially the same investment objective and strategy.[17]
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Communication Protocol System, or another form of trading venue." Id. at 23070.
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