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On September 16, 2024, the SEC issued an order disapproving proposed changes to the
National Market System (NMS) Plan to Address Extraordinary Market Volatility (the "Plan")
filed by the Plan participants, which consists of the national securities exchanges and the
Financial Industry Regulatory Authority (FINRA).[1] The Plan, in general, governs the
market-wide limit up-limit down ("LULD") mechanism that sets forth procedures to prevent
trades in individual NMS securities from occurring outside of specified price bands. The
proposal would have tightened the LULD trigger price bands for exchange-traded products
("ETPs") currently classified as Tier 2 ETPs, with certain exceptions for applicable single
stock ETPs. A summary of the proposal, ICI's comment letter, and the SEC's disapproval is
below.

The Proposal
The Plan participants originally filed the proposed changes with the SEC on October 24,
2023.[2] The proposed amendments would have amended Appendix A to the Plan to
provide that all ETPs be assigned to Tier 1 of the Plan, except for single stock ETPs which
would be assigned to the same tier as their underlying stock, and in each case adjusted for
any leverage factor. Appendix A currently provides that Tier 1 includes all NMS stocks
included in the S&P 500 Index, the Russell 1000 Index, as well as "eligible" ETPs, with Tier 1
ETP eligibility covering non-leveraged ETPs that trade over $2,000,000 notional
consolidated average daily volume ("CADV") during a specified half year period. Non-
eligible ETPs are classified as Tier 2. Tier 1 and Tier 2 classification results in different price
bands for LULD trading halts, with Tier 1 ETPs having a 5% price band and Tier 2 ETPs
having a 10% price band.[3]



ICI's Comment Letter
ICI submitted a letter supporting the proposed amendments,[4] believing the proposed
amendments to be incremental and measured amendments to market structure that
protect retail investors and strengthen investor reliance on US markets. ICI's reasoning
underlying its support aligned with the letter previously submitted jointly by multiple
market participants (the "Joint Letter).[5] In its letter, ICI stated that it does not believe the
proposed amendments would have imposed any burden on market competition and would
likely result in improved competition as all ETPs, other than single-security ETPs, would
have consistent LULD parameters. Finally, in response to the SEC's question on leveraged
ETPs, ICI emphasized the importance of maintaining the leverage factor adjustment.

SEC's Disapproval
While Participants contended, and ICI agreed, that the Proposal would improve market
quality, more effectively dampen volatility, and provide greater investor protection, the SEC
did not believe that the data provided and assertations made by Participants in the
Proposal carried the burden of demonstrating consistency with Rule 608.[6] In particular,
the SEC found that the aggregate statistical analysis of the potential costs and benefits of
designating Tier 2 ETPs as Tier 1 securities provided by the Participants did not provide
sufficient detail and specificity concerning the different trading characteristics of individual
ETPs, with single reference asset-based Tier 2 ETPs being cited as a particular SEC concern.
The SEC stated its concern that the data did not reflect all potential effects of the proposed
changes and posited hypotheticals about how a more granular statistical analysis could
show that moving certain Tier 2 ETPs to Tier 1 could unduly interrupt trading activity driven
by fundamental value changes as opposed to trading activity driven by transitory gaps in
liquidity. Additionally, in response to the Participants' supplemental analysis related to
volatility and price reversion that was later submitted, the SEC believed such data was
neither robust nor compelling.[7] Due to concerns that the Proposal could cause excessive
straddle states, limit states, and trading pauses in certain affected ETPs due to proposed
tighter price bands, the SEC disapproved the Proposal.

 

Kevin Ercoline
Assistant General Counsel
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