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Re: IM-4613 - Autoquoting Restrictions
Dear Mr. Fitzgerald:

This letter responds to your letter, dated August 13, 2002, and
discussions with staff of The Nasdaq Stock Market, Inc. ("Nasdaq”), wherein
you request a determination that the computer generated quoting (*CGQ")
system to be employed by Spear, Leeds & Kellogg Capital Markets (“SLKC")
and Goldman, Sachs & Co. (“"GSCO”) is consistent with NASD IM-4613,
Nasdagq'’s policy prohibiting autoquoting and computer generated quoting, as
those terms are defined in IM-4613.}

We understand the facts to be as follows:

SLKC is a division of Spear, Leeds & Kellogg, LP ("SLK”). Both SLK
and Goldman, Sachs & Co. ("GSCO") (jointly, the “Firm”) are members in
good standing of the National Association of Securities Dealers, the New York
Stock Exchange, the American Stock Exchange, the Chicago Board Options
Exchange, and the other principal U.S licensed exchanges. SLKC is a market
maker in approximately 5,500 equity securities and GSCO is a market maker
in approximately 500 securities. The Firm plans to utilize its proposed CGQ
system to begin quoting in 20 securities. Over the next year, in consultation
with Nasdaq’s technology staff, the Firm plans to increase its usage of CGQ

! Your letter states that, while the relief initially is requested on behalf of SLKC,

SLKC and GSCO will be combining their Nasdag market making business into
GSCO on September 9, 2002. Following this integration, the CGQ system will
remain in operation as described in your letter for those securities for which
approval has been granted and for additional securities that are approved for
CGQ. Specifically, only SLKC will utilize the CGQ system until the close of
business on September 6, 2002. Beginning on September 9, 2002, all CGQ
activity will occur through GSCO.
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to approximately 2,500 less actively traded securities. The Firm will provide
Nasdaqg with an initial list of the securities that will be quoted using CGQ and
will update Nasdaq as to any changes on a daily basis via electronic mail.

The Firm’s CGQ system is driven by proprietary technology that calculates
and disseminates bids and offers based on multiple inputs including last sale,
bids, offers, sizes on stocks, futures and options and derived relationships
among these factors.

The technology and process are not designed to track changes to the inside
market for the purpose of generating quotes away from the inside market.
The CGQ system is designed to ensure that the Firm regularly participates at
or near the inside market.

Each stock in the Firm’s CGQ system will be part of a portfolio (i.e., a “pad”),
and a trader will supervise all of the stocks within a portfolio. Each trader
will have the ability to turn the CGQ system on and off by symbol. A team of
financial engineers and technologists, who will monitor performance and
parameter settings, will support the traders. The traders will be subject to
the existing supervisory structure of the Firm, as well as additional CGQ
system guidelines.

The CGQ system is designed fundamentally to be a market making tool, not
a “black box” trading or market making application. All stocks will be
assigned to traders who will monitor the CGQ system’s activity. A trader will
always have ultimate control over the CGQ system and can intervene in the
quoting process at any time. The CGQ system is supervised from a technical
standpoint by support personnel assisted by automated monitoring tools and
all activity will be monitored as part of the Firm’s compliance and supervisory
process.

Detailed transaction logs are kept for the CGQ system. All quotes and other
transactions sent by the CGQ system are safe-stored on disk logs. This
information will be made available to Nasdaqg upon request.

The Firm is aware of the Nasdaq system capacity issues posed by CGQ
activity and will comply with the autoquoting restrictions set forth in
Amendment 12 to the Nasdaq UTP Plan. The Firm’s CGQ system will also
comply with the following quote update requirements:

1. From 9:30 a.m. to 9:35 a.m. Eastern Time and from 3:55 p.m. to
4:00 p.m. Eastern Time, the Firm’s quote updates will not exceed
the following parameters:

o 30 quotes per second in aggregate for all securities,
measured over each 15 second interval; and
) a maximum of three quote updates per second for each

security.
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2. From 9:35:01 a.m. to 3:45:59 p.m. Eastern Time, the Firm’s quote
updates will not exceed the following parameters:

. 50 quotes per second in aggregate for all securities,
measured over each 15 second interval; and

. a maximum of three quote updates per second for each
security.

To demonstrate compliance with these parameters, the Firm’s CGQ system
will measure quote update rates. Data concerning the quote update rates
will be supplied to Nasdaq upon request.

Response

In general, NASD IM-4613(c) defines Computer Generated Quoting as
“the practice of effecting, without a physical entry, a quote update that is not
designed to keep a market maker’s quote away from the Nasdaq and/or
national best bid/best offer.”>? Computer Generated Quoting is prohibited
because the high quote traffic produced by these systems can have
deleterious effect on Nasdag’s systems. However, if properly controlled and
monitored, these system can contribute to market quality. Accordingly,
paragraph (c)(3) of IM-4613 provides Nasdaq the authority to permit market
makers to utilize CGQ systems under certain conditions. In establishing the
conditions, Nasdag must consider the market maker’'s impact on Nasdaq’s
capacity, in conjunction with the overall impact on Nasdaq's capacity of
existing CGQ systems authorized by Nasdaq, as well as the protection of
investors and the public interest.

Your letter states that the Firm’s system is driven by proprietary
technology that calculates and disseminates bids and offers based on
multiple inputs including last sale, bids, offers, sizes on stocks, futures and
options and derived relationships among these factors. In addition, you state
that the technology and process are not designed to track changes to the
inside market for the purpose of generating quotes away from the inside
market. Further, you indicate that the CGQ system is designed to ensure
that the Firm regularly participates at or near the inside market. Based on
these assertions, Nasdaq finds that the system described complies with the
definition of the term “Computer Generated Quoting.”

The Firm is permitted to use the CGQ system described above, subject

to the following conditions:

(1) The Firm will phase in its CGQ activities starting with 20 Nasdaq
securities that it will select in coordination with Nasdaq staff. The

Excluded from the definition of Computer Generated Quoting are those
autoquoting activities permitted under paragraph (b) of IM-4613.
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(2)

(3)

(4)

(3)

(6)

(7)

Firm will be permitted to expand the number securities in which it
employs its CGQ system only after consultation with Nasdaq.
Expanding the number of securities must be consistent with
Nasdaq’s determination that there will be no material adverse
impact on Nasdaq’s system capacity;

The Firm will provide Nasdaq, at all times, a current list of
securities (in an electronic, ASCII text format) for which it is
employing its CGQ system, and notify Nasdaq one day in advance
of commencing CGQ for a security;

The Firm will quote in a manner consistent with the autoquoting
restriction set forth in Amendment 12 to the Nasdaq/UTP Plan, a
copy of which is attached;

From 9:30 a.m. to 9:35 a.m. Eastern Time and from 3:55 p.m. to

4:00 p.m. Eastern Time, the Firm’s quote updates will not exceed

the following parameters:

¢ 30 quotes per second in aggregate for all securities, measured
over each 15 second interval; and

¢ a maximum of three quote updates per second for each
security;

From 9:35:01 a.m. to 3:54:59 p.m. Eastern Time, the Firm’'s

quote updates will not exceed the following parameters:

¢ 50 quotes per second in aggregate for all securities, measured
over each 15 second interval; and

¢ a maximum of three quote updates per second for each
security;

The Firm must be able to suspend its CGQ system quickly upon
request from Nasdaq; and

To demonstrate compliance with the parameters above, the
Firm’s system must measure quote update rates. Data
concerning the quote update rates must be supplied to Nasdaq
upon request.

The foregoing interpretive relief is limited to the specified period
beginning on the date of this letter and ending on the date before Nasdaq
begins operating the Nasdaq Order Display Facility (commonly known as
SuperMontage). The relief is based solely on your representations and the
facts that you presented to the staff, as well as Nasdaq'’s belief that providing
the Firm with this interpretation will enhance market liquidity and serve the
public interest. This interpretation is strictly limited to the application of
NASD IM-4613 to the Firm’s system described in this letter. In the event
that any material change occurs with respect to any of those facts or
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representations as they relate to NASD IM-4613, you should immediately
inform Nasdaq staff.

This interpretive relief is subject to modification or revocation if at any
time Nasdaq determines that such action is necessary or appropriate in
furtherance of applicable laws or NASD rules. Moreover, the interpretation
may be revoked or modified, if Nasdag determines that the Firm’s practices
are having a material adverse impact on Nasdaq’s systems capacity, such
action is necessary for maintenance of fair and honest markets and the
protection of investors, or that the Firm has not complied with any of the
conditions described above. Nasdaq also may limit or terminate the Firm's
ability to enter guotes in the manner described in this letter.

The opinions expressed herein are staff opinions only and have not
been reviewed or endorsed by the board of Directors of Nasdag or NASD
Regulation, or the Board of Governors of the NASD. This letter responds only
to the issues that you have raised, based on the facts as described, and does
not address any other rule or interpretation of the NASD, or other regulatory
or legal issues.

If you have any questions, please feel free to call me at 202-728-
8212, or Peter R. Geraghty, Associate Vice President and Associate General
Counsel, at 202-728-8227.

Sincerely,

Edward S. Knight

Attachment






