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In the pages that follow, the Commission’s Division of Market Regulation has
set forth its views regarding some of the most difficult structural issues affecting
our securities markets today. While my views, and those of my fellow
Commissioners, on the substance of the Study are set forth in the statement that
follows this, I wanted to preface those comments with some personal observations.

From 1978 to 1989, I had the privilege of serving as Chairman of the American
Stock Exchange. Those years saw much of the development of a national market
system in response to the stimuli provided by the Commission and the Congress. I
was pleased to participate in that development and to experience first-hand the
beneficial effects to the public that flow from competition between and among -
securities markets.

Accordingly, when President Clinton invited me to serve as Chairman of the
Commission, I was particularly pleased to learn that the Division had substantially
completed its substantive work on the preparation of this, the Market 2000 Study.
This Study seeks to provide a methodology for resolving many of the most difficult
and vexing questions that have been posed by the evolution of the markets over the
almost 20 years since the Securities Acts Amendments of 1975. In many instances,
there is no "right" or "wrong" answer, there is only a choice among equally viable
or plausible alternatives. In those cases, the Division has suggested the response it
would select, based on its experience and accumulated wisdom. It is time, now, to
finalize those answers, and to permit the markets to move fOrward to the year 2000.

This Study is obv1ously the result of an enormous amount of hard work and
careful thought. All of us, in one manner or another, are beneficiaries of the
efficient equity markets of this country. It is therefore fitting that we all express our
appreciation to Chairman Breeden for initiating this Study; to William H. Heyman,
the former Director of the Division of Market Regulation who led the early months
of the Study; to Brandon Becker, now the Division Director, and Howard L.
Kramer, Associate Director, who saw the Study through to completion; and to the
dedicated members of the staff of the Commission who toiled diligently under their
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Arthur Levitt
Chairman



STATEMENT BY THE SECURITIES AND EXCHANGE COMMISSION,
UPON RELEASE OF THE MARKET 2000 REPORT - JANUARY 27, 1994

Twenty two years ago, Chairman William J. Casey sent to Congress the first of
a series of reports which would culminate in the restructuring of the United States
equity markets. His action was responsive to a growing crisis that affected both
institutional and individual investors. Increasing volume could not be accommodated;
fixed commission rates had caused inefficient relationships between market participants
and unnecessarily high transaction costs; restrictions on access to markets prevented
competition from working to serve the investor.

The Commission’s Statement on the Future Structure of the Securities Markets
proposed a vision of how our markets could be enhanced to provide a foundation for
the future as well as to fulfill a compelling public need. As amplified by subsequent
Commission statements, this vision was premised on the use of technology to link
markets and market participants efficiently within a fair regulatory framework. The
orders placed by large and small investors alike would be executed in .the best market,
with market information available to all. Within this system competition would drive
the evolution of the markets. Where diversity of interest impeded progress, the
Commission was granted the authority to act directly.

The principles which Congress enacted into law in the Securities Acts Amendments
of 1975 have served our markets and our country, enhancing a system that by any
measure is the cleanest, fairest and most efficient in the world. The technological
advances of the last two decades have made it possible to display, expose, and execute
orders in volumes that were unheard of even ten years ago. Communication among
markets and participants, once costly and cumbersome, is now instantaneous and
inexpensive. Investors, now more than ever, can expect that their orders will be
executed at the best bid or offer quoted across a spectrum of markets. We have been
successfully able to weather crises that would have paralyzed the financial systems of
other nations. The principles in the 1975 amendments provide the underlying rationale
for the proposals for action in the Division of Market Regulation’s Market 2000 Study.

The title "Market 2000" has proven too facile. It has generated unwarranted
expectations that the Commission should design the markets for the year 2000. It is
neither the Commission’s mandate nor its desire to do so. Rather, the study is an
attempt by the Division to assess the state of our equity markets and to provide
guidance for the development of a national market system.

Given the dynamic nature of our markets, there are issues that transcend such an
analysis and are not included. The study does not address whether additional regulation
of the burgeoning market in derivative products is necessary, and, if so, how; nor does
it separately address the growing size and importance of large unregistered traders, or
attempt to resolve issues arising out of the growing international commerce in financial
markets. These issues among others will continue to be examined separately.

The study makes clear that our markets are not in crisis today. By all measures,
our system is working well to raise capital and provide a wide range of investment
opportunities for an even wider range of investors. The trading that was envisioned
by Congress in the 1975 amendments has been largely realized. The study reaffirms
that the objectives of the Act, which have conferred so many benefits on our markets,
remain valid as guiding principles for the Commission.



The proposals recommended in the study are incremental. They. represent the
continuation of a policy process established with the Future Structure Statement. The
progress toward a national market system over the last two decades has occurred for
the most part in discrete, deliberate steps. This has been consistent with the
Commission’s mandate to facilitate the development of the national market system by
allowing. competitive forces to shape market structure within a fair regulatory field.

Protecting investors while maintaining a fair field of competition is the touchstone
of the study. To achieve this end, the study identifies three broad themes. First, that
arrangements between customers and broker-dealers should be as clear as possible.
Second, that markets should have as much information about supply and demand as is
consistent with customer interests. Third, that competition and innovation in the
provision of trading services should be encouraged.

The importance of the first goal, clear arrangements between customers and broker-
dealers, is self-evident. Investors’ decisions to participate in the equity markets are
critical to the success of the economy and our national well-being. The decision to
participate is predicated on the perception, and reality, of fairness and integrity. Well-
informed and fulfilled expectations regarding what customers get and how much
compensation they pay for it are the essence of fairness and the basis of investor
confidence.

Broker-dealers earn income in a variety of ways, some of which are more apparent
than others. They can, for example, charge commissions, they can profit through
spreads and mark-ups when they fill customer orders from their own inventory, and
they can profit by trading for their own account. The Division’s recommendations
regarding treatment of customer orders would continue to put investors first and
reinforce the need for broker-dealers to provide best execution by allowing the
opportunity for customer orders to meet. '

The proposals regarding market oversight have the same goal: to support investor
confidence. Broker-dealers have a comparative advantage in monitoring the quality of
executions. Brokers who route order flow or receive inducements for order flow should,
at a minimum, monitor execution quality. The self-regulatory organizations are directed
to assert greater third market oversight to maintain market integrity. The Division’s
recommendations regarding display and exposure of customer orders, and monitoring
of execution quality arise from this concern as well.

The second theme, the desirability of well-informed markets, lies behind the
recommendations regarding the development of finer pricing for securities,” more
complete and accurate reporting of trades, and greater display and exposure of customer
orders. The flow of customer orders contains valuable information. In assessing whether
that information should be publicly disclosed, or only available to market professionals,
the Division again takes the side of giving more information to the market.

The third theme, that competition and innovation should be encouraged, is seen in
the recommendations that relate to proprietary trading systems, and those that relate to
fair competition. Technological advances have changed dramatically the way that the
securities business is conducted and promise to change it further. Many of the
innovations in the markets during the past 20 years have been generated by
competition. It is not surprising that the introduction of new technologies which benefit



investors has been the product of competition between and among markets and market
participants. Congress recognized this in principle in 1975 when it instructed the
Commission to facilitate, but not design, the national market system. It is as important
today as it was in 1975 that the Commission cultivate an atmosphere in which
innovation is welcome, without dictating a particular structure. The current configuration
of the markets shows how successful this policy has been: trading venues a thousand
miles apart but linked electronically are as much a single market today as were broker-
dealers across the room from each other yesterday. The market they comprise cannot
be descnbed as fragmented.

Some of the recommendations proposed in the study will be controversial. Some
recommendations call for significant changes in the way business is conducted. Other
recommendations have been long anticipated, but still raise tough issues. In addressing
the concerns of competitors, the Division necessarily has made choices among less than
perfect alternatives. In reaffirming the efficacy of past Commission policies, and the
principles on which they were based, the study provides a basis for the Commission
and the markets to move forward

Many of the recommendations request the self-regulatory organizations to initiate
action. We would expect them to address these recommendations promptly. Over the
coming months, the Commission will prepare specific proposals for release and
comment, and expects to move expeditiously in considering them.

Genius, entrepreneurial spirit and hard work were needed to achieve the successes
of our markets, but substantial credit is due also to the integrity and efficiency of the
system. The protection and maintenance of market integrity and efficiency were and
are the charge of the Commission. It is in this light that the Commission will review
the recommendations of the Market 2000 Study. The information compiled by the
Division of Market Regulation and the recommendations that flow from it will provide
valuable guidance as we use the wisdom and experience of the past to move toward
the markets of the future.



UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON. D.C. 20549

DIVISION OF

MARKET REGULATION January 27, 1994

Dear Mr. Chairman and Commissioners:

I am pleased to submit the Division of Market Regulation’s study Market 2000:
An Examination of Current Equity Market Developments. Former Chairman Breeden
asked the Division to undertake a study of the structure of the U.S. equity markets
and the regulatory environment in which those markets operate. In July of 1992,
the Division issued a concept release describing the study and soliciting comment.

The Division devoted considerable effort to the study and many members of the
staff contributed to the project. - In- particular, Howard L. Kramer provided
indispensable leadership and expertise for the study. Ivette Lopez and Janet
Angstadt also deserve special commendation for their outstanding work as members
of the study team. Finally, I would like to thank my predecessor, William H.
Heyman, then Director of the Division, who conceived the study and guided it to an
advanced stage before he left the Commission.

Without preconceived notions concerning potential findings or recommendations,
the Division gathered data on equity trading and analyzed the comment letters
submitted in response to the concept release. The Division sought the opinions of
market participants including investor groups, the brokerage industry, the organized
markets and academic researchers.

The Division concludes that the equity markets operate efficiently within the
existing regulatory structure. Accordingly, radical reform of how equity trading is
conducted or regulated is not necessary. Nevertheless, the Division identifies areas
where regulation has not kept pace with changes in the existing market structure,
and offers recommendations for action in those areas. Specifically, the Division
believes more can, and should, be done to ensure fair treatment of investors,
increase market transparency, foster competition and expand market access.

Our recommendations will promote investor protection, encourage capital
formation and facilitate fair competition. The resulting changes will allow the
financial markets to continue to provide United States investors with fair, efficient
and competitive markets.

Sincerely,

Bouncton Lok

Brandon Becker
Director
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Market 2000 Report
Introduction and Executive Summary

The U.S. equity markets are an important national asset. They enable the nation
to raise capital, provide investment opportunities, and promote entrepreneurship. For
60 years the Securities and Exchange Commission ("Commission”) has worked to
ensure that equity market regulation protects investors, aids capital raising, and keeps
pace with the changing dynamics of the secondary markets. The Market 2000 Study,
prepared by the Commission’s Division of Market Regulation ("Division"), is another
step in this process.

Over 20 years ago, the Commission undertook a similar examination of the equity
markets. Questions had arisen as to the fairness, competitiveness, and efficiency of
U.S. markets. As a result of the Commission’s examination, in 1975 Congress enacted
legislation that provided a new framework for establishing a "national market system”
("NMS") for the U.S. securities markets. It was expected that in the NMS, competition
would generate the best prices, comprehensive disclosure of market information would
foster best execution of customer orders, and broker-dealers would place the interests
of their customers first. Subsequent action by the Commission and the markets to
advance the NMS have made the U.S. markets the most efficient and liquid in the
world.

Since 1975, the markets have changed dramatically in response to advances in
technology, new product developments, and global economic expansion. These changes
have led market participants once again to raise questions regarding whether the
existing regulatory framework has kept pace with market developments. Specifically,
Congress, investors, and the markets have raised concerns about possible market
fragmentation, inadequate disclosure of market information, and uneven regulation
among competitors.

In response to their concerns, the Division undertook the Market 2000 Study to
address these issues and ensure that the U.S. equity markets remain vibrant and
efficient. The Division began the Market 2000 Study in July 1992 with the issuance
of a concept release on "the overall structure of equity market regulation." The
Division gathered data on equity trading and analyzed the comment letters submitted
in response to the concept release. In addition, the Commission published a proposed
rule to increase disclosure of payment for order flow.? Concurrent with the Market
2000 Study, Congress held hearings in 1993 on many of the issues in the Study,’ and
the U.S. General Accounting Office ("GAO") released a report on market structure.*

The Division’s basic finding is that today’s equity markets are operating efficiently
within the existing regulatory structure. Record amounts of trading activity are
processed smoothly and efficiently. The equity markets continue to perform effectively
their primary function of raising capital for public corporations. Investors have a wide
range of alternative trading mechanisms from which to select. Although trading of

Market 2000 Report 1



major U.S. equities has become dispersed among the various markets and participants,
this development has not impaired market quality. Accordingly, the Division does not
believe that a major revision of equity market regulation is needed. The Commission
should, however, concentrate on the improvements that are needed to make the markets
work better for investors and to make competition work better for the markets. The
Division believes that improvements are possible in four areas.

The first area involves the fair treatment of investors. The broadest possible
investor participation, both retail and institutional, is vital to the health of the market.
If the market structure works to the disadvantage of customers, they ultimately will lose
confidence in the integrity and fairness of the market. To protect customers,
professionals should seek to secure the best prices for their customers and should
disclose relationships that could interfere with the customers’ interests. Market
practices such as payment for order flow, soft dollar arrangements, and certain order
handling procedures raise concern as to whether investors are being treated fairly.

Second, market information should be disclosed in a timely and comprehensive
manner. Information on quotations, trading volume, and trading prices is essential to
the effective operation of the markets. Selective or partial disclosure of information
impairs the secondary market pricing mechanism, weakens the ability of markets to
compete, and prevents customers from monitoring the quality of their executions.
Although U.S. markets are the most transparent in the world, the markets should
redouble their efforts to ensure that full market information is being comprehensively
disclosed in a cost-effective manner.

Third, fair competition among markets and market participants should be promoted.
Over the past several years a variety of new market participants have emerged.
Proprietary trading systems ("PTSs") have developed and over-the-counter ("OTC")
market making in listed stocks ("third market trading") has grown. Although
competition among market participants for order flow is healthy and leads to better
markets, some participants believe that the existing competitive field is not level
because of different regulatory obligations imposed on their competitors. To promote
fair competition as well as investor protection, the Commission must ensure that the
regulatory responsibilities of the various market centers are rationally allocated without
stifling the ability of alternative markets and services to emerge. In some instances,
this goal will require more vigorous oversight of new trading systems. In other
instances, this goal will justify different regulatory guidelines for the organized markets.

Fourth, open market access needs to be expanded. Restrictions on where the users
of the markets can transact business limits the ability of competition to provide better
markets and services. Several exchange rules and proposals act to restrict market
access. These restrictions need to be examined to determine if they serve valid

regulatory purposes.

The Division recommends specific action in each of these areas. The most
significant recommendations involve Commission rulemakings on payment for order
flow and soft dollar practices; proposals to narrow spreads and expand transaction
reporting; and increased oversight of automated trading systems and third market



makers. In addition, the Division recommends action to improve order handling
practices for securities quoted on the National Association of Securities Dealers
Automated Quotation ("NASDAQ") system and to improve the overall quality of the
OTC market. :

The Division believes that the recommendations in this Report will address existing
obstacles to enhancing investor protection and promoting fair competition. The Study
is not a final analysis; new issues inevitably will arise as the markets evolve. Indeed,
the Study is designed to encourage changes resulting from market evolution. The
recommendations are intended to build on the strength of our markets -- their fairness,
competitiveness, and openness -- and to make them even more attractive as a means
of raising capital and providing investments in the future.

Study Ol:ganization

The Study is organized as follows: in the first half of the Report, the Division
reviews the current state of the equity markets and presents a framework for regulating
these markets at this stage of their development. The framework is followed by
specific recommendations in the four areas identified above. Next, seven studics
discuss the issues and recommendations in more detail. Data used in the Division’s
analysis are presented in exhibits to the Report. Finally, several appendixes describe
various features of the equity markets.

Market 2000 Report 3



U.S. EQUITY MARKETS TODAY
Historical Development of the Current Equity Market Structure

The U.S. equity markets are larger, faster, and more complex than at any point in
their history. This development reflects changes in the composition of market users
(both customers and professional intermediaries) as well as in the structure of the
markets themselves. The markets and users continue, however, to operate within the
framework of a regulatory structure that was created 20 years ago under very different
market conditions. Whether this structure still works is the primary focus of the
Market 2000 Study.

The development of the current regulatory structure was triggered by the
Commission’s 1971 Institutional Investor Study.® In that study the Commission found
that the securities markets had become increasingly active, complex, and susceptible to
various practices that raised structural and efficiency questions. For example, by 1972,
New York Stock Exchange ("NYSE") volume had more than quadrupled over the past
decade to the then dizzying figure of 16 million shares per day. The growing presence
of institutional investors was reflected by the increase in block volume in NYSE stocks
from 1% to 18.5% of trading during the same period. In the OTC market, the
National Association of Securities Dealers ("NASD") had modernized trading with the
introduction of NASDAQ a year earlier. The markets were only a few years past the
"paperwork crisis" during which a surge of volume nearly overloaded the securities
processing capabilities of the major broker-dealers. Perhaps most importantly,
institutional investors had developed arrangements and relationships with brokers on the
regional exchanges and OTC market to avoid paying the NYSE’s fixed commission
schedule. These relationships raised the specter of a fragmented market structure. in
which multiple markets offering limited access traded the same securities without
publicly disseminating quote and trade information.

In response to these developments, in 1972 the Commission issued its Statement
on the Future Structure of the Securities Markets ("Future Structure Statement").® The
Commission concluded that trading should be concentrated in a central market system
where competing market makers would generate the best prices, comprehensive
disclosure would show where and how to obtain best execution for orders, all qualified
broker-dealers would have access, and professionals acting as agents would put their
customers’ interests before their own.’

Three years later Congress adopted the Securities Acts Amendments of 1975 ("1975
Amendments")’ to enact the goals of the Future Structure Statement and to preserve
and strengthen the U.S. securities markets. With these Amendments Congress directed
the Commission, with due regard for the public interest, the protection of investors, and
the maintenance of fair and orderly markets, to facilitate the establishment of the NMS
for securities.” The Commission would not dictate the design of the NMS; that would
be left to competition. Instead, the Commission would work with the markets to
achieve the NMS goals.



The phrase "national market system" is not defined in Section 11A of the Securities
Exchange Act of 1934 ("Exchange Act") because Congress believed that it was
essential to provide the Commission with "maximum flexibility in working out specific
details" of the system.® Nevertheless, Congress established goals for the NMS.
Section 11A states that new data processing and communications techniques create the
opportunity for more efficient and effective market operations and that it is in the
public interest and appropriate for the protection of investors and the maintenance of
fair and orderly markets to ensure:

(i) economically efficient execution of securities transactions;

(ii) fair competition among brokers and dealers, among exchange markets, and
between exchange markets and markets other than exchange markets;

(iii) the availability to brokers, dealers, and investors of information with respect
to quotations for and transactions in securities;

(iv) the practicability of brokers executing investors’ orders in the best market;
and :

(v) an opportunity, consistent with the provisions of clauses (i) and (iv), for
investors’ orders to be executed without the participation of a dealer."

The efforts of the Commission and the markets to facilitate the establishment of the
NMS led to significant improvements in market operations. For example, the
Commission abolished fixed commission rates, and the markets established a
consolidated quotation system, consolidated transaction tape, and the Intermarket
Trading System ("ITS") to link markets for listed securities. Investors benefited
directly from these efforts: trading costs were reduced, particularly as fixed
commission rates were eliminated, and increased market transparency enabled investors
to monitor the quality of trade executions. In addition, investors benefited as higher
levels of transparency and lower costs contributed to greater liquidity. ‘

The U.S. equity markets have changed dramatically, however, since the adoption
of the 1975 Amendments. The changes include growth in trading volume, advances
in trading technology, the increasing prominence of institutional investors, the
introduction of derivative products, and the globalization of securities markets (among
other changes). These changes have resulted in an increasing array of markets, dealers,
and products to trade securities. Many of these alternatives operate outside the
exchanges and NASDAQ. Some industry participants are concerned that the splintering
of trading among various markets and dealers has fragmented the equity markets and
frustrated the achievement of the NMS. In addition, various market participants have
‘complained that the regulatory structure has not kept pace with market developments.
As a result, many believe that issues such as payment for order flow, proprietary
trading systems, the growth of third market trading, and changes in NASDAQ warrant
an evaluation of the viability of the NMS as envisioned by Congress in 1975.

Market 2000 Report : 5



An analysis of these and related issues, however, first requires an understanding of
the current state of the equity markets. The various markets and their users are
described next. ‘

Developments in the Users of the Markets

The predominant trend during the past 20 years has been the growth in number,
size, and diversity of equity market users. This trend is best illustrated by changes in
the investor base. Individual investors continue to be active and are increasing in
number. From 1975 to 1990, the number of shareholder accounts increased from 25
million to 51 million. Although individual investor participation in the markets is still
widespread, instead of directly purchasing stocks, retail investors often participate
indirectly through an institution, such as a mutual fund, public pension plan, private
pension plan, or insurance company.

Institutions representing millions of individual investors now own over $2.3 trillion
of U.S. equities. The "institutionalization" of the market has accelerated since the
1970s, although it may now be leveling off.* In 1975, institutions owned 30% of the
shares of U.S. equities; by 1992, they owned slightly over 50% (Exhibit 1).

The growth of mutual funds illustrates the widespread extent of indirect
participation by individual investors.” Between 1975 and 1992, mutual funds’ share
of U.S. equities more than doubled (Exhibits 1 and 2). During roughly the same
period, the number of equity funds grew from 276 to 1,232; the number of accounts
in equity funds tripled from 8.9 million to 26 million; and the dollar value of assets
in equity funds soared from $34 billion to $585 billion (Exhibits 3, 4, and 5). In
addition, hedge fund activity increased substantially.

Pension plans, too, have grown. From 1975 to 1992, the amount of U.S. equities
held by private and public pension plans grew from $132 billion to $1.3 trillion
(Exhibit 1). The equity holdings of one of the largest public pension plans are almost
equal to the combined equity holdings of all the public pension plans in 1975."* The
growth of pension plans has been accompanied by a marked rise in equity assets
committed to passive management. From 1975 to the beginning of 1992, the amount
of passively managed U.S. equity assets grew from under $2 billion to $231 billion.?
During this period the percentage of total assets indexed by the top 200 pensmn plans
increased from 2.5% to 14.4%.'

As the size and activity of institutional customers grew, so did market
intermediaries. Equity trading by the larger broker-dealers has increased significantly
over the past 20 years. In 1975, the amount of revenues that broker-dealers derived
from trading amounted to $1.3 billion. By 1992, this amount had grown to $22.5
billion.” Aided by telecommunications and computer technology and the growth of
institutional assets, the equity trading desks of large broker-dealers are now influential
forces in the equity markets. They have facilitated the growth in global trading.
Together with the pension funds, they also have sparked the growth in stock index
derivatives.



Another trend over the past 20 years has been the change in the handling of
individual investor accounts. Technology has enabled broker-dealers and the markets
to automate the handling and processing of customers’ orders. Automation of the order
entry, routing, execution, and reporting functions allows broker-dealers and the markets
to handle an exponentially greater volume of order flow than existed 20 years ago.”
For example, a customer’s order to buy 100 shares of a stock at the market price in
1975 could have taken up to an hour to travel from the branch office to the firm’s
trading desk, to the firm’s broker on the floor of the exchange, to the specialist post,
and back through the firm to the customer. Today the entire process -- from the entry
of the order to notification of the execution -- can take less than a minute and is often
completed while the customer is still on the telephone. '

Whether handled by a discount or a full-service broker, a customer’s retail order
rarely receives personalized handling. Instead, the order usually is routed to a specific
market or market maker through a predetermined routing algorithm employed by the
broker-dealer. The customer’s order is viewed by the broker-dealer as part of its
overall order flow, which is packaged and distributed to specific locations.”” Rather
than determining for each individual order the best possible market or market maker,
most retail firms automatically route their flow of small orders (i.e., orders under 3,000
shares) to a specified market or market maker. Apart from the particular stock and the
type of order, a variety of other factors influence the routing decision for small orders.
For example, broker-dealers may route orders to an affiliated specialist unit on a
regional exchange or to their OTC market making desks for NASDAQ stocks. Some
order flow is routed based on payment for order flow or reciprocal order flow
arrangements. Other firms route orders only to the primary market. A few large
broker-dealers internally cross their order flow, then route the resulting trades to a
regional exchange. Regardless of their method of selecting a marketplace, retail firms
believe that it is too expensive and inefficient to make individual order routing
decisions.

Developments in the Equity Markets

The equity markets have changed in response to users’ desires for better services,
greater efficiency, and more competitive prices.” Users have pressed the organized
markets and entrepreneurs operating independently of the markets to improve traditional
trading services. The result has been a multitude of new services and products. Users
are- so different, however, that it is difficult for one particular market to accommodate
them all. Consequently, the U.S. equity market has evolved into a multifaceted
structure, with the primary markets -- the NYSE, the American Stock Exchange
("Amex"), and NASDAQ -- attempting to accommodate as many users as possible but
losing some market share to competitors that provide a specialized service that the
primary markets do not replicate (or do not replicate as competitively).

Trading_in U.S. equities is discussed below.
Listed Stocks. There are approximately 2,900 stocks listed on exchanges in the

United States. Companies on the NYSE account for 97% of the market value of listed
companies; Amex companies account for 2%; and regional exchanges’ companies
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account for under 1%. The NYSE and Amex provide an important price discovery
function.” They also serve as the markets of last resort during times of market stress.
In volatile market conditions, normal liquidity in the index derivative markets often
diminishes, prompting market participants to channel their stock orders to the NYSE
and Amex.?

The NYSE receives the majority of orders in NYSE-listed stocks. Although the
NYSE market share in these stocks has declined over the past decade, the NYSE
accounted for 70% of the total orders and over 79% of the volume in its stocks
(Exhibit 11) in the first six months of 1993. Block transactions, which often are
negotiated off the floor of an exchange, account for half of NYSE volume and a third
of Amex volume.

As can be seen in Exhibit 11, orders for NYSE stocks also are executed in several
other markets. For example, some blocks are sent to regional exchanges for execution,
and blocks accounting for over two million shares a day are executed off the exchange
after the close of regular trading hours. A portion of small orders for public customers
is sent to the regional exchanges or third market dealers for execution. Together these
two markets handle 29% of the total orders and 16% of the volume in NYSE stocks.
PTSs handle 1.4% of the volume in NYSE stocks, usually in the form of portfolio
trades or block trades. Crossing of portfolio orders internally between accounts by
large institutions or money managers can amount to a million shares on any given day.
Ten million shares a day (3% of NYSE volume) are executed as program trades after

- the NYSE close, either on the NYSE’s after-hours crossing session or through the

foreign desks of U.S. broker-dealers. Other overseas trading by U.S. firms in NYSE
stocks takes place primarily in London, either through the London Stock Exchange’s
Stock Exchange Automated Quotation ("SEAQ") system and SEAQ International system
markets (under one million shares per day), or through the U.S. firms’ foreign desks
(almost two million shares per day).

The five regional stock exchanges (the Boston, Chicago, Cincinnati, Pacific, and
Philadelphia Stock Exchanges) compete for order flow with the NYSE and Amex. The
overwhelming percentage of regional stock exchange business is in NYSE and Amex
securities that the regional exchanges trade pursuant to grants of unlisted trading
privileges ("UTP") from the Commission.” The regional exchanges captured 20% of
the orders in NYSE stocks and 16% of the orders in Amex stocks in the first six
months of 1993. Most of this market share comes from small customer orders.
During the 1970s and 1980s, the regional exchanges built automated systems that
enabled member firms to route small public customer orders to the specialist posts at
the regional exchanges. An order routed over these systems is exposed for a brief
period to other markets; if no other market expresses an interest, the order is executed
automatically at the ITS best bid or offer, regardless of the quote of the particular
regional specialist. In recent years the regional exchanges have further solidified their
share of the small order business by allowing their specialists to affiliate with firms
with a broad retail customer base.

The regional exchanges also attract some block trades in listed stocks. A few
regional specialists make markets in blocks, but most of the regional block trades are



routed to regional exchanges to avoid the primary market’s limit order book. Although
the regional exchanges do not compete for order flow consistently on the basis of
quotes, they have provrded vigorous competmon to the NYSE through lower transaction
fees and new services and products.”

Another competitor for trades in listed stocks is the so-called third market, which
is OTC trading of exchange-listed securities. Third market transactions include, for
example, executions of block trades off an exchange and transactions executed by third
market makers who are not members of an exchange. The third market makers act
much like NASDAQ market makers, seeking orders of a few thousand shares or fewer
in the most active listed stocks from retail firms or discount brokers.® In 1989, the
third market garnered 3.2% of reported NYSE share volume and 5% of reported trade
volume. By 1993, third market volume had more than doubled to 7.4% of reported
NYSE share volume and 9.3% of reported trade volume. A few third market makers
have accounted for most of the increase in third market trading over the past several
years.”

The competition for small order flow by the regional exchanges and the third
market reveals the value of these orders in today’s securities markets. Small customer
order flow is desirable to markets because the transaction volume (1) allows market
makers to profit by capturing the bid-ask spread, (2) facilitates market making by
specialists and dealers, and (3) provides revenue for the markets through consolidated
tape fees. To draw small orders, the market centers offer brokers routing small retail
orders a variety of inducements to ensure a constant stream of such orders. For
example, the regional exchanges advertise their lower fees, speed of execution, and
guarantee of primary market price protection. The regional exchanges also have
facilitated the affiliation of regional specialists with large broker-dealers that have a
retail customer order flow. Third market makers offer fast, inexpensive service and.
often provide cash rebates to firms with customer order flow. Similarly, the primary
markets have promoted their ability to provide liquidity and to obtain executions
between the spread. Recently, the NYSE began offering transaction fee credits.”

NASDAQ. The evolution in the markets for OTC stocks has been even more
dramatic than in the exchange markets because of the growth of NASDAQ, an
interdealer quotation system for the OTC market operated by the NASD, a national
securities association registered under Section 15A of Exchange Act.® Since the
beginning of its operation in 1971, NASDAQ has made tremendous strides in
automating OTC market making and increasing the efﬁcrency and transparency of the
OTC market.

- NASDAQ electronically links market makers around the country for over 4,000
issues.® In 1992, NASDAQ trading represented 42% of share volume and 29.2% of
dollar volume of the U.S. equity markets. Its share volume makes NASDAQ the
second-largest securities market in the world after the NYSE. Occasionally,
NASDAQ’s share volume exceeds that of the NYSE. In 1993, NASDAQ’s dollar
volume equaled 43% of the NYSE dollar volume.
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It has been estimated that over 1,000 of the companies quoted on NASDAQ meet
the financial listing standards for the NYSE; over 2,000 meet the equivalent Amex
standards. These companies are aggressively recruited by the NYSE and Amex.
Although most of the large capitalization companies are listed on the NYSE, a
significant portion of the younger widely held companies remain on NASDAQ.* Over
52,000 market making positions are held by 472 active NASDAQ market makers. An
average 11.5 market makers quote the typical NASDAQ security For NASDAQ
securities designated as NMS (“NASDAQ/NMS") this average increases to 12.3 market
makers.

NASDAQ automates the display of dealer quotations. With the exception of its
Small Order Execution System ("SOES") and the SelectNet system, which allows
market makers to use NASDAQ terminals to display and execute orders, executions for
NASDAQ stocks still occur by telephone. PTSs, which offer automated executions and
display of limit orders, have captured 13% of the volume (mostly institutional) in
NASDAQ stocks (Exhibit 12).

As in the listed markets, the order flow of retail customers has become a valuable
asset in the NASDAQ market. NASDAQ market makers offer a range of inducements,
including cash rebates and automated services, to attract small-sized order flow. Most
large broker-dealers execute as principal their customer orders in NASDAQ stocks in
which they make a market.

Automated Trading Systems. Several types of automated trading systems offer
institutions and broker-dealers the opportunity to trade off the exchanges and
NASDAQ. The first are PTSs, which are screen-based trading systems used by
institutions and broker-dealers. The sponsors of PTSs designed them to fulfill the
needs of institutional investors not satisfied by traditional markets. Although use of
these systems is growing, their market share is only 1.4% of NYSE share volume;
they have, however, captured 13% of NASDAQ share volume. Almost all PTSs are
regulated as broker-dealers.

A second type of automated trading systems is internal systems operated by large
broker-dealers that cross their customers’ orders and, in some cases, orders from other
broker-dealers. The crossed orders for listed stocks are sent to an exchange for
execution. Orders for NASDAQ stocks are submitted to the NASD for trade reporting.

Foreign Markets. Over the past 20 years it has become easier to trade securities
around the world because of advances in telecommunications. The larger broker-
dealers have established trading desks at the major securities markets around the world.
As a result, hundreds of U.S. equities are traded on foreign stock exchanges, and the
larger broker-dealers have the ability to route orders in U.S. equities around the world.

Available data indicate that trading of U.S. equities on foreign exchanges amounts
to a few million shares a day. Otherwise, trading of U.S. equities abroad is not
initiated in foreign markets but results from orders telephoned or faxed by U.S. broker-
dealers to their foreign desks. These orders are typically for a large block in a single
stock or a large basket of multiple stocks.” Based on available data, it appears that
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this "fax" trading currently amounts to approximately seven million shares per day in
NYSE stocks.

Derivatives Markets. The derivatives markets, small in 1975, are now large
markets that surpass the NYSE in terms of dollar trading volume. The equity
derivatives market has evolved from a market primarily used for the hedging of market
-risks for institutional stock portfolios into a sizable market for trading by professional
and institutional accounts.® It is well established that the stock, options, and futures
markets are linked via market participants and the strategies they use.*

The Commission has examined the derivatives markets in a variety of contexts and
has made recommendations regarding the regulation of these markets.*® The
Commission continuously assesses the adequacy of regulation of derivative products.
As a result of the separate attention that the derivatives markets receive from the
Commission and other regulators, the Division has not specifically included derivative
product regulation in the Market 2000 Study. Nevertheless, when examining the issues
addressed in this Report, the Division was mindful of the growing importance of the
derivatives markets and the fact that the stock index futures market now sometimes
functions as a price discovery mechanism for the equity market.

Analysis of Equity Market Developments

The market for major U.S. equities has become somewhat dispersed among various
competitors as users have sought alternatives to the NYSE, Amex, and NASDAQ when
these markets would not or could not meet their needs. The resulting increase in
market competition has created a veritable "menu"” of systems in the equity markets.*
This competition also has improved the efficiency and quality of the markets.

As the markets improved systems for trade routing, execution, reporting, and
processing, the resulting efficiencies have translated into lower costs as commission
rates have decreased and transaction fees have declined. New services have expanded
the choices available to investors and professionals. Market participants no longer are
limited to the primary markets but can select from numerous alternatives to satisfy their
needs. To compete, the primary markets have improved their operations.

Technological innovations spurred by competition have contributed to increased
market capacity. As a result, the substantial growth in trading volume can be handled
- efficiently. The equity markets are currently able to handle volume on a consistent
basis that only several years ago could have strained the markets severely.
Nonetheless, the market breaks of October 1987 and 1989 are a sobering reminder that
volume can explode beyond predictable levels.

Market quality has improved substantially within the existing competitive
environment. For instance, over the past several years, spreads for NYSE stocks have
narrowed and depth has increased (Exhibits 30-37). This is true both for Standard &
Poor’s ("S&P") 500 stocks and non-S&P 500 stocks. Although the percentage of
volume and trades captured by the NYSE in stocks listed on that exchange has
declined somewhat during the past eight years, the market quality of NYSE stocks has
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not been affected negatively. Similarly, the growth of NASDAQ has improved the
liquidity and efficiency of the OTC market over the past 20 years.

Although alternative markets have provided a vigorous competitive challenge to the
primary markets, the economic viability of the latter has not been jeopardized. The
NYSE has announced record revenues for the first three quarters of 1993. The NASD
also expects record revenues. This is due in part to record trading volume but also
reflects the economic benefits that the NYSE and NASD receive from their primary
market status. In 1992, the NYSE derived 40% of its revenues from listing fees, 13%
from the distribution of market data to vendors, 11% from regulatory fees, and 16%
from facilities fees, membership dues, and investments. Trading fees amounted to only
20% of the NYSE’s revenues (Exhibit 42). Similarly, the NASD received 64% of its
revenues from sources unrelated to trading volume (Exhibit 44). Although competition
has reduced the NYSE’s and NASD’s respective market shares, it has not prevented
them from operating successfully. Indeed, the NYSE’s 70% share of orders and 79%
share volume and NASDAQ’s 90% market share of orders and 87% market share of
volume would be envied in any other industry.

The competition for trading volume among markets has been beneficial to these
equity markets; certain aspects of the markets, however, give rise to concerns. For
instance, the profitability of retail orders that attracts such competition may stem in part
from inefficiencies that keep spreads artificially wide and that prevent customers from
receiving the best price for their orders. Similarly, the growing significance of
NASDAQ raises questions as to whether a market designed for competing dealers in
thinly traded OTC securities needs adjustments now that it includes widely held,
actively traded securities. In addition, the growth in trading activity by institutional
investors has made it more difficult for markets and regulators to balance the interests
of retail, institutional, and professional participants. Finally, the ability of technology
to blur the regulatory distinctions between exchanges, dealers, and brokers calls into
question whether competition is being conducted on a level playing field. These
problems are not yet serious, but they warrant resolution.

In summary, the Division believes that the U.S. equity markets are healthy and
operating efficiently. The Division also believes that the alternative markets provide
benefits that should be preserved. At the same time, regulatory attention is needed to
address issues affecting market fairness and competitiveness. The next section
describes the Division’s framework for achieving these aims.



EVOLVING FRAMEWORK FOR EQUITY MARKET REGULATION

The strength of the U.S. equity markets are evidence of the effectiveness of the
markets’ and Commission’s efforts since 1975, and the viability of the standards
embodied in the 1975 Amendments. The challenge in 1975 was to correct a market
structure that could not accommodate the increase in institutional activity or
technological change. The Commission and Congress met that challenge with the 1975
Amendments. As a result, the markets now fulfill the needs of an ever-expanding
universe of investors. The current problems of the U.S. equity market present a
different challenge: maintaining the benefits of competition by accommodating as
many classes of users as possible while simultaneously preserving investor protection
and reliable and efficient price discovery.

‘These goals -- accommodating different users, preserving core investor protections,
and ensuring reliable and efficient price discovery -- are consistent with the principles
contained in Section 11A of the Exchange Act and reflect the Congressional intent
embodied in the statute. These goals also represent a pragmatic evolution of the
Commission’s vision for the equity markets in the Future Structure Statement. Given
the strength of the U.S. equity markets, the Division perceives no need to revise the
statutory mandate for the NMS.” Instead, the Commission should work within the
existing statutory scheme to address new problems in what is, on balance, a healthy
equity market. '

Role of the Commission in Guiding the Development of Market Structure

- Commentators to the Market 2000 Study have advised the Commission to fulfill its
statutory mandate in various ways. Some would have the Commission take a more
aggressive approach toward stronger government involvement in creating a
comprehensive, unified market. Others would have the Commission concentrate on
substantially reducing government regulation of the equity markets. The Division
believes that neither approach is warranted.

At one end of the spectrum is the "single-market approach.” The Commission
would drive trading interest from competitors in a security into a single interactive
"market" with identical trading rules and protections applicable to all competitors. The
Commission would also impose identical regulatory obligations on the NMS
participants: self-regulatory organizations ("SROs"), third market makers, and PTSs.

This approach has some advantages. Primarily, a single market would enhance
linkages among markets and dealers and improve best execution opportunities. The
Division is reluctant, however, to recommend that the Commission adopt this approach
for three reasons. First, a single market could stifle innovation and competition. Since
at least the Special Study of the Securities Markets in 1963,® the Commission
consistently has stated that the benefits of competition should not be lost in an attempt
to capture the advantages of uniformity. Forcing all order flow into a single market
would reduce the incentive of system operators to respond to system users. Many
market innovations of the past 20 years originated either outside of the primary markets
or in response to competitive pressure from alternative markets, such as third market
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makers or PTSs. Second, the U.S. equity markets are not fragmented to the point that
price discovery and liquidity have been adversely affected. The data examined by the
Division does not indicate that market quality has been affected negatively. In
addition, experience in both the stock and options markets indicates that a critical mass
of trading tends to gravitate to the primary market.® With all the alternatives
available, the fact that most trading still occurs on the primary markets or through
markets linked by ITS demonstrates the limited effect of fragmentation.

In rejecting a single market approach, the Division does not minimize the benefits
of market linkages. Substantial linkages already exist among the equity markets, and
the SROs should be encouraged to develop further proposals for pro-competitive
linkages. Increased transparency (i.e., disclosure of market information) and technology
will, however, help link markets without the drawbacks of a government-imposed
design. :

At the other end of the spectrum of approaches is deregulation. Under this
approach, the Commission would reduce the regulatory burdens on market participants
in a technologically driven market dominated by sophisticated institutions. Some
commentators would remove all restraints against making markets in listed securities,
so that competition would be intensified and more capital committed to providing
liquidity. In part, this would involve removing NYSE Rule 390, which prohibits
certain off-floor dealing by members. Others would relax regulations on transactions
among "sophisticated" entities such as institutions and large dealers.® These
commentators find it burdensome for institutions and large dealers operating directly
and globally via desktop computers to transact in a marketplace governed by SRO and
Commission rules that were designed for a market dominated by individual investors.
Finally, some commentators suggest removing all regulation of PTSs as an incentive
to apply technological advances to novel trading structures.

The Division believes that, although some existing restraints on competition should
be reduced, an aggressive deregulatory approach is not warranted at this time. The
strength of the U.S. equity markets derives partly from their ability to accommodate
the needs of both retail and institutional investors. The demands of different types of
investors have given rise to many innovations since the Institutional Investor Study.
For example, the NYSE in the 1970s adopted special procedures for handling block
trades, and in 1991 implemented two after-hours crossing sessions. PTSs have enabled
institutions to interact directly without professional intermediation.  Exchanges
developed automated, small-order routing systems to expedite the handling of retail
orders. Clearly, the equity markets can adhere to the existing regulatory standards that
preserve the integrity of the market and at the same time meet the service needs of
market users. It is unnecessary and unwise to upset this carefully maintained
equilibrium.

The Division also believes that it would be difficult to provide different tiers of
regulation for retail and institutional participants and still maintain fair and orderly
equity markets. The knowledge that U.S. markets offer a sound environment in which
to transact business enhances U.S. competitiveness, thereby benefiting all market
participants. Irreparable harm to the well-deserved reputation of the U.S. markets could
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result from, for example, allowmg frontrunning of institutional trades, allowing
institutions to trade through preexisting market interest during regular trading hours, or
reducing transparency for institutional trades. Moreover, the increased trading activity
of large institutions and broker-dealers makes it imperative to consider market-wide
mechanisms (such as circuit breakers) to prevent disorderly markets. The Division is
not suggesting that a distinction should never be made for institutional activity. Rather,
any distinction should balance the costs and benefits to the NMS, investor protection,
and the maintenance of fair and orderly markets.

The determination to refrain from i 1mposmg a single structure on the equity markets
or from undertaking a broad deregulation is, in many respects, the same judgment the
Commission made following enactment of the 1975 Amendments. The Commission
could have required the creation of a single order-execution facility or the abrogation
of all restraints on competition. Implicitly, the Commission rejected both approaches
and, instead, pursued discrete, incremental market improvements. The strength and size
of the U.S. equity markets today are testament to the fundamental soundness of the
Commission’s judgment at that time. The Division continues to believe that the vitality
and variability of private-sector solutions to market structure issues justifies a limited
Commission role.

The Division believes the Commission best fulfills its statutory mandate when it
concentrates on protecting investors, fac111tat1ng fair competition, and promoting full
disclosure. The Commission should use its scarce governmental resources to focus on
those instances where concrete action can achieve defined results. The equity markets
are too dynamic to conclude that the government could once and for all establish the
"ideal" way to trade equity securities. The Commission should continue to provide
guidance on where improvements are needed in certain areas. In most instances,
responsibility for action should be left to the markets.

The Division recommends that the markets pursue improvements in four areas:
transparency, fair treatment of investors, fair market competition, and market access.
The next section discusses the Division’s specific recommendations for improvement.
This evolutionary approach is well-suited to a mature but dynamic market that is not
in crisis. "The steps spelled out . . . are designed to put competition to work for the
investor . . . . We believe that investor confidence will be strengthened as professional
attention is reconcentrated on finding the best market, providing information and
Jjudgment for the investor, and getting [the investor] the best net result . . . "%
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PROPOSALS FOR ACTION

The Division believes that specific adjustments in four areas are needed to address
equity market developments. First, the public dissemination of quotations and
transactions can be improved to provide better execution for customers, stimulate
competition between markets, and link activities of retail customers, institutional
investors, and professional intermediaries. Second, better disclosure of certain order -
handling practices and soft dollars would ensure that professionals put their customers’
interests first. For some dealer practices, disclosure may not be sufficient and the
markets should set standards to ensure that customers are treated fairly. Third, to
maintain a fair competitive environment, the regulatory responsibilities of the various
markets and market participants should be rationally allocated, with care taken not to
stifle the ability of alternative markets and services to emerge. Finally, unnecessary
restrictions on access by investors, professionals, and issuers to the wide array of
equity markets should be removed. -

The Division’s recommendations are designed to improve the faimess,
competitiveness, and efficiency of both the stock exchanges and OTC markets. Some
of the recommendations apply equally to the exchanges and NASDAQ; some apply
only to one or the other. The recommendations reflect the Division’s belief that
NASDAQ’s role as the second largest market for actively traded securities requires that
its operation incorporate more fully the principles that Congress chose as the basis for
the NMS. Similarly, where necessary, exchange practices should be modified to reflect
these principles more fully.

The Division recognizes that, historically, the exchange and NASDAQ markets have
operated very differently. Over the years, however, the exchanges have adopted certain
features of the dealer market, such as block positioning, and NASDAQ has
incorporated auction-like elements, such as its small order execution system. The
Division’s recommendations are not intended to force a homogenization of the two
markets. They simply reflect the development of NASDAQ since its creation in 1971.
NASDAQ began as a means of improving a widely dispersed, illiquid, and inefficient .
market for stocks that could not list on the NYSE or Amex. Over the first decade
of its existence, the NASD succeeded in creating a technologically based system to
display nationally the quotations of market makers. NASDAQ vastly improved the
efficiency, liquidity, and fairness of the OTC market. The NASD spent much of the
next decade enhancing various NASDAQ systems and services so that NASDAQ could
become a major market. This has been accomplished. NASDAQ is now an alternative
market to the stock exchanges for the trading of dozens of widely held companies and
is a competitor for new listings.

The Commission’s regulatory approach to NASDAQ has been consistent with this
development. The priority during NASDAQ’s first decade was to increase the public
disclosure of NASDAQ quotations, prices, and volume. The Commission then oversaw
the development of NASDAQ services to ensure that they improved the operations of
a quickly developing market. NASDAQ’s current role as a large, active trading market
warrants the same type of scrutiny that the Division applies to the exchange markets.
This does not mean that NASDAQ’s competing dealer market should become an
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auction market, or that the exchanges should lose their auction characteristics; rather,
the Commission should follow the same investor protection and information disclosure
goals for the two markets.

The Division’s recommendations for the exchange and OTC markets follow. Most
recommendations are accompanied by a reference to a more comprehensive discussion
of the topic in the seven studies accompanying the main report.

TRANSPARENCY

Transparency refers to the real-time dissemination of information about prices,
volume, and trades. The Division believes that transparency plays a fundamental role
in the fairness and efficiency of the secondary markets. Transparency ensures that
stock prices fully reflect information and lowers trading costs by improving ‘investors’
ability to assess overall supply and demand. It also contributes to the fairness of the
markets by offering all investors timely access to market information.

~ The high level of transparency in the U.S. markets today can be attributed largely
to Commission action that resulted in the creation of a consolidated quotation system,
the consolidated tape, and last-sale reporting for NASDAQ securities. The Commission
has ensured that data concerning trading interest, volume, and prices are available to
investors, analysts, and all other participants in the U.S. equity markets so that they
may have a full picture of trading activity.

The Division believes that the Commission must lead the markets again to enhance
transparency.  Greater transparency would unite the various market segments by
enabling market participants to assess overall supply and demand. Moreover, greater
transparency would promote fair competition between markets and preserve an efficient
price discovery mechanism. The Division’s recommendations in this area focus on the
display of customer orders, the stock pricing system, and after-hours trading.

1. Intramarket Transparency Could be Improved by Display of Limit
Orders (Study IV).

Questions have arisen as to whether specialists and third market dealers in listed
stocks are displaying limit orders entrusted to them. Specialists and dealers that do not
represent limit orders in the quotations may not be displaying the real quotation spread.
The failure to display limit orders that are priced better than the best quotes displayed
on ITS could present an inaccurate representation of trading interest to other markets,
thus contributing to fragmentation. In addition, because the execution of small orders
often occurs at the bid or ask price, the failure to display the real spread can enrich
market makers at the expense of public customers. As a result, the Division
recommends that the SROs consider whether to encourage the display of all limit
orders in listed stocks priced better than the best intermarket quotes (unless the ultimate
customer expressly requests that an order not be displayed).”

The Division also recommends that the NASD consider whether to encourage the
display of limit orders in NASDAQ stocks when the orders are at prices that are better
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than the best NASDAQ quotes (unless the ultimate customer expressly requests that an
order not be displayed). The Division recognizes that NASDAQ operates as an
automated display of market maker quotes and not as an auction market. Nevertheless,
increased transparency in NASDAQ could tighten spreads and enhance investors’ ability
to monitor the quality of execution received on trades. The successful capture of
NASDAQ volume by PTSs, which do display customer limit orders, demonstrates the
appeal of limit order book display. Because access to PTSs is limited, as a practical
matter, to institutions, retail investors cannot use PTSs to display limit orders.

It is noteworthy that display of limit orders by the PTSs does not preclude active
participation by market makers, as is evidenced by the substantial percentage of PTS
trades by NASD dealers. On the other hand, requiring all NASDAQ limit orders to
be fully displayed may discourage the entry on NASDAQ of large limit orders by
institutions and reduce the ability of a block positioner to work a large order.
Accordingly, it may be reasonable for the ultimate customer to retain the right to
exclude an order from being displayed. Nevertheless, although the Division recognizes
that the precise terms and conditions for the display of limit orders should be
considered by each market, more can, and should, be done to enhance their display.

2, Intramarket Transparency Could be Improved by Eliminating the One-
Eighth Pricing System (Study IV). ‘

The Division believes that the current pricing system for stocks needs revision.
The markets set the minimum variation permissible for bids and offers at one-cighth
(12.5¢).® The minimum variation can cause artificially wide spreads and hinder quote
competition by preventing offers to buy or sell at prices inside the prevailing quote.
It also may contribute to the practice of payment for order flow by ensuring a dealer’s
spread that is large enough for a market maker to pay profitably a penny or two a
share for order flow. Therefore, the Division recommends that the SROs develop
proposals to reduce the minimum variation. For example, the SROs could reduce the
variation to one-sixteenth, which is the current variation for Amex stocks under $5.
They also could adopt a decimal pricing system, where prices are set in pennies.
Many foreign equity markets use decimal pricing, as do the derivatives markets.

The Division believes that decimal pricing is preferable and may be inevitable at
some point in the future. The Division realizes, however, that the markets and their
participants would incur expenses in converting to a decimal system. It is unclear how
extensive these costs would be. In contrast, a transition to sixteenth pricing would not
present major technical difficulties. Thus, the Division recommends that the SROs
convert to a minimum variation of one-sixteenth as soon as possible.

In a release proposing new disclosure requirements regarding payment for order
flow practices, the Commission solicited comment on whether decimal pricing should
be adopted.* The Commission and SROs should examine carefully the commentators’
views on this issue. In particular, the SROs should consider whether adoption of
decimal pricing would benefit investors and strengthen the competitive posture of the
U.S. equity markets as they position themselves in a global market.
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In making these proposals, the Division recognizes that a legitimate function of
minimum variation in prices is to limit the extent of price negotiation. Both parties
to the trade may save time and energy as a result of minimum price variation. In
virtually all public auctions there are minimum increments for the same reason. The
Division notes, however, that much of the trading in stocks on PTSs is done in stocks
quoted in eighths, by parties who trade inside the quotes at prices of one-sixteenth or
finer. This causes the Division to believe that the current minimum increment is too
wide. '

As a corollary, the Division recommends that the Consolidated Tape Association
("CTA") and NASDAQ amend tape reporting procedures to allow a market or dealer
to report trades in increments smaller than one-eighth. Currently, only Amex stocks
priced under $5 and NASDAQ stocks priced under $10 are reported in sixteenths.
Some PTSs and dealers effect transactions in sixteenths or decimals, but must round
the reported price to the nearest eighth. This. situation presents an inaccurate indication
of the trade price and prevents PTSs and dealers from competing effectively. The
CTA and NASDAQ should, at a minimum, begin reporting trades in all stocks in
sixteenth increments. The Division believes that the benefits of reporting in sixteenths
will outweigh any incremental costs. The CTA and NASDAQ also should consider
reporting trades in decimals from markets or dealers that use decimal pricing. The
Division acknowledges that the costs of reporting in decimals must be balanced against
the benefits to be obtained.

3. Intramarket Transparency Could be Improved by Display of SelectNet
Interest (Study IV).

SelectNet is a screen-based trading system on NASDAQ workstations, offered to
NASD members to facilitate negotiation of securities transactions through computer
automation. Broker-dealers may enter orders directed either to one broker-dealer or to
all market makers in a security, and negotiate the terms of the orders through
counteroffers entered into the system. SelectNet orders are not disseminated over all
NASDAQ terminals. Instead, market makers using SelectNet may "preference" (i.e.,
display selectively) orders to other market makers, or may broadcast orders to other
market makers or to all NASD members.

The Division is concerned by the limited availability of information regarding
SelectNet orders. As with undisplayed limit orders in exchange markets, the failure
to display publicly the SelectNet interest in an NMS security frustrates competitive
pricing of that security. Accordingly, the Division recommends that the NASD
examine how to improve access to information regarding orders entered into SelectNet.
For example, the NASD could modify SelectNet so that information is broadcast to
NASDAQ subscribers on an equal basis, without differentiating among market makers,
order entry firms, and investors. Whatever approach the NASD takes, it should modify
SelectNet’s preferencing feature so that the feature is more consistent with increased
transparency. Finally, the NASD has proposed to add listed securities to those
securities eligible for trading through SelectNet. The Division believes that SelectNet
should not be extended to listed securities until the NASD has considered how to
enhance the public dissemination of SelectNet orders.
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In making these recommendations, the Division recognizes that public display of
some SelectNet trading interest may not be consistent with the nature of that trading
interest. Although individual investors clearly benefit from display of their orders,
customers with very large orders, such as institutions, may -prefer that their orders be
"worked" by a market maker who will attempt to find contra-side interest from other
market makers or institutions. In working the order, the market maker will limit the
solicitation of contra-side interest so as not to inform the market generally that a large
trading interest exists. Otherwise, the customer may have to pay a larger premium for
buying or selling the block. The mandatory systemwide display of all SelectNet orders
could discourage the use of SelectNet for larger orders. This is a factor for the NASD
to consider in determining how best to increase disclosure of SelectNet orders.

4. The SROs Should Enhance Transparency for After-Hours Trades and
Trades in U.S. Equities Nominally Executed Abroad (Studies IV and

VID).

Although most trading activity occurs during regular trading hours and therefore is
captured by public trade reporting, a growing amount of trading is occurring after
regular trading hours in the United States ("after-hours trading") and on foreign markets
("off-shore trading").* The growth in after-hours trading is due largely to the rise in
the use of after-hours crossing networks by large institutions and the use of off-shore
OTC markets by broker-dealers to avoid Commission or SRO rules.® Most trades
effected after the hours of operation of the consohdated reporting system are reported
to SROs, but only for regulatory purposes.”’” Many commentators have suggested that
the Commission consider requiring greater transparency for the after-hours market.

In the first six months of 1993, approximately 17 million shares per day in NYSE
and NASDAQ/NMS securities were executed after regular trading hours (half of which
were faxed to off-shore trading desks for execution). Because full and accurate
reporting of trades contributes to market efficiency and fairness, the Division
recommends that the SROs develop a transaction reporting system to capture trades in
U.S. equities executed outside regular trading hours. This reporting mechanism would
include all securities subject to last sale reporting (i.e., all exchange-listed and
NASDAQ stocks). The specific mechanism could be designed in several forms: real-
time reporting of trades; periodic reporting after-hours; or batch reporting before the
opening of regular trading hours.

In constructing an after-hours reporting mechanism, the SROs should capture trades
in U.S. equities that are nominally executed abroad. U.S. broker-dealers often book
after-hours trades with U.S. customers through their foreign desks or foreign affiliates.
For example, a U.S. broker-dealer acting as principal with its customer may negotiate
and agree to the terms of a trade in the United States, but telephone or fax the terms
overseas to be "printed" on the books of its foreign office. The broker-dealer may
treat these transactions as executed abroad, but in reality, price discovery occurs in the
United States. At minimum, these trades should be subJect to the same type of
transaction reporting as "domestic” after-hours trades.®
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There are two possible disadvantages to the proposals for reporting after-hour
trades. The first is cost. Although the cost of more accurate price reporting on the
tape is surely de minimis, the cost of running the tape for 24 hours may not be. For
that reason, the Division is proposing less comprehensive alternatives, such as batch
reporting, which may. offer similar benefits at a lower cost than 24-hour reporting. A
second disadvantage is that some trades are executed after hours to avoid transaction
reporting. If domestic reporting requirements are extended to 24 hours, brokers may
try to avoid these requirements by shifting their transactions overseas. To prevent this
result, the Division has recommended that trades nominally executed abroad be subject
to the after-hours reporting mechanism.

5. The SROs Should Consider the Feasibility of an Order Exposure Rule
(Study 1IV). :

Customer orders that do not improve the existing ITS quotes generally will be
exposed only to the market that receives those orders. In 1982, the Commission
proposed the adoption of an order exposure rule that would have required a market
maker to stop (i.e., guarantee execution of) a customer order at the proposed price, and
through the Consolidated Quotation System, to publicly bid or offer the order at a
better price before executing the order as principal.® More than 450 comment letters
were received, with commentators divided on the issue of whether a need existed for
the rule. For various reasons, the rule was never adopted.”

Both the NYSE and GAO have recommended that the Commission reconsider an
order exposure rule” The Division recognizes that an order exposure rule couid
increase visibility of orders. At the same time, the rule could impose substantial costs
on market participants. Because the NYSE has indicated an interest in such a rule, the
NYSE, together with the other SROs, could coordinate the development of an order
exposure rule for Commission consideration once the other transparency
recommendations in this Report are implemented.”

In developing an order exposure rule, it will be important that the SROs bear in
mind that order exposure rules may change the pricing of market making services with
no specific benefit to customers on a transactional basis. Market makers earn most of
their income by making a spread, and charge low or no commissions. If they earn less
income because they expose orders and execute fewer trades at the quotes, they can
be expected to begin charging higher commissions. Thus, in return for (sometimes)
better executions, customers may pay (generally) higher commissions. But even if
customers are neither worse nor better off in the end, the marketplace generally may
benefit from better information about the flow of trading interest.

- FAIR TREATMENT OF INVESTORS

A broker-dealer has a duty to seek to obtain the best execution for its customer
orders. This is understood to mean that a broker-dealer must seek to obtain the most
favorable terms under the circumstances for a customer’s transaction. This obligation
constitutes one of the cornerstones of market integrity. Market developments since the
1975 Amendments have raised concern whether certain broker-dealer and market
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practices are consistent with the duty of achieving best execution. For example, the
automatic routing of small customer order flow to markets providing only quote-based
execution raises the issue of whether the customer has received the best price.
Similarly, best execution concerns arise when payment is received in return for order
flow in the retail context or when soft dollars are provided for institutional order flow.
Finally, the size and volume of NASDAQ trading makes it appropriate to examine how
its market makers handle customer orders.

| The Commission Should Require Greater Disclosure of Payment for
 Order Flow and Broker-Dealer Order Handling Practices.

In its purest sense, "payment for order flow" refers to the payment of cash by
dealers and specialists to brokers to induce them to send aggregated small orders to
purchase or sell securities to the dealers for execution. It is argued that this practice
causes the broker to violate its fiduciary duty to the individual customer and, by
influencing the broker’s order-routing decision, diminishes the likelihood that best
execution will be obtained for that order. Cash payment, however, is only one of
many inducements for order flow raising significant policy and legal issues. Many
order handling practices derive from business relationships between firms, and the
connection between order flow practices and overall business interests is not always
direct.

The Division believes that payment for order flow exists, in part, because it is
difficult for markets to compete for order flow on the basis of quotations. As
discussed above, many small orders are executed through automated systems at the
prevailing intermarket best bid or offer. Brokers find that manual routing of each
small customer order to the market actually displaying the best quotation simply is not
cost effective.

The lack of quote competition enables a specialist or dealer to acquire a flow of
small orders without having to adjust its market making quotation. The order flow that
is paid for, however, comprises only individual retail orders, which are easy trades for
the market maker to handle. The market maker can afford to pay these "low-cost"
customers.

Effective quote competition for retail orders could be achieved in a market system
in which an order is sent to the market that first displays the best quote. As discussed
in the first half of this Report, the Division does not believe that there is sufficient
reason to impose a uniform market design. Instead, the Division makes several
transparency recommendations in this Report that are designed to narrow spreads and
could result in some increased quote competition. These recommendations might
diminish payment for order flow by reducing spreads, but they probably will not
eliminate the practice. As a result, questions regarding payment for order flow must -
be addressed through other means.

The Division believes that, at a minimum, customers need more information so they

can monitor execution quality more closely where payment or inducement is provided.
In most cases, a retail customer has little or no idea how or where his order is being
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routed or what arrangements are in place to handle the order. The Division believes
that disclosure should be improved to make customers aware of a broker’s order
handling procedures in clear and certain terms. As a result of the Market 2000 Study,
the Commission in October 1993 proposed to increase disclosure of payment for order
flow on the customer confirmation and annual account statement.”® In the proposing
release, the Commission also requested comment on alternative approaches, such as
passing the payments through to customers, adopting a decimal-based pricing system,
or banning the practice. The Division is currently reviewing the comments received
‘on this proposal and will submit a recommendation to the Commission in the near
future.

2. Disclosure of Soft Dollar Practices Should be Improved (Study V).

In a relationship involving the use of soft dollars, an investment adviser typically
has an arrangement with a broker whereby the broker, in return for brokerage
commissions generated by the orders from the adviser, provides a portion of the value
of the commissions to the adviser in the form of research or other services. Unlike
payment for order flow, automated order routing, and NASDAQ limit order practices,
soft dollars are used primarily for institutional accounts. The use of soft dollars raises
concerns about whether the recipient is obtaining best execution for its advisory
clients.*

The Commission consistently has emphasized the need for adequate disclosure of
soft dollar arrangements to the advisory clients whose commissions are the subject of
such arrangements.® Full disclosure does not diminish the obligation of a money
manager and broker-dealer involved in the soft dollar arrangement to obtain the best
execution of their client’s trade. Increased disclosure could provide the client with an
explanation of how its commissions are being used and better alert it to potential
conflicts of interest. Consequently, the Division believes that adviser disclosure of soft
dollar arrangements should better inform advisory clients of the use of their
commission dollars.

The Division believes it is appropriate to require advisers to disclose quantifiable
information about soft dollar arrangements to their clients, including specific
information regarding the research and other services an adviser receives. Additional
disclosure requirements should include explicit statements regarding the conflicts of
interest created by-an adviser’s soft dollar arrangements. Most importantly, the
Division believes that any new disclosure requirements should apply evenhandedly;
whether obtained from "in-house" firms or from third-party firms, research and other
services should be subject to disclosure. In addition, the appropriate regulators should
give consideration as to whether increased disclosure should apply to banks acting as
investment advisers. :

3. Broker-Dealers Using Automatic Routing Procedures Need to Assess
Market Quality on a Periodic Basis (Study V).

Currently, most small order flow routing decisions are predetermined. Because the
various markets guarantee the intermarket (or interdealer) best bid or offer, regardless
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of where the best quote resides, broker-dealers use criteria other than quotes for their
order routing algorithms, including speed of execution, market fees, and affiliations
with specialists or market makers. The mere use of automated routing procedures does
not relieve a broker-dealer of its obligation to send orders to the best market.

The Division recommends that broker-dealers regularly examine the quality of
competing markets to verify that order flow is directed to markets providing the most
advantageous terms for customer orders. Such an examination should focus on whether
a market is providing the best prices, but other factors, such as speed of execution,
also may be relevant to best execution. The broker-dealers who bear the cost of this
examination likely will pass it on to their customers. Customers, however, will benefit
from broker-dealers’ increased attention to providing best execution.*

4. Markets and Market Makers in Listed Stocks Should Offer Price
Improvement (Study V).

Auction principles dictate that trades in exchange-listed securities will be effected
so that the orders will be exposed to other public orders or interest in a trading crowd,
with the possibility that the order may receive a price that is better than existing
quotations.  Automated, quote-based executions for listed securities discard the
possibility of price improvement for speedier executions. Some regional exchanges and
third market dealers have incorporated order exposure and price improvement features
into their small order execution systems to address this concern. The Division
recommends that a market or market maker trading a listed stock offer some possibility
of price improvement.

5. NASDAQ/NMS Limit Order Handling Practices Need Revision
(Study V).

Generally, a customer limit order to sell (or buy) a NASDAQ stock is not executed
until the inside bid (or offer) equals the limit order price. Moreover, the broker-dealer
that accepts the limit order may trade for its own account at prices better than the
customer’s limit order price without executing the customer’s order (“trading ahead")
so long as the customer is informed of this practice. The Division believes that
broker-dealers should meet a higher standard of conduct given the development of
NASDAQ. With the liquidity available for NASDAQ/NMS securities, there is no
~ reason why market makers should be able to trade ahead of customers’ orders. Most
customers would clearly prefer that a broker-dealer not trade for its own account at
prices equal to or better than the customer’s own limit order price until the customer’s
order has been executed. In addition, the practice of trading ahead of a customer
impairs price discovery by delaying execution of limit orders, thereby providing
investors with an inaccurate indication of the buy and sell interest at a given moment.

The NASD has submitted a proposal to the Commission to prevent a NASDAQ
market maker from trading ahead of its own customers’ limit orders. This proposal
does not, however, protect customers from the practice when their orders are routed
from the first market maker to another for order handling. As a preliminary matter,
the Division believes that the NASD proposal should be modified to prohibit the
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practice entirely. Accordingly, the NASD should amend its rule proposal to prohibit
broker-dealers from trading ahead of customer limit orders for NASDAQ/NMS
securities.

If the NASD were to adopt a rule against trading ahead, it is possible that dealers
might earn less income from market making. Even if the dealers attempt to
compensate such loss through larger commissions or spreads, customers still would
benefit because it would be easier for them to evaluate the cost of trading securities.
They would be paying for the execution directly through commissions and spreads
instead of indirectly through costs caused by dealers trading ahead. Thus, even if the
total cost to customers does not change, the cost and execution quality will be easier
to evaluate.

Institutional customers may be an exception to the above analysis. Institutions
often prefer to trade "net" for a large order (i.e., a single price for the securities, with
no commissions) and may be willing to give the market maker the option to trade
ahead as it works the institution’s order or provides a single price execution. Thus,
it may be reasonable to allow institutional customers to retain the option to negotiate
their own arrangements with market makers.

FAIR MARKET COMPETITION

Alternative markets and services for equity trading have developed in response to
investors’ needs. It is important to recognize that most of the alternative markets
utilize prices discovered in the primary markets. The primary markets derive benefits
from their primary status (e.g., listing fees, majority of order flow, membership, and
information fees), and they also bear many of the regulatory costs. Moreover, they are

“the markets of last resort in times of crisis.” Some commentators have suggested that

the primary markets be compensated for the provision of price discovery by charging
for transaction and quote information.® This suggestion ignores the substantial
revenues and benefits that the primary markets currently receive, and would force
market structure regulation into a series of ratemaking procedures. Instead, the
Division believes that fair market competition can be promoted by fairly allocating

- regulatory responsibilities among the various market centers without stifling the ability

of alternative markets and services to emerge. The Division recommends the following
measures to achieve that end.

1. Surveillance and Order Handling Responsibilities for Third Market
Trading Need to be Strengthened (Study III).

The markets, academicians, and regulators have engaged in vigorous debate about
whether the auction or dealer system is better, in terms of liquidity, stability, or
fairness. Each system offers specific advantages and disadvantages, and it would be
contrary to the Commission’s mission to impose one particular design.” Nevertheless,
third market trading of listed stocks challenges the Commission to accommodate both
systems.”
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Third market makers and firms executing their own order flow off the exchanges
currently handle almost 10% of the orders in listed stocks. The third market is
regulated under rules designed for OTC trading.®® As a result, third market makers are
treated as competing dealers. In reality, they can function as a competing market.
Accordingly, they should be subject to certain regulatory safeguards designed to ensure
the integrity of their operations and to preserve the accuracy of the price discovery
process.

The first safeguard is adequate oversight of third market makers’ operations as a
market, not merely as broker-dealers. The NASD should provide a minimum oversight
program of third market activity.” Accordingly, the Division recommends that the
NASD develop a comprehensive program for examining third market activity. and
submit it to the Commission.®

The second safeguard is the application of trading principles to ensure that third
market trading does not affect adversely the integrity or fairness of the price discovery
process. The Division proposes five trading principles to which third market dealers
should adhere: (1) display of customer limit orders that are better than the existing ITS
best bid or offer (to the same extent that the exchanges impose such an obligation on
their specialists); (2) customer limit order protection; (3) crossing of customers’ orders,
if possible, without dealer intervention; (4) fixed standards for queuing and executing
customer orders; and (5) compliance with ITS trade-through and block policies. The
first four principles address the potential for self-dealing when making a market and
acting as agent in an auction system. The fifth principle currently applies to the
primary and regional exchanges and market makers on the ITS-Computer Assisted
Execution System ("CAES") linkage, and is a key safeguard against fragmentation; it
should apply to all third market trading.

The five principles should be adopted as SRO standards and monitored and
enforced by the SROs. At present, the exchanges have rules that comport with most
of these standards. The NASD’s rules governing third market trading do not include
most of them. Accordingly, the Division recommends that the NASD submit a rule
change to the Commission to incorporate these standards into the NASD by-laws.
Likewise, the exchanges should review their rules to ensure that specialists are held to
the same standards.

2, The Commission Should Continue a Flexible Approach to Automated
Trading Systems but Should Propose Recordkeeping and Reporting
Requirements for These Systems (Study III).

To date, most PTSs are regulated as broker-dealers rather than as exchanges, which
subjects them to both Commission and SRO oversight. Although a PTS most
resembles a highly automated broker, the exchanges argue that many PTSs compete
with them for order flow and should be subject to comparable regulation. The
- Division disagrees with this assessment, and believes that most PTSs do not function
as exchanges. The Division believes that regulatory treatment as broker-dealers
continues to be appropriate given the nature of PTSs activities, but that additional
information should be provided to the Commission to monitor their activities.



Because of earlier concerns about the proper regulatory approach to these novel
trading systems, the Commission proposed Rule 15¢2-10 in 1989 to provide enhanced
oversight of PTSs.* Under that proposal, a PTS would have been required to file a
plan with the Commission describing its proposed operations and would have been
subject to regulatory undertakings that went beyond existing requirements applying to

- broker-dealers, and that instead somewhat resembled SRO regulations. The Division’s

experience since 1989 in overseeing these systems does not lead it to believe that such
an extensive regulatory structure is appropriate for PTSs at this time.

The Division recognizes, however, that PTSs use technologies for order execution
that differ from traditional broker-dealers. In addition, several large broker-dealers
operate internal trading systems that function in a manner similar to systems operated
by PTSs. The proliferation of PTSs and other broker-dealer trading systems may have
effects on the NMS that should be closely monitored to determine whether additional
regulation is warranted. This will be especially true in the future as technology enables
customers to interact globally through computer linkages. For effective monitoring, the
Commission needs better information on the operation of these trading systems.
Accordingly, the Division recommends that the Commission propose for comment a
new record-keeping and reporting rule for broker-dealers that operate certain automated
trading systems, including PTSs and many other internal systems.

The Division believes that a recordkeeping and reporting rule would provide the
Commission and the appropriate SROs with better regulatory oversight of the market
aspects of automated trading systems without burdening the systems with unnecessary
regulations. Such a rule should cover broker-dealers that operate trading systems that
permit customers or other broker-dealers to effect transactions with the sponsor of the
system or permit trading directly between customers. The rule would enlarge the
Commission’s access to consolidated information regarding the sponsorship, participant
base, operations, trading, clearing activity, and other material aspects of these systems.5

3. Transaction Fees Should Apply Equally to Listed and NASDAQ
Securities (Study VI).

Section 31 of the Exchange Act imposes a transaction fee on all national securities
exchanges, based on a fixed percentage of the aggregate dollar value of executed
trades.* Section 31 imposes an equivalent fee on broker-dealers effecting OTC trades
in exchange-listed stocks. One of the purposes of the Section 31 fees is to require the
markets to pay the cost of regulation and oversight. Because Section 31 by its terms
only applies to transactions in exchange-listed securities, the fee is not imposed on
transactions involving NASDAQ securities.

The Division believes that this distinction between exchange and NASDAQ
securities is anachronistic. The Commission uses the same resources to oversee and
regulate the OTC market as it does for the exchange markets and it is appropriate to
charge both markets for the costs incurred in performing these functions. In addition,
NASDAQ is now the second largest market in the world after the NYSE. Given the
intense competition for listings among the OTC and exchange markets, disparate
application of such fees provides the OTC market with an unintended competitive
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advantage that is not justifiable. Accordingly, the Division recommends that Section
31 be amended by legislation to extend transaction fees to NASDAQ securities.

In recommending that Section 31 fees apply to NASDAQ securities, the Division
does not believe that the fee will impose a significant burden on NASDAQ trading
because the fee is de minimis when applied individually to transactions. When
aggregated, the fees will help to defray the costs of regulating NASDAQ trading.”

4. The Commission Should Expedite the Process of Reviewing SRO System
Changes (Study VI).

Section 19(b) of the Exchange Act requires SROs to file with the Commission all
proposed rule changes.® These filings must be accompanied by a concise general
statement of the basis for and purpose of the proposed rule change.® Section 19(b)
of the Exchange Act requires the Commission, upon the filing of a proposed rule
change, to publish notice of the proposed rule change so that the public may submit
written comments. A proposed rule change may not take effect unless approved by the
Commission. '

The SROs have argued that the process is too lengthy and hampers their efforts to
provide prompt, flexible, and innovative order-entry and trading services to their
members and to the investing public. They also claim that the rule filing process
places them at a competitive disadvantage to PTSs, which are not subject to Section
19(b). The SROs point out that PTSs may add new services or procedures to their
systems instantaneously without government approval. In addition, the exchanges
suggest that the disparity extends to third market dealers, who do not need Commission
approval to implement changes to their systems. The SROs believe that their
competitors should be subject to the same review process as they are, or alternatively,
that the SROs should be relieved from the review requirement.

The Division disagrees with the SROs’ assertion that they suffer a competitive
disadvantage regarding PTSs. In many respects, PTSs do not perform the same
functions as SROs and do not need a commensurate level of regulation. Thus, in the
Division’s opinion, there is no need to impose the Section 19(b) requirements on PTSs.
The Division believes that adoption of enhanced recordkeeping rules for automated
trading systems would ensure reasonable Commission oversight over PTSs without
imposing on them the SRO rule filing process. Nonetheless, the Division agrees that
the SRO rule review process should be expedited for routine procedural and
administrative modifications to existing order entry and trading systems. Accordingly,
the Division recommends that the Commission amend Rule 19b-4 under the Exchange
Act to accelerate review of these routine procedural and administrative modifications.
Modifications that present restrictive or anticompetitive concerns or raise investor
protection issues, however, would should still be considered in detail after a notice and
comment period. The Division also will consider whether other types of SRO
proposals can be subject to an expedited review process.



OPEN MARKET ACCESS

As competition for order flow increases, it is likely that the different marketplaces
will act in ways that may restrict the activities of their competitors. Past experience
has shown that competitive interests can cause an SRO to take actions to disadvantage
competitors, while cloaking these actions with regulatory purposes.” Regulatory and
self-regulatory proposals must be examined with this in mind. At a minimum, the
Commission must ensure that proposals by the markets do not impose restrictions on
where the users of the markets can conduct transactions, and that restrictions on
professionals are consistent with notions of fair competition. Several exchange rules
now keep participants from accessing all markets. These rules should be modified to
ensure that the limitation is the minimum necessary for valid regulatory purposes.

Another aspect of open market access involves international trading.” The growth
in global trading will raise issues for.the Commission in implementing the Report’s
recommendations. Although various groups, such as the International Organization of
Secyrities Commissions, are examining some of the pertinent issues, in the short term
the Commission should address the issues raised by the desire of foreign exchanges to
place order routing terminals in the United States.

Finally, intermarket access also involves the trading of OTC stocks on exchanges
pursuant to UTP.” Currently, the Amex, Boston Stock Exchange, Chicago Stock
Exchange, and Philadelphia Stock Exchange may trade up to 100 OTC stocks under
two UTP pilot programs. The Division will examine the pilot programs when they
expire to determine whether further expansion of exchange trading of OTC stocks is
appropriate.

The Division recommends opening market access in the following areas: after-
hours off-board trading restrictions, issuer delisting, and extension of ITS.

1. Off-Board Trading Restrictions Should be Removed for After-Hours
Trading (Study III). '

NYSE Rule 390 prohibits NYSE members from effecting certain transactions off
an exchange in NYSE-listed stocks.” The prohibition does not affect the NYSE
members’ ability to effect transactions on any other exchange. Rule 390 also allows
NYSE members to trade as principal or agent in any listed stock on an organized
exchange in any foreign country at any time, and in a foreign OTC market after NYSE
trading hours. The scope of Rule 390 is narrowed by Exchange Act Rule 19¢-1, which
prohibits the application of off-board trading restrictions such as Rule 390 to trades
effected by a member as agent,” and by Exchange Act Rule 19¢-3, which prohibits the
application of any off-board trading restrictions to securities listed on an exchange after
April 26, 1979.” As a result, the practical effect of Rule 390 is limited to preventing
NYSE member firms from directly internalizing order flow during exchange hours in
stocks listed before April 26, 1979, and encouraging such members to - effect
transactions overseas in these stocks after the NYSE is closed ("after-hours trading").
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The Division cannot identify a convincing justification for maintaining off-board
trading restrictions as applied to after-hours trading.” They force NYSE member firms
desiring to act as principal to trade with U.S. customers overseas, losing the protection
offered by the Commission’s oversight of the markets.” Moreover, the anticompetitive
effect of the after-hours restriction within the United States is absolute. NYSE member
firms simply have no choice: they must trade overseas or be forced to use the
NYSE’s crossing sessions, which are limited in time and scope.” As a result, NYSE
members send orders after hours via fax or telephone to their overseas trading desks.
The Division recommends that the NYSE submit a proposed rule change to lift the off-
board trading restrictions as they apply to after-hours trading. If the NYSE were to
develop a viable after-hours trading session that operates after the NYSE crossing
sessions, the Division would be willing to reconsider whether off-board trading
restrictions could apply during the session’s operation.

With respect to off-board trading restrictions during regular trading hours, the
Division believes a different conclusion is warranted. The actual effect on NYSE
members of off-board trading restrictions during regular trading hours is somewhat less
constraining than it appears. Numerous regional specialists have become affiliated with
large NYSE member firms, which generally route small order flow to their regional
affiliates. In practice, these alternatives allow a NYSE member firm to, in effect,
execute its order flow as principal without running afoul of off-board trading
restrictions. Furthermore, the anticompetitive effect of Rule 390 has been somewhat
reduced to the extent that NYSE members can act as agents and route orders to third
market makers for executions.

Although the circumstances just described do not remove the anticompetitive nature
of off-board trading restrictions, in the Division’s view, they reduce the urgency with
which off-board trading restrictions have to be addressed. At the same time, the
changing market structure has created other regulatory issues that should be considered
immediately, such as the regulatory treatment and surveillance of market activity both
by third market makers and by exchange members internalizing order flow in listed
stocks.

2. NYSE Rule 500 and Amex Rule 18 Should Provide Companies with a
Reasonable Opportunity to Move to Another Market (Study VI). :

NYSE Rule 500 requires an issuer wishing to withdraw its securities from the
NYSE to submit the proposal to its shareholders.” The rule requires that the proposal
be approved by 66.6% of the outstanding shares of the particular security, together with
a failure of 10% of the individual shareholders to object. The Amex’s analogous rule,
Amex Rule 18, requires an issuer wishing to withdraw a listed security to file with the
Amex a copy of the board resolution authorizing withdrawal along with a statement
setting forth the reasons for the proposal. After receipt, the Amex notifies the issuer
whether the reasons warrant such action and whether the issuer will be required to send
notification to its shareholders at least 15 days in advance of filing with the
Commission under Section 12(d) of the Exchange Act.” In contrast, the NASD’s rules
for NASDAQ/NMS issuers allow an issuer to terminate its NASDAQ/NMS designation
voluntarily, upon written notice to the NASD.*
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The NYSE believes that Rule 500 is an investor protection rule, and that
shareholders take comfort in purchasing securities of a listed company knowing that the
issuer cannot delist the securities without overwhelming support from shareholders.
Other commentators view Rule 500 as an anticompetitive rule that makes it extremely
difficult for an issuer to withdraw securities from listing on the NYSE.

The Division recognizes that, at some point in the past, NYSE Rule 500 may have
been justified given the differences in the standards between the NYSE and OTC
markets. This is no longer the case with respect to NASDAQ/NMS. Accordingly, the
Division cannot identify any justification for the stringent approval requirements built
into NYSE Rule 500. The Division, however, is not proposing that the NYSE rescind
Rule 500 in its entirety. The Division recognizes that withdrawing securities from
listing is an important corporate decision, and that it is reasonable to ensure that
careful management consideration is given to this decision. The standards embodied
in Rule 500, however, represent a barrier to delisting that is too onerous, and the
standards embodied in Amex Rule 18 are too vague. Accordingly, the Division
recommends that the NYSE submit a proposed rule change to modify the requirements
of NYSE Rule 500. Likewise, the Amex should submit a proposed rule change
identifying objective criteria to be met by issuers seeking to delist securities from that
exchange. The new standards should rely on a determination by an issuer’s board of
directors rather than shareholder approval. For example, the new standards could
require approval by the board of directors and a majority of the independent directors,
or it could require a review of the delisting decision by the board’s audit committee.

3. The ITS-CAES Link Should be Extended to All Listed Stocks
(Appendix o).

ITS facilitates intermarket trading in exchange—hsted equity securities by allowing
a broker-dealer in one market center to send orders to another market trading the same
security. The system links the eight national securities exchanges and NASDAQ.
More than 2,500 securities are eligible for trading through ITS.

NASDAQ market makers that trade listed stocks are linked to ITS through the
NASD’s Computer Assisted Execution System ("CAES"). Orders routed to the
exchange floors may be sent to the OTC market for execution through the ITS/CAES
link. The ITS/CAES link also enables OTC market makers to route orders to the
exchanges. ’

The link between ITS/CAES, however, extends only to securities covered by Rule
19¢-3 under the Exchange Act.® The NASD has proposed to extend the link to all
listed stocks. The Division recommends that the ITS/CAES link be extended to all
listed stocks as a means to enhance intermarket access, provided the other
recommendations with respect to the third market have been implemented.
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CONCLUSION

The Division’s proposed regulatory approach for equity market regulation is
consistent with the Congressional intent expressed in the 1975 Amendments and reflects
the market’s evolution since that time. The Division believes that its recommendations
will enable the Commission to-carry out the goal of ensuring fair and transparent
equity markets while providing for an environment where investor protection is
enhanced and the needs of individuals and institutions are met. The recommended
initiatives also address the compentlve concerns expressed by the different market
participants and significantly improve NASDAQ. :

Although the regulatory framework outlined in this Report responds to market
structure issues. of current concem, changes in market users and in the markets
themselves will present the Commission with new challenges in the years ahead. .It
will be important for the Commission to understand the evolving market dynanucs
when determining how best to regulate the equity markets. The Division believes that
four trends will continue to drive this evolution. .

Fxrst institutional investors will continue to account for a majority of tradmg
volume. As is the case today, it is difficult for established markets to accommodate
the variety of institutional and retail investors. Alternative markets are likely, to
continue to emerge to serve institutions’ specialized needs. In addition, the increasing
dominance of equity trading by institutional investors and large intermediaries will
strain the markets’ ability to handle liquidity demands. This could increase systemic
risk.

Second, global trading will continue to grow. Capital will move more easily
around the world, benefitting the providers and users of capital. At the same time, the
United States will face stronger competition as the leading international financial
marketplace. Foreign markets may compete by setting differing regulatory standards
that offer U.S. market participants the opportunity to avoid U.S. regulatory
requirements. The competitive pressure from different foreign standards will affect the
Commission’s regulatory program. If the Commission is to maintain strong regulatory
standards, U.S. market participants will have to be convinced of the attractiveness and
benefits such standards bring to U.S. markets.

Third, the derivatives markets will continue to grow. Their growth presents market
risks and systemic risks that are being currently evaluated by regulators. Derivative
products will challenge the ability of the Commission to control risk and promote fair
competition among markets. Derivative products allow users to recreate synthetically
virtually any asset or trading strategy. Regardless of whether these products are
adequately regulated in their own right, they offer users the ability to avoid regulations
that would apply if they had transacted directly in the equity market. In addition, they
enable users to avoid regulatory distinctions between the product classes underlying the

. derivatives.

Fourth, technology will continue to drive the evolution of the equity markets. The
Division believes that, at a minimum, technological advances will make it possible for



public investors to obtain access to markets and other market participants directly.
Technology now allows institutional investors to transact with one another without
professional intermediation. This will increase in the future. The Commission at
present relies on operational and financial standards imposed on registered entities --
exchanges, clearing organizations, and broker-dealers -- to oversee the markets. The
Commission will have to evaluate how these standards can be maintained with direct
public access to the markets. In addition, direct public access could lead some of the
established markets to reconsider their organizational structure.

These trends will prove challenging for markets, market participants, and regulators.
Nonetheless, the markets themselves are not now in a state of crisis; they are simply
evolving. The Division believes that its recommendations are appropriate in light of
the strength of the equity markets. Market competitors’ perceptions of regulatory
inequality, coupled with the exponential evolution of market technologies, may cause
some to fear the developments that are occurring. As Congress stressed in the 1975
Amendments, the primary responsibility to respond to these developments must rest
with the markets themselves. The Commission should continue to focus on enhancing
competition and allowing economic forces, interacting within a fair regulatory field,
to determine the appropriate variations in market practices and services. Throughout
this process, the touchstone for Commission action must remain the protection of
investors.
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NYSE Rule 410B requires NYSE members to submit reports to the NYSE of their transactions in
NYSE stocks that occur outside of the national market system (including foreign trades). While this
provides some oversight of after-hours trades, it is not a complete substitute for public reporting.

In 1991, the NYSE commenced two after-hours crossing sessions, in part, to attract back to the U.S.
the order flow currently being executed overseas. Crossing Session I permits the execution of single-
stock, single-sided closing-price orders and crosses of single-stock, closing-price buy and sell orders.
Crossing Session II allows the execution of crosses of multiple-stock aggregate-price buy and sell
orders. Crossing Session II was designed to attract institutional trades now being executed overseas.
Securities Exchange Act Release No. 29237 (May 24, 1991), 56 FR 24853 (May 31, 1991). The
NYSE’s two after-hours sessions together averaged slightly under five million shares per day over
the first six months of 1993.

The NYSE has enforced this policy since at least a decade before it registered as an exchange with
the Commission in 1934. Securities Exchange Act Release No. 2049 (Mar. 22, 1939) (Dominion
Stores Withdrawal Petition). The NYSE adopted Rule 500 after the Commission rejected the

" NYSE’s claim in the Dominion Stores Withdrawal Petition that it had a "settled practice" requiring

80.
81.

82.

a shareholder vote to withdraw a security from listing. Louis Loss, Securities Regulation 836 n.171
(1961). Other exchanges also have rules governing the withdrawal of securities from listing.
Generally, they are not as stringent as NYSE Rule 500. See Chicago Stock Exchange Rule 3 of Art.
XXVIII, CHX Guide (CCH) { 2183; Pacific Stock Exchange Rule 3.4, PSE Guide (CCH) | 3579;
Philadelphia Stock Exchange Rule 804, Phix Guide (CCH) { 2804.

15 U.S.C. § 781(d).
See NASD Manual § 1813, § 6(5).

17 CFR. § 240.19¢c-3.
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EXHIBIT 1

Ownership of U.S. Equities

1975 1980 1982 1984 1986
Total Market Value 0.85 1.6 1.7 2.0 2.9
(triltions of dollars)
Household % 70.5% 70.7% 68.8% 62.6% 59.4%
Institution % 29.5 29.3 31.2 374 -40.6
(percent)
Private Pension 12.7% 14.2% 14.6% 18.1% 18.8%
Mutual Fund 4.0 2.7 2.9 4.0 55
PublicPension 2.9 2.8 3.5 4.8 51
Foreign 4.2 4.1 4.4 4.8 5.7
Life Insur. Co.'s. 3.2 2.9 3.1 3.0 2.6
‘Other Ins. Co.’s 1.7 2.1 2.2 2.2 2.1

0.9 0.5 05 0.6 0.8

Others
Ownership of U.S. Equities (cont'd)

1088 1990 1991 1992
Total Market Value 31 - 35 4.6 5.13
Household % 54.7% 52.5% 50.7% 49.4%
Institution % 453 475 493 50.6
(percent)
Private Pension 20.1% 20.1% 20.9% 20.5%
Mutual Fund 6.0 6.7 76 9.1
Public Pension 7.0 8.4 8.7 9.1
Foreign 6.4 6.6 6.6 6.4
Life Ins. Companies 2.8 2.8 2.5 24
Other Ins. Companies 2.3 23 2.4 25
Others 0.7 0.6 0.6 0.6

SOURCE: SIA 1993 Factbook
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Global Equity Markets Capitalization

EXHIBIT 6

In Billions of Dollars

COUNTRY 1986 1987 1988 1989 1990 1991 1992
United States 2,637 2,589 2,794 3,506 3,090 4,186 4,758
Japan 1,843 2,803 3,907 4,393 2,918 3,131 2,399
United Kingdom 440 681 ! 827 868 1,003 839
Germany 258 213 - 252 365 379 393 346
France 150 172 - 245 365 342 374 351
Canada 166 219 242 291 242 267 243
Italy 140 120 135 169 149 154 115
G—7 Nations 5,634 6,797 8,346 9,916 . 7,988 9,508 9,051
All Other Nations 881 1,101 1,481 1,725 1,561 1,906 2,046
LWORLD 6,515 7,898 9,827 11,641 9,549 11,414 11,0971

-Source: International Finance Corporation

Global Equity Markets Capitalization

1986—1992

o W BN

$ in Biilions

p—

OTHER G-7

Source: International Finance Corporation

1988
JAPAN
(N3 ALL OTHERS

1989

1990 1991
[ JUK.




EXHIBIT 7

Standard and Poor’s 500 Index

Year—End Closing Value

500

o | ’//

v,

-
o

~

,Jndex Valu%J

Qo
o

- 7’5‘4//\//#/

0 YHo75—1977 9979 1981 ~ 1983 ~ 1985 ~ 1987 ~ 1989 1991 1993
| Calendar Year
SOURCE: BLOOMBERG



EXHIBIT 8
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$25,000-$49,999

11.8%

NYSE Shareowner Survey (1990)
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EXHIBIT 9
Annual Number of Stock Transactions by Individual Shareowners

NYSE Survey NASD Survey
#of Trades (Mid-89 to mid-1990) #of Trades (Late ‘84-'85)
None 44.9% None 26.3%
1 15.3 1 18.4
2 10.5 2 10.6
3 5.3 3 10.6
4 6.3 4 5.3
5 2.8 5+ 28.9
6+ 14.9 .

SOURCE: NYSE Shareowner Survey 199d



EXHIBIT 10
Asset Size and Turnover of Brokerage Accounts

Composition of funds under management of each Registered Representative (“RR”)
90.7%retail
9.3% institutional
Average number of clients per RR= 336.3
Median amount under management of each RR= $14.4 million
Median size of eaéh account managed by RR= $42,818
Median amount of client dollars directed annually by each RR= $5.0 million
($14,868 per client; Note: This is the equivalent of approximately 300 shares of the
average NYSE stock.) .

Percentage of each account that RR directs annually into financial products= 34.7%
(includes cash investments, redistributions and rollovers).

Average amount of commissions generated per retail transaction = $142.00

SOURCE: “Registered Representative” Subscriber Study (1992) & SIA "Report on
Production & Earnings of Registered Representatives in 1991."



EXHIBIT 11

1993 MARKET SHARE DATA: NYSE STOCKS *

Average Average Average Average |
Shares Shares Transactions Transactions !
Per Day Per Day Per Day Per Day
(In Millions) (%) (%) ;
NYSE ;
Regular Hours 264.8 78.53% 186,410 70.48% :
Crossing Session | 0.2 0.06% i
Crossing Session 1 4.4 1.30%
ALl REGIONALS 343 10.17% 52,699 19.92% l
BSE 4.2 1.25% 6,941 2.62% i
{
CHX 13.1 3.88% 16,202 6.13% |
!
PHLX 4.8 1.42% 7,609 2.88% ;
PSE 8.4 2.49% 15,602 590% |
CSE 38 1.13% 6,345 2.40%
All Regionals Excluding CSE 30.5 9.05% 46,354 17.53%
THIRD MARKET
Regular Hours ** 19.6 581% 24,847 9.39%
After Hours 0.9 0.27%
PTS
Regular Hours 3.6 1.07% 543 0.21%
PTS After Hours 1.1 0.33%
OVERSEAS BY NYSE FIRMS
Program Trades 59 1.75%
OTC (non—program) 1.7 0.59%
Foreign Exchanges (non—program) 07 0.21%
TOTAL 337.2 100.00% 264,499 100.00%

* These figures are for the first six months of 1993 (125 trading days), except for non-—program foreign data,
which uses a daily average from May, June, and July 1993. The figures do not include trades executed in
the fourth market, such as trades directly between institutions without using an exchange or a broker—dealer.

** Regular hours refers to the operating hours of the NYSE. After hours trades are trades executed outside

of the operating hours of the NYSE.



EXHIBIT 12

1993 MARKET SHARE DATA: NASDAQ NMS STOCKS

Average Average Average Average
Shares Shares Transactions Transactions
Per Day Per Day Per Day Per Day
- (In Millions) (%) (%)
NASDAQ
Regular Hours 206.8 86.13% 111,078 90.24%
After Hours (Form T) 1.0 0.42% - 200 0.16%
PTS
Regular Hours 31.9 13.29% 11,812 9.60%
After Hours 0.4 017%
TOTAL 240.1 100.00% 123,090 100.00%

NOTE: These figures are for the first six months of 1993 (125 trading days).
NASDAQ International is not stated separately since it averaged
only 16,744 shares per day during this period.
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EXHIBIT 14

ANNUAL VOLUME / AVERAGE TRADE SIZE

ON THE
NEW YORK STOCK EXCHANGE
Volume Average
(Billions Trade
Year of Shares) Size
1975 4.69 495
1980 , 11.35 872
1984 23.07 1,781
1986 35.68 1,881
1987 47.80 2,112
1988 40.85 2,303
1989 41.70 2,123
1990 39.66 2,082
1991 45.27 1,670
1992 51.38 1,684

Source: 1992 NYSE Factbook
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EXHIBIT 16

Average Trade Size of Dealer Transactions
NYSE Specialists Versus Third Market Makers

3,500

3,000 NG Third Market M akers 3T |
2,500 - N N SRR

.....................................................

NYSE Specialists 2/
(adjusted)

1/ Trades executed by NYSE speclalists as dealer (not adjusted for order bunching).
2/ Figures adjusted to reflect bunching of orders in 1981-1990.

3/ All OTC trades In NYSE-listed stocks (excluding Instinet).



EXHIBIT 17

ANNUAL VOLUME / AVERAGE TRADE SIZE
ON

NASDAQ

Volume Average

(Billions Trade
Year. of Shares) Size (NMS)
1975 f 1.39 *
1980 6.69 *
1986 28.74 1,616
1987 37.89 1,678
1988 31.07 | 2,025
1989 - 33.53 2,049
1990 33.38 2,124
1991 41.31 1,945
1992 48.46 1,915

* Unavailablefor these years
Source: 1992 NASDAQ Factbook



Distribution of consolidated tape trades in NYSE stocks, 1976-1992

Year

.1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992

NYSE

85.99%
85.16%
87.02%

86.58%.
- 85.37%

82.42%
78.61%

77.68%

75.40%
74.24%
72.68%
73.60%
72.99%
69.23%
66.17%
67.33%

- 65.17%

AMEX

0.01%
0.02%
0.01%
0.00%
0.01%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%

PSE

4.86%
5.65%
5.64%
5.51%
5.34%
6.41%
8.27%
8.58%
8.93%
9.51%
10.57%
9.31%
8.44%
8.35%
8.14%
8.13%
7.55%

Source: Consolidated Tape Association data.

HX

3.56%
3.39%
3.16%

3.33%
3.58%
4.54%
5.89%
6.81%
7.95%
8.16%
8.52%
8.94%
9.74%

10.43%

8.71%
8.03%
8.34%

EXHIBIT 18

PHL

1.50%
1.55%
2.20%
2.77%
3.47%
3.85%
3.92%
3.88%

4.10%
3.82%
3.65%
3.50%
3.22%
3.39%
3.02%
2.84%
3.31%

=
2]
ery

0.85%
0.77%
0.65%
0.65%
0.77%
0.91%
1.00%
1.25%
1.78%
2.17%
2.25%

2.32%

2.33%
3.16%
3.77%
3.37%
3.17%

SE

0.77%
1.61%
0.47%
0.53%
0.71%
0.87%
0.84%
0.49%
0.34%
0.32%
0.29%
0.26%
0.35%
0.44%
0.63%

0.74%

1.85%

REGIONAL

11.55%
12.99%
12.13%
12.79%
13.88%

.16.58%
19.92%
21.01%
23.10%
23.98%
25.28%
24.33%
24.08%
25.77%
25.27%
23.11%
24.22%

INSTINET

0.01%
0.02%
0.02%
0.03%
0.02%
0.02%
0.04%
0.04%
0.09%
0.10%
0.03%
0.02%
0.03%
0.03%
0.03%
0.03%
0.03%

2.39%
1.83%
0.83%
0.60%
0.74%

0.96%

1.44%
1.28%
1.41%
1.70%
2.00%
2.05%
2.91%
4.98%
8.53%
9.563%
10.57%

TOTAL

100.00%
100.00%
100.00%
100.00%
100.00%

- 100.00%

100.00%
100.00%
100.00%
100.00%
100.00%
100.00%
100.00%
100.00%
100.00%
100.00%
100.00%



ExBITS

Median Percent of Reported Trading Volume on Regional Exchanges for
S&P and Non-S&P Stocks Listed on the NYSE

Jan 1985-Dec 1992
» (Equal-Weighted)
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EXHIBIT 20

Median Percent of Reported OTC Trading Volume for S&P and Non-S&P |
Stocks Listed on the NYSE -

Jan 1985-Dec 1992

o (Equal-Weighted)

5%

4%

3%

: L

0% '=5:- ‘ D & :’&ﬁ# DOSHGH o KPP PR N 8 I O I TTT
1357911135791 1357911135791113579111357 9111 3~5 79111357 911. "
1985 1986 1987 -~ 1988 . 198¢ 1990 1991 1992 L

—@— S&P —&—— Non-S&P

Median Perégnt

Note: Dots are shown for months for which data is available.



EXHIBIT 21
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EXHIBIT 22

AVERAGE PRICE AND AVERAGE TRADES PER DAY OF NYSE
LISTED STOCKS, BY CONCENTRATION CATEGORY
PERIOD: MAY 10 — 14, 1993

Average
Stock Average Number of Number of
Concentration Price Daily Trades @~ Stocks
100—90% $22.98 17.4 394
90—80% $29.33 36.4. 391
80—-70% $26.07 53.4 433
70—-60% $24.73 74.3 366
60—-50% $22.02 109.8 280
50-40% $19.13 164.7 167
40% or less $17.55 308.9 120
All stocks: $24.33 71.5 2,151

* The concentration measure is equal to the number of small trades
executed on the NYSE as a percent of all small trades for each '
stock. Trades of less than 3,000 shares are considered small. The
higher the percentage figure the greater the concentration of order
flow on the NYSE (i.e., a concentration level of 90% means only 10%
of small trades are executed off the NYSE.)



EXHIBIT 23

AVERAGE PROGRAM TRADING VOLUME
EXECUTED ON THE NYSE AS A PERCENT OF NYSE VOLUME

1989 9.9%
1990 10.7%
1991 11.0%
1992 » | 11.5%
1993 11.9%

13%

12%

1% -

10%

%

8%

7% -

6% 1989 1990 1991 1992 1993

- NOTES: BEGINNING JUNE 1991, DATA INCLUDES CROSSING SESSION II VOLUME.
ALL FIGURES REVISED TO INCLUDE DATA NOT AVAILABLE AT TIME OF PUBLICATION

OF NYSE WEEKLY PROGRAM TRADING REPORTS (SEE EXHIBITS 24 — 27 FOR 1993 WEEKLY
DATA). SOURCE: NYSE



EXHIBIT 24
NYSE MEMBER FIRM PROGRAM TRADING

LATEST AVAILABLE WEEK:
12/27 — 12/31 1993 277 74.6% 15.1% 10.3% 100.0% 201.4 10.3% 20.7 8.7 12.0

1993 STATISTICS
4 TRIPLE—-WITCH WEEKS

AVERAGES: © 80.0 80.6% 16.6% 2.9% N/A 269.4 23.9% 64.2 35.0 293
HIGHS: 92.3 - 88.0% 29.4% 3.3% N/A 301.6 29.1% 81.2 43.6 37.6
LOWS: 68.3 67.8% 8.7% 2.1% N/A 2472 20.5% 56.6 28.9 254

8 DOUBLE—-WITCH WEEKS

AVERAGES: 44.0 82.0% 14.7% 32% N/A 280.9 12.9% 36.0 200 - 16.1
HIGHS: 51.7 92.6% 30.4% 6.3% N/A 313.5 16.4% 458 240 23.7

LOWS: 321 68.4% 4.1% 1.2% N/A 255.1 9.2% 26.7 15.0 11.1

12 EXPIRATION WEEKS

AVERAGES: 56.0 81.6% 15.3% 3.1% N/A 2771 16.5% 45.4 25.0 20.5
HIGHS: 92.3 92.6% 30.4% 6.3% N/A 313.5 29.1% 81.2 43.6 37.6
LOWS: 321 67.8% 4.1% 1.2% N/A 247.2 9.2% 26.7 15.0 11.1

40 NONEXPIRATION WEEKS

AVERAGES: 36.4 746%  21.7% 3.7% N/A 260.7 10.2% 26.6 144 122

HIGHS: 691 922%  503% 10.8% N/A 312.0 18.6% 54.5 346 201

LOWS: 24.8 47.6% 7.1% 0.3% N/A 201.4 6.5% 18.1 6.8 12
52 1993 WEEKS TO DATE

AVERAGES: 40.9 762%  202% 3.6% N/A 264.5 11.7% 31.0 169  14.1

HIGHS: 923 92.6%  50.3% 10.8% N/A 313.5 29.1% 81.2 436 316

LOWS: 24.8 47.6% 4.1% 0.3% N/A 201.4 6.5% 18.1 68 72

NOTES: TRIPLE EXPIRATION: STOCK INDEX FUTURES, STOCK OPTIONS AND STOCKS. DOUBLE EXPIRATION: STOCK OPTIONS AND STOCKS
STATISTICS BASED ON COMPILATION OF DATA FROM NYSE WEEKLY PROGRAM TRADING REPORTS WHICH ARE SUBJECT TO REVISION.



EXHIBIT 25
NYSE MEMBER FIRM PROGRAM TRADING

WEEKLY DATA *BY, EXECUTING ‘MARKET: " " o EXBCUTED }ON THE NYSE
| BY MARKET DR ST ' S ' :
: . + J AVG DALY} - MARKET-SEGMENTS - ROGRA}

YEARTODATE  EXPIR. | PROGRAM | NYSE: FOREIGN:. OTHER ‘TOTAL AS. PCTOF AVG.PROG _
WEEKLY PERIODS TYPE | TRADING . |  MAREETS “Uis.. 7 NYSEVOL TRADING  BUYS . SELLS
12/27 - 12/31 1993 277 746% 151%  103%  100.0% 2014 103% . 207 87 120
12/20 — 12/24 1993 294 81%  15% 54%  100.0% 256.7 100% = 256 144 112
12/13 — 12/17 1993 TRIPLE 910 618%  294% 28%  100.0% 3016 205% 617 353 264
12/06 — 12/10 1993 352 572%  365% 63%  100.0% 2842 7.1% 20.1 104 97
11729 - 12/03 1993 429 618%  243% 79%  100.0% 2753 105% 29.0 127 163
11722 - 11/26 1993 270 694%  22.6% 8.0%  100.0% 2150 8.1% 187 nz 15
11715 — 11/19 1993 DOUBLE | 506 720%  233% 4% 100.0% 296.8 123% 364 192 172
11/08 — 11/12 1993 26.1 762%  18.9% 9% 100.0% 2803 71% 199 87 112
11/01 — 11/05 1993 410 703%  245% 52%  100.0% 312.0 93% 289 17 172
1025 ~ 10/20 1993 45.7 600%  348% 52%  100.0% 2788 9.8% 274 171 103
10118 — 10722 1993 368 612%  293% 35%  1000% 305.5 8.1% 248 134 114
10/11 — 10/15 1993 DOUBLE | 321 831%  106% 63%  100.0% 2004 22% 267 150 117
10/04 ~ 10/08 1993 327 | 874%  93% 33%  100.0% 260.6 110% = 286 152 134
09727 — 10/01 1993 378 §73%  241% 86%  100.0% 263.6 9.6% 25.4 138 115
00120 — 09/24 1993 20 583%  347% 70%  100.0% 2611 9.2% 245 137 108
09/13 — 09/17 1993 TRIPLE 923 880% 8% 33%  100.0% 2790 29.1% 812 - 436 376
09/06 — 09/10 1993 290 83.6%  11.6% 48%  100.0% 2575 9.4% 243 166 17
08/30 — 09/03 1993 476 612%  215% 53%  100.0% 229.1 14.0% 320 11 149
08/23 — 0827 1993 665 476%  503% 21%  100.0% 2463 128% 316 200 116
08/16 — 08/20 1993 DOUBLE | 445 824%  141% 35%  1000% 275.1 133% 367 180 187
08/09 — 08/13 1993 32.1 565%  40.0% 35%  1000% 2488 73% 18.1 105 76
08/02 — 08/06 1993 28.5 706%  265% 29%  100.0% 240.0 84% 201 109 92
07726 — 07730 1993 280 204%  8.8% 08%  100.0% 2539 10.0% 253 145 108
0719 — 07723 1993 389 842%  142% 16%  100.0% 2480 132% 327 201 126
07/12 — 07/16 1993 DOUBLE | 463 892%  9.0% 18%  100.0% 255.1 162% 413 27 186
07/05 — 07/09 1993 25.9 846%  14.0% 14%  100.0% 2514 8.7% 219 102 117
06/28 — 07/02 1993 345 813%  144% 43%  100.0% 2629 10.7% 280 132 148
06/21 — 06725 1993 9.1 560%  42.7% 13%  100.0% 2474 15.6% 387 257 130
06/14 — 06/18 1993 TRIPLE 683 839%  140% 21%  100.0% 2504 229% 57.4 320 254
06/07 — 06/11 1993 313 174%  203% 23%  100.0% 2416 10.0% 242 170 72
06/01 — 06/04 1993 293 7n2%  270% 18%  100.0% 257.9 8.1% 209 116 93
05/24 — 05728 1993 301 817%  158% 25%  100.0% 240.7 102% 246 127 119
05/17 — 05/21 199 DOUBLE | 517 886%  94% 20%  100.0% 2799 164% 458 21 B7
05/10 — 05/14 1993 340 863%  115% 22%  100.0% 251.6 11.7% 293 99 194
05/03 — 05/07 1993 248 841%  123% 36%  1009% 2482 84% 208 68 140
0426 — 04/30 1993 406 663% 229%  108%  100.0% 2643 102% 269 131 138
04/19 — 04123 1993 286 %1%  8.6% 13%  100.0% 2834 “9.1% 257 105 152
04/12 — 04/16 1993 DOUBLE | 42.5 68.4%  304% 12%  100.0% M6 10.6% 291 180 111
04/05 — 0408 1993 59.1 22%  11% 0%  100.0% 293.4 18.6% 545 346 199
03/29 — 04/02 1993 295 829% 151% 20%  100.0% 2540 2.6% 24.4 145 99
03/22 — 03726 1993 : 309 201%  85% 14%  100.0% 2435 11.4% 278 153 125
03/15 — 03/19 1995 TRIPLE 85 827% 141% 32%  1000% 2472 229% 56.6 29 217
03/08 — 03/12 1993 484 702%  21.6% 22%  100.0% 266.8 12.7% 340 187 153
03/01 — 03/05 1993 3.7 825%  165% 10%  100.0% 2547 122% 311 163 148
0222 — 0226 1993 52.7 209%  74% 17%  100.0% 295.0 162% 479~ 278 201
02/16 — 0219 1993 DOUBLE | 47.8 799%  17.0% 31%  100.0% 3135 122% 382 240 142
02/08 — 02/12 1993 260 760%  214% - 2.6%  100.0% 2415 8.2% 198 121 17
02/01 — 02/05 1993 36 555%  442%  03%  100.0% 305.9 79% 242 145 97
0125 — 01729 1993 255 7M2% 281% 0%  100.0% 2764 65% 18.1 88 93
018 — 0U22 1993 277 759%  192% 49%  100.0% 2623 8.0% 211 96 115
0111 - 0Y15 1993 DOUBLE | 367 26%  41% 3% 100.0% 2629 12.9% 340 206 134
01/04 — 01/08 1993 305 754%  211% 29%  100.0% 2608 8.8% 230 135 95

NOTES: TRIPLE EXPIRATION: STOCK INDEX FUTURES, STOCK OPTIONS AND STOCKS. DOUBLE EXPIRATION: STOCE OPTIONS AND STOCKS.
DATA COMPILED FROM NYSE WEEKLY PROGRAM TRADING REPORTS WHICH ARE SUBJECT TO REVISION.




EXHIBIT 26

NYSE MEMBER FIRM PROGRAM TRADING

STATISTI CS

BY TYPE OF STRATEGY

BY TYPE OF ACCOUNT

BY STRATEGY/ACCOUNT S o i L e ok
. INDEX OTHER TOTAL " ALL | TOTAL FIRM CUSTOMER  CUSTOMER | TOTAL
L ARBITRAGE RULE 80A(c)| INDEX ARB| OTHER FACILITATION e D
LATEST AVAILABLE WEEK:
12/27 - 12/31 1993 28.0% 6.4% 34.4% 65.6%| 100.0% | 39.6% 5.3% 55.1% 100.0%
1993 STATISTICS
4 TRIPLE-WITCH WEEKS
AVERAGES: 45.0% 41% 49.1% 51.0% N/A 43.7% 19.8% 36.5% N/A
HIGHS: 50.2% 6.6% 56.8% 60.0% N/A 47.9% 31.2% 45.7% N/A
LOWS: 38.0% 2.0% 40.0% 432% N/A 40.6% 9.9% 27.1% N/A
8 DOUBLE—WITCH WEEKS
AVERAGES: 472% 6.0% 53.2% 46.9% N/A 46.7% 9.7% 43.6% N/A
HIGHS: 59.2% 10.9% 64.5% 61.0% N/A 57.7% 16.3% 54.1% N/A
LOWS: 37.1% 1.8% 39.0% 35.5% N/A 36.5% 41% 31.3% N/A
12 EXPIRATION- WEEKS
AVERAGES: 46.5% 5.3% 51.8% 48.2% N/A 45.7% 13.1% 41.3% N/A
HIGHS: 59.2% 10.9% 64.5% 61.0% N/A 57.7% 31.2% 54.1% N/A
LOWS: 37.1% 1.8% 39.0% 35.5% N/A 36.5% 41% 27.1% N/A
40 NONEXPIRATION WEEKS
AVERAGES: 33.7% 7.3% 40.9% 59.1% N/A 44.0% 11.0% 45.0% N/A
HIGHS: 47.5% 17.3% 53.7% 74.2% N/A 66.0% 30.1% 57.3% N/A
LOWS: 19.0% 2.7% 25.8% 46.3% N/A 22.9% 2.9% 28.9% N/A
52 1993 WEEKS TO DATE
AVERAGES: 36.6% 6.8% 43.4% 56.6% N/A 44.4% 11.4% 44.2% N/A
HIGHS: 59.2% 17.3% 64.5% 74.2% N/A 66.0% 312% 57.3% N/A
- LOWS: 19.0% 1.8% 25.8% 35.5% N/A 22.9% 2.9% 27.1% N/A

NOTES: TRIPLE EXPIRATION: STOCK INDEX FUTURES, STOCK OPTIONS AND STOCKS.

DOUBLE EXPIRATION: STOCK OPTIONS AND STOCKS

ST ATISTICS BASED ON COMPILATION OF DATA FROM NYSE WEEKLY PROGRAM TRADING REPORTS WHICH ARE SUBIECT TO REVISION.




EXHIBIT 27

NYSE MEMBER FIRM PROGRAM TRADING

(RBITRAGE: RULE $0A(C)
12727 - 12/31 1993 280% 6.4% 34.4% 65.6% 100.0% 39.6% 53% 55.1% 100.0%
12/20 - 12/24 1993 30.2% 3.7% 33.9% 66.1% 100.0% 36.6% 6.5% 56.9% 100.0%
12/13 - 12/17 1993  TRIPLE 46.2% 4.5% 50.7% 49.3% 100.0% 44.4% 9.9% 45.7% 100.0%
12/06 — 12/10 1993 | 22.5% 8.2% 30.7% 693% 100.0% 353% 13.0% 51.7% 100.0%
11/29 — 12/03 1993 19.0% 10.9% 29.9% 70.1% 100.0% 37.9% 9.8% 52.3% 100.0%
1122 — 11/26 1993 284% 9.1% 37.5% 62.5% 100.0% 43.4% 123% 44.3% 100.0%
11/15 — 1119 1993 DOUBLE 483% 10.9% 59.2% 40.8% 100.0% 53.5% 9.4% 37.1% 100.0%
11/08 — 11/12 1993 352% 14.6% 49.8% 50.2% 100.0% 59.6% 2.9% 37.5% 100.0%
11/01 — 11/05 1993 42.9% 8.7% 51.6% 48.4% 100.0% 52.6% 3.7% 43.7% 100.0%
10/25 — 10/29 1993 272% 1.7% 34.9% 65.1% | - 100.0% 40.7% 4.7% 54.6% 100.0%
10/18 — 10/22 1993 253% 8.6% 33.9% 66.1% 100.0% | 42.9% 11.1% 46.0% 100.0%
10/11 — 10/15 1993 DOUBLE 48.4% 6.9% 55.3% 44.7% 100.0% 40.7% 52% 54.1% 100.0%
10/04 — 10/08 1993 213% 5.8% 27.1% 72.9% 100.0% 39.6% 15.8% 44.6% 100.0%
09/27 — 10/01 1993 23.0% 5.7% 28.7% 1.3% 100.0% 41.4% 12.8% 45.8% 100.0%
09/20 - 09/24 1993 33.7% 7.9% 41.6% 58.4% 100.0% 56.8% 6.8% 36.4% 100.0%
09/13 — 09/17 1993  TRIPLE 455% 3.2% 48.7% 51.3% 100.0% 40.6% 23.4% 36.0% 100.0%
09/06 — 09/10 1993 424% = 86% 51.0% 49.0% 100.0% 53.3% 5.7% 41.0% 100.0%
08/30 — 09/03 1993 .23.8% 3.8% 27.6% 72.4% 100.0% 36.1% 6.6% 57.3% 100.0%
08/23 — 08/27 1993 383% 123% 50.6% 49.4% 100.0% 55.6% 9.9% 345% 100.0%
08/16 — 08/20 1993 = DOUBLE 59.2% 5.3% 64.5% 355% 100.0% 49.3% 5.2% 45.5% 100.0%
08/09 — 08/13 1993 38.9% 9.7% 48.6% 51.4% 100.0% 48.9% 6.1% 45.0% 100.0%
08/02 — 08/06 1993 24.5% 173% 41.8% 58.2% 100.0% 41.9% 7.6% 50.5% 100.0%
07/26 — 07/30 1993 37.4% 10.4% 478% 522% 100.0% 49.4% 8.0% 42.6% 100.0%
07/19 — 07/23 1993 320% >5.1% 37.1% 62.9% 100.0% 42.8% 20.0% 37.2% 100.0%
07/12 - 07/16 1993 DOUBLE 37.1% 4.7% 41.8% 582% 100.0% 43.1% 12.8% 44.1% 100.0%
07/05 — 07/09 1993 46.0% 7.7%. 53.7% 46.3% 100.0% 50.6% 8.7% 40.7% 100.0%
-06/28 — 07/02 1993 . 320% 53% . 373% 62.7% 100.0% 47.6% 6.1% 46.3% 100.0%
06/21 — 06/25 1993 383% 35% 41.8% 582% 100:0% 66.0% 5.1% 28.9% 100.0%
06/14 — 06/18 1993  TRIPLE 50.2% 6.6% 56.8% 432% 100.0% 47.9% 14.8% 37.3% '100.0%
06/07 — 06/11 1993 46.3% 72% 53.5% 46.5% 100.0% 545% 7.1% 38.4% 100.0%
06/01 — 06/04 1993 200% 7.5% 275% 725% 100.0% 323% 19.5% 48.2% 100.0%
05/24 — 05/28 1993 37.1% 13.6% 50.7% 493% 100.0% 45.0% 12% 47.8% 100.0%
05/17 — 05/21 1993 DOUBLE 515% 73% 58.8% 412% 100.0% 57.7% 11.0% 31.3% 100.0%
05/10 —~ 05/14 1993 373% 2% 44.5% 55.5% 100.0% 45.1% 12.9% 42.0% 100.0%
05/03 - 05/07 1993 41.6% 5.7% 473% 52.7% 100.0% 45.6% 8.0% 46.4% 100.0%
04126 — 04/30 1993 31.7% 5.0% 36.7% 633% 100.0% 33.2% 16.2% 50.6% 100.0%
04/19 ~ 04/23 1993 . 37.1% 8.1% 452% 54.8% 100.0% 43.3% 18.0% 38.7% 100.0%
04/12 — 04/16 1993 DOUBLE 485% 70% 555% 445% 100.0% 43.6% 13.7% 42.7% 100.0%
04/05 — 04/08 1993 22.9% 2.9% 25.8% 74.2% 100.0% 22.9% 30.1% 47.0% 100.5%
03/29 — 04/02 1993 39.5% 4.3% 43.8% 562% 100.0% 445% 5.9% 49.6% 100.0%
.i)3/22 ~ 0326 1993 43.0% 2.1% 45.7% 543% 100.0% 47.4% 12.6% 40.0% 100.0%
03/15 — 03/19 1993 TRIPLE 38.0% 2.0% 40.0% 60.0% 100.0% 41.7% 312% 271% 100.0%
03/08 ~ 03/12 1993 . 46.6% 3.1% 49.7% 50.3% 100.0% 37.9% 10.2% 51.9% 100.6%
03/01 — 03/05 1993 35.0% 6.9% 41.9% -58.1% 100.0% 39.6% - 154% 45.0% 100.0%
022 ~ 0226 1993 302% 53% 35.5% 64.5% 100.0% 39.7% 20.0% -40.3% 100.0%
02/16 — 0%/19 1993 DOUBLE 473% 3.8% 51.1% 48.9% 100.0% 48.8% 4.1% 47.1% 100.0%
02/08 — 02/12 1993 41.9% 63% 48.2% 51.8% 100.0% 44.4% 123% 43.3% 100.0%
02/01 - 02/05 1993 35.6% 6.9% 425% 57.5% 100.0% 46.1% 5.9% 48.0% 100.0%
01/25 — 01/29 1993 | 475% 4.4% 51.9% 48.1% | 100.0% 532% 10.0% 36.8% 100.0%
01/18 — 0122 1993 30.7% 6.3% 37.0% 63.0% 100.0% 36.1% 22.7% 41.2% 100.0%
0Vl — 0115 1993 DOUBLE 372% 1.8% 39.0% 61.0% 100.0% 36.5% 163% 472% 100.0%
-01/04 ~ 01/08 1993 32.0% 5.7% 37.7% | e23% 100.0% 30.7% 15.7% 53.6% 100.0%

NOTES: TRIPLE EXi’lRATlON: STOCK INDEX FUTURES, STOCK OPTIONS AND STOCKS. DOUBLE EXPIRATION: STOCK OPTIONS AND STOCKS.
DATA COMPILED FROM NYSE WEEKLY PROGRAM TRADING REPORTS WHICH ARE SUBJECT TO REVISION.
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EXHIBIT 29
SPECIALIST AFFILIATION WITH UPSTAIRS FIRMS

Number of Number of ' ~ Number of

Specialist Affilated Number of  Stocks of
. Excha_ngg »‘Units Units Percent Stocks Affiliates Percent
 |Amex 15 3 20.0% 958 327 34.1%
NYSE 40 3 7.5%| 2,089 259 12.4%
BSE 19 1 57.9% 1,863 1,681 90.2%
CHX 42 13 31.0%| 2306 582 25.2%
CSE : 12 7 58.3% 543 - 500 92.1%
PHLX 26 4 154%| = 2,047 545 26.6%
PSE: LA 19 13 684% 1,758 1,213  69.0%
PSE: SF 17 13 76:5%) 1,758 1,458 82.9%
REGIONAL
EXCHANGE o ‘
TOTAL 135 61 - 452%| 10,275 5979 58.2%
AL | |
EXCHANGES 190 67 353%| 13,322 6,565 49.3%

‘Note: The CSE uses a multiple dealer system, so that there may
be several designated dealers trading each stock. In the
category for number of stocks traded by firms affiliated with
an upstairs broker—dealer, we have counted each stock once,
‘regardiess of how many designated dealers trade it.



EXHIBIT 30

Medlan Raw Spread for S&P Stocks Listed on the NYSE
- Jan 1985-Dec 1992

(cents) "
0.29 | | _ (Equal-Weighted)
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" Notes Dots are shown for months for which data is available.
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EXHIBIT 33 -

Median Difference Between the Price and Midpoint of Spread (Z1) for
S&P Stocks Listed on the NYSE*
Jan 1985-Dec 1992

0.28% (Equal-Weighted)

0.26% K

0.24%

0.22%

Z1

0.20%

0.18%

0.16%

0.14%
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Note: Dots are shown for months for which data is available. *Z1 is the absolute value of the ratio: (Price-Midpoint)/Midpoint.
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EXHIBIT 34

Median Raw Spread for Non-S&P Stocks Listed on the NYSE
Jan 1985-Dec 1992
(Equal-Weighted)
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Note: Dots are shown for months for which data is available.




EXHIBIT 35

Median Relative Spread for Non-S&P Stocks Listed on the NYSE |
Jan 1985-Dec 1992
(Equal-Weighted)
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Note: Dots are shown for months for which data is available.



EXHIBIT 36
Median Depth for Non-S&P Stocks Listed on the NYSE

A Jan 1985-Dec 1992
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EXHIBIT 37

Median Difference Between the Price and Midpoint of Spread (Z1) for
Non-S&P Stocks Listed on the NYSE*
Jan 1985-Dec 1992

0.45% (Equal-Weighted)
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Note: Dots are for months for which data is available. *Z1 is the absolute value of the ratio: (Price-Midpoint)/Midpoint.
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EXHIBIT 39

PERCENT OF TRADES IN NYSE—LISTED STOCKS EXECUTED AT / INSIDE
THE QUOTE BY MARKET, FOR THE WEEK OF MAY 10 — 14, 1993

Inside Outside
Number of At the At the the Best the Best
Exchange Trades Bid Ask Bid/Offer Bid/Offer
NYSE 495,714 37.0% 40.4% 22.2% 0.9%
BSE 29,721 38.4% 45.6% 16.2% 1.0%
CHX 67,796 35.3% 44 4% 20.2% 1.2% -
CSE 31,460 40.0% 54.3% 7.2% 0.8%
oT1C 105,908 39.1% 49.8% 9.9% 1.8%
PHLX 32,151 38.6% 50.2% 10.4% 1.3%
PSE 66,033 36.3% 47 .3% 15.5% 1.6%

NOTE: Percentage figures do not total 100% due to rounding.



EXHIBIT 40

AVERAGE TRADE COST IN NYSE-LISTED STOCKS BY TRADE
SIZE AND MARKET, FOR THE WEEK OF MAY 10—14, 1993

In Cents Per Share

Trade Size On th_c On Non—NYSE Markets

In Shares NYSE ALL BSE CHX CSE. PHLX PSE
100 6.0 6.6 6.4 6.8 6.6 7.1 6.7
101 — 1,000 6.1 6.4 6.2 6.3 6.5 6.8 6.1
1,001 — 2,999 6.2 6.1 6.1 6.0 6.3 6.4 5.7
3,000 — 4,999 6.3 6.2 6.4 6.1 6.4 6.4 5.8
5000 - 9,999 6.1 6.4 6.4 6.5 6.9 6.5 5.9
10,000 — 19,999 6.0 68 6.8 6.7 7.2 7.2 6.4
20,000 and over 6.6 6.9 8.3 6.3 7.2 7.0 5.5
All Trades 6.1 6.4 6.3 6.4 6.5 6.9 6.2
|
| Number of
Trades (000’s) 496 333 30 68 31 - 32 66

NOTE: *Trade Cost" is the absolute value of the difference between the midpoint
of the bid—ask spread (equilibrium price) and the trade price.



EXHIBIT 41

DISTRIBUTION OF TRADES BY SPREAD SIZE AND PERCENT OF TRADES
EXECUTED AT / INSIDE THE QUOTE BY SPREAD SIZE FOR TRADES OF NYSE
— LISTED STOCKS DURING THE WEEK OF MAY 10 — 14, 1993 '

Distribution of Trades Trade Executions
Cumulative | At thc Best Inside
Spread Size Percent Percent Bid or Ask the Quote
1/8 or less 69.0% 69.0% 98.5% N/A
3/16-4/16 26.2% 95.2% 41.8% 57.8%
5/16—1/2 4.6% 99.8% 25.8% 73.4%
More than 1/2 0.2% 100.0% 22 6% 74.6%

NOTE: The spread is /t}qual to the difference between the.best bid and best
ask at the time of the trade and is based on quotes from all U. S. markets
trading NYSE-listed stocks. |
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Study |

Introduction and Hlstorlcal
Background

A. Origins of the Study

The Securities and Exchange Commission ("Commission") and the organized U.S.
securities markets have developed a strong and creative working relationship. This
relationship has produced many developments that have increased investor protection
and improved substantially the quality, efficiency, and faimess of the U.S. securities
markets. Nevertheless, the existing self-regulatory structure has on occasion proved
inadequate to respond to developing issues, and the Commission intervened to provide
direction.!

The U.S. equity markets have changed dramatically over the past decade. Advances
in trading technology, new trading strategies, and an exponential growth in market
volume have created new challenges for the securities markets and the Commission.
In addressing both the market structure issues arising from these challenges, the
Commission has often been placed in the role of arbiter between competing markets.
Moreover, because of time constraints and the crisis of the moment, the Commission
is often forced to address market structure issues on a piecemeal basis, although
resolution of a particular issue affects other issues.

To take a broader approach, William Heyman, then Director of the Division of
Market Regulation ("Division"), instructed the staff in late 1991 to study the structure
of the secondary market for equities in the United States because of its importance to
capital-raising and investment. The Study was limited to market structure issues for
several reasons. First, technical and complex market structure issues had proven to be
the most difficult to settle on a piecemeal basis, and more often than not required a
broad, conceptual approach. Second, evaluating these technical and complex market
structure issues required the specialized expertise of the Commission. Third, the
Division in the previous few years had produced several major studies and voluminous
Congressional testimony on the 1987 and 1989 Market Breaks and related intermarket
issues.> The last major study of equity market structure had been conducted nearly 20
years earlier.

_'The scope and methodology of the study were set forth in a concept release issued
by the Commission in July 1992 ("Concept Release").> The Concept Release stated
that the Study was intended to analyze the U.S. equity markets and their regulatory
structure, especially the major Secondary markets for listed and over-the-counter
("OTC") stocks. The Study would also examine the proper and equitable assignment
of regulatory and self-regulatory costs among the equity markets and market
participants. The goal was not to dictate the structure of the U.S. equity markets, but
rather to ensure that regulation provides necessary investor protection and enables the
markets to function as fairly, orderly, and competitively as possible.
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B. Historical Background

Many issues addressed in this Study did not first appear in the past few years, but
instead have been considered in one form or another since the Institutional Investor
Study in 1971, the last major study of equity market structure.* That study led to the
Securities Acts Amendments of 1975 ("1975 Amendments"),” which marked a major
turning point in the history of the securities industry and its regulatory environment.
With the adoption of the 1975 Amendments, Congress issued a mandate to the
Commission that still shapes the equity markets: the Commission was directed --having
due regard for the public interest, the protection of investors, and the maintenance of
fair and orderly markets -- to use the authority granted under the Securities Exchange
Act of 1934 ("Exchange Act")® to facilitate the establishment of a national market
system ("NMS") for securities. The events leading up to the 1975 Amendments, and
occurring since, provide the background for the issues prompting the Market 2000
Study.’

1. Pre-1975 Amendments: Commission Action

The idea of a national market system had been discussed for several years before
Congress embraced it in the 1975 Amendments.® The Commission had discussed the
concept of a central market system in the letter transmitting the Institutional Investor
Study to Congress in 1971 ("1971 Transmittal Letter").” The changes then occurring
in the securities markets confronted the Commission with a basic regulatory issue: the
extent to which regulatory authorities should attempt to direct and structure the future
development of such markets.

At the time, anticompetitive practices, such as fixed commission rates and barriers
to market access, continued to work against the development of a fair and efficient
market system. The combination of these two elements had fragmented the market for
larger publicly traded securities. Orders for these securities were dispersed among
various markets as institutions sought marketplaces, in part, to reduce commissions paid
or to benefit from the opportunity to purchase services with "soft" commission dollars
by means of reciprocal arrangements. The Commission found that these reciprocal
arrangements aggravated the potential for conflicts of interests and prevented fair
competition.”

The Commission foresaw that overcoming these obstacles would not be easy.
Nonetheless, the Commission did not believe that it was either feasible or desirable to
predetermine and require a particular structure, or to specify particular market
procedures for the future. Rather, to address these concerns, the Commission offered
guidance to the industry by identifying certain goals and principles for the evolution
of a more efficient and fair market. The major goal was the creation of a strong
central market system for securities of national importance, in which all buying and
selling interest could participate and be subject to competitive forces. The Commission
noted that the communication and data processing facilities then available made it
possible to preserve geographically separated trading markets, yet tiec them together on
a national basis. The Commission summed up its objective as seeking a strong central
market system to which all investors had access, in which all qualified broker-dealers
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and existing market institutions could participate according to their capabilities, and
which was controlled not only by appropriate regulation but also by the forces of
competition."

-In 1972, the Commission issued -a Statement on the Future Structure of the
Securities Markets ("Future Structure Statement")? describing its vision of a central
market system. The system would be based upon communication technology to link
the various elements of the marketplace together and would include a set of rules
governing the relationships among market participants. At a minimum, the central
market system would: include a nationwide disclosure or market information system to
make universally available price and volume information in all markets and quotation
information from all market makers; eliminate artificial impediments to dealing in the
best market; provide access for any qualified broker-dealer to all exchanges; and .
integrate third market makers (i.e., broker-dealers who make markets in listed stocks
off the exchanges) into the central system by including them in the disclosure system.

In 1973, the Commission issued a more detailed explanation of the policies to be
implemented by a central market system ("1973 Policy Statement").”. The Commission
set forth in that statement the fundamental principles that would characterize a central
market system. First, because the equity markets perform the vital function of
allocating investment capital, the Commission deemed it important that the markets
value securities accurately, based on supply and demand." This valuation required that-
all indications of investor buying and selling interest be exposed to the greatest extent
practicable so as to increase the opportunity for demand to find supply. - Second,
centralization would ensure that sellers would have their interest communicated to the
greatest number of potential buyers, including dealers. Sellers would be able to trade
with whoever was willing to pay the highest price, while buyers would trade with
anyone willing to sell for the lowest price. The role of market makers would be to
help offset imbalances of interest between buyers and sellers. Third, the broker’s
primary duty to customers would be to use reasonable diligence to obtain the best
execution for each order handled. The Commission believed that to do so, the broker.
must have access to a communications system capable of displaying all interest, be able
to execute a transaction without artificial impediments, and have access between market
centers. Fourth, the central market system would foster the development of strong.
competition among its- participants to serve the liquidity needs of individual and
institutional investors."

By 1973, the Commission had. begun to address some of the obstacles previously
identified in the 1971 Transmittal Letter as impeding the development of the central
market system. The Commission.had implemented initiatives to begin phasing out of
fixed commission rates.' Substantial progress toward a composite last sale reporting
system had been achleved 7 In addition, a proposed rule for a composite quotanon
system had been issued for pubhc comment.” -

2 1975 Amendments Congressnonal Action
Congress, too had. been act1ve1y studymg all aspects of the secunues markets,;

mclud_.mg the problems, the markets faced and the securities industry’s response.?
Congressional interest culminated-in the adoption of the 1975 Amendments. With these -
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amendments, Congress unequivocally endorsed the development of the NMS, and
clarified and strengthened the Commission’s authority to promote the achievement of
such a system.

The Senate report accompanying the 1975 Amendments® noted that changes had
occurred over the past 40 years in securities trading, the role of institutional investors
in the markets, the national and international economy, and communications and data
processing technology. The House report accompanying the 1975 Amendments* stated
that these events had raised serious questions regarding the efficiency of the securities
markets and their resiliency and flexibility to meet the challenge of-the changed
economic conditions. The 1975 Amendments reflected a Congressional judgment that
the principal stock exchanges and the securities firms resisted modernization and were
unable or unwilling to respond to economic and technological changes. This situation
resulted in misallocations of capital, w1despread 1nefﬁ01enc1es, and undesirable and
potentially harmful fragmentation of trading.”

Congress was aware of the Commission’s belief that, unless the industry developed
a new sense of confidence and vigor and the Commission was granted broad and
flexible authority to shape a new market system adequate to meet the needs of
investors, future domestic capital requirements might not be met. Although the
Commission had taken some steps to create more efficient, competitive, and fair
securities markets, Congress felt that new legislation was necessary to assure investors
that the U.S. securities markets would continue to remain fair, vigorous, and efficient.
As a result, Congress vested the Commission with the power to eliminate all
unnecessary or inappropriate burdens on competition, while granting the Commission
broad and effective powers to pursue the goal of centralizing trading of securities in
the interest of both efficiency and investor protection. In addition, while endorsmg the
concept of self-regulation, Congress required the Commission to exercise more
extensive oversight authority over self-regulatory organizations ("SROs").

Congress also stated that it expected the Commission to provide leadership for the
development of a more coherent and rational regulatory structure. In particular, the
Commission was directed to facilitate the establishment of the NMS in accordance with
specified Congressional findings and objectives. The approach chosen by Congress was
designed to provide maximum flexibility to the Commission and the securities industry
in giving content to the concept of the NMS. Congress intended the NMS to evolve
through the interplay of competitive forces as unnecessary regulatory restrictions were
removed. The Commission was expected to act promptly and effectively to ensure
that the essential mechanisms of the NMS were put into place as rapidly as possible
in those situations where competition was not sufﬁment23 ~ Congress envisioned
communications systems at the heart of the NMS and granted the Commission broad
regulatory authority over such systems. -

Congress also directed the Commlssmn to advance the concept of equal regulation
so that persons enjoying similar privileges, performing similar functions, and having the
potential for similar market effects would be treated. equally. The Commission. was
charged with ensuring that no member of a class had an unfan' advantage over other
members as a result of a disparity in regulation not necessary or appropriate to further
the objectives of the Exchange Act. Congress specifically directed the Commission to



review, de novo, exchange rules to determine those that limited or conditioned the
ability of members to effect transactions otherwise than on such exchanges ("off-board
trading restrictions"), to prepare a report of this review in 90 days, and to commence
a proceeding to eliminate the rules that did not satisfy the provisions of section 19(c)
under the Exchange Act.*

Finally, the 1975 Amendments directed the Commission to establish a National
Market Advisory Board ("NMAB") to advise the Commission on the development of
the NMS. The NMAB was to consist of 15 members representing the securities
industry and the public. The NMAB was to recommend steps to facilitate the
establishment of the NMS, to furnish the Commission with its views on other
significant regulatory proposals, and to study the existing statutory scheme of self-
regulation in light of the NMS.”

3. Initiatives After the 1975 Amendments

a. Listed Stocks and Off-board Trading Restrictions. The 1975 Amendments
required the Commission, as a first step toward the development of the NMS, to assess
issues relating to off-board trading restrictions in connection with its review of
exchange rules. The immediate result of that review was the adoption of Rule 19c-
1 under the Exchange Act,”® which prohibited exchanges from limiting their members’
off-board agency trading with qualified third market makers and non-member block
positioners. The Commission deferred action with respect to exchange prohibitions
preventing members from effecting transactions "in-house" as agent for both buyer and
seller off an exchange (so-called in-house agency cross transactions) and dealing for
their own account (i.e., as principals) off an exchange. The deferral was intended to
permit further study of the issues raised by those prohibitions and to evaluate industry
efforts to implement the NMS.

The Commission then proposed Rule 19c-2 under the Exchange Act to remove the
existing exchange prohibitions against effecting in-house agency cross transactions off
an exchange and against dealing as principal off an exchange” Commentators
predicted that the removal of off-board restrictions for principal trading would have
dramatic and radical effects on the existing exchange markets resulting from the loss
of substantial order flow, which ultimately could lead to the demise of the exchanges.”
Commentators also argued that such risks would diminish to the extent that meaningful
progress toward implementation of the NMS was accomplished.” The Commission
decided to defer consideration of proposed Rule 19c-2 until after several NMS
initiatives could be implemented and their effects assessed.* The Commission clarified
that such deferral did not signal a willingness to postpone indefinitely consideration of
the remaining issues presented by off-board trading restrictions. In addition, the
Commission, pursuant to a recommendation by the NMAB, amended Rule 19¢c-1 to
enable exchanges to prohibit off-board executions of in-house agency crosses.

Proposed Rule 19¢c-2 was withdrawn officially two years later when the Commission
adopted Rule 19¢-3.* As discussed below, Rule 19¢-3 prohibited application of all off-
board trading restrictions to securities not traded on exchanges on April 26, 1979, or
which ceased to be so traded after that date.”® The Commission noted that the adoption
of Rule 19¢c-3 did not appear to involve the type of dramatic and radical changes
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anticipated from Rule 19¢-2 because Rule 19c¢-3 applied primarily to securities then
traded exclusively over-the-counter.

~ b. Other NMS Initiatives. In addition to addressing off-board trading restrictions,
the Commission undertook various initiatives to promote the development of the NMS.
In January 1978, the Commission issued a statement describing a market structure
program consisting of the following initiatives: the development and implementation of
three new NMS facilities (a consolidated quotation system, a nationwide network of
order routing facilities, and a central public agency limit order file); the refinement of
the existing consolidated transaction reporting system; the commencement of rulemaking
proceedings to consider designation of certain securities as qualiﬁed for trading in the
NMS; and the continued consideration of off-board trading rules in light of the progress
made toward the NMS.*

The results of these initiatives were described in a 1979 Commission status report.”
The Commission discussed the adoption of a rule requiring all market centers to collect
and to make available firm quotation information, including size, to securities
information vendors for dissemination to market professionals and the public.* The
rule improved brokers’ and investors’ knowledge of current prices at which securities
could be bought or sold throughout the country. Second, progress toward the
implementation of a market linkage system had also been made with the beginning of
the operation of the Intermarket Trading System ("ITS"), developed jointly by several
exchanges.” ITS was intended to permit orders for the purchase and sale of securities
traded by several markets to be routed among the markets trading the security.® The
system enabled regional specialists (and later, third market makers) to compete with the
primary market and to shed their risk positions more efficiently, thereby facilitating
their ability to make markets. ‘

The 1979 Status Report also discussed the Commission’s priorities for the near
future. First among them was the achievement of nationwide price protection for
public limit orders in NMS securities against executions at inferior prices. Furthermore,
the Commission intended to stimulate movement towards the availability of neutral
order routing facilities: a device to route retail orders to the market with the best
quotation with a size equal to or exceeding the order.” Finally, the Commission
intended to initiate rulemaking proceedings to consider whether off-board trading
restrictions should apply to OTC securities when those securities became listed or
admitted to unlisted trading privileges on an exchange.

¢. Limit Order Protection. By 1975, the Commission already had taken some
steps toward the creation of a mechanism to ensure nationwide protection for limit
orders. In the Commission’s opinion, such protection was achievable by using the
advanced technology then available to provide for a computerized central limit order
repository, or composite book ("CLOB").® As envisioned, the CLOB would
incorporate both public (i.e., agency orders for persons other than brokers or dealers)
and professional limit orders. Such a limit order book would permit the effective
integration of existing exchange and third market makers by ensuring continuation and
extension of the public’s ability to obtain priority in competing for executions. The
CLOB also would provide an efficient and practical means to protect all limit orders
on a national basis. In conjunction with the NMAB, the Commission issued a release
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requesting comments on the issues associated with the CLOB’s proposed characteristics,
development, and implementation.*

Two years later, in the January 1978 Statement,” the Commission encouraged SROs
to take joint action to develop and implement a limited version of the CLOB, a
computerized central limit order file ("Central File"). The Central File would provide
a mechanism into which public agency limit orders (i.e., any limit order not for the
proprietary account of a broker or dealer) could be entered and queued for execution
in accordance with auction-type principles of price and time priority. It was expected
that brokers and dealers would satisfy orders on the Central File prior to execution of
a transaction at an inferior or equal price in any market.

The January 1978 Statement had included a Commission request to each SRO to
express its willingness to undertake joint implementation of the Central File and to
submit a joint plan to the Commission.” While the National Association of Securities
Dealers ("NASD") submitted a plan,* most other SROs opposed the proposal. They
argued that the absolute time priority proposed for public limit orders would have
significant deleterious effects on the exchange trading process. The trading advantage
provided to these orders would create a disincentive to the commitment of market
making capital by dealers and would eventually force all trading into a fully automated
trading system. The SROs also suggested that the Commission allow time for ITS
participants to attempt to provide limit order protection through ITS.*

The Commission recognized in the 1979 Status Report that a national system based
upon absolute time priority could have a radical and potentially disruptive impact on
trading and suggested that, instead, efforts be concentrated on a system affording
protection based on price priority. The Commission stressed its belief that nation-
wide price protection should be a basic characteristic of the NMS, and also agreed that
an opportunity to use ITS as the mechanism to provide intermarket price protection was
warranted.”” The Commission described two types of initiatives necessary to achieve
the intended protection by means of the ITS. First, the SROs and the securities
industry would collectively have to solve the practical and technical problems
associated with the dissemination and display of public limit orders and the
enhancement of ITS. Second, the Commission believed it would be necessary to
prohibit a broker or dealer from executing any order for a security traded in the system
at a price inferior to that of any displayed public limit order, unless the broker or
dealer assured that, simultaneously with or immediately after execution, those limit
orders displayed at the time of execution were satisfied at the limit price or better.

In April 1979, the Commission proposed such a price protection rule ("Price
Protection Proposal”).” Under the Price Protection Proposal, a broker or dealer
executing a transaction at a price inferior to the price on any displayed public limit
order would have to satisfy that order either simultaneously with, or immediately after,
such an execution. The Commission viewed the proposed rule as necessary to provide
a basis for the type of mandatory inter-market order interaction appropriate to the
existing ‘developmental stage of the NMS.*

The ITS participants responded to the proposal by insisting that limit order
protection could be best achieved through ITS. They proposed a "Limit Order
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Information System" ("LOIS") to be added to ITS. LOIS never was implemented, even
in its pilot form.® Instead, ITS participants decided to find other alternatives to
provide limit order protection. As a result, ITS participants developed rules to prevent
one market from trading through the price of another market® and a block trade policy -
providing price protection to quotations displayed in the ITS.*

d. Order Routing Facilities. The 1979 Status Report also recommended that the
markets consider the adoption of neutral order-routing facilities.® The Commission
viewed the development of order-routing facilities as another means to achieve the
statutory objective of ensuring fair competition among brokers and dealers and among
markets. Prior efforts to stimulate movement to neutral order-routing facilities had
resulted in two inconsistent proposals. These proposals were submitted in response to
the Commission’s call, in its January 1978 Statement, for the development of a single
neutral order-routing system. The commentators argued that order-routing decisions
should be left to the broker executing the order, and opposed any Commission mandate
to establish a single order-routing facility. In their view, any system based solely on
price would eliminate competitive differences in execution services based on a broker’s
consideration of factors other than price.

In June 1978, the Commission solicited additional comment on the issue of whether
order-by-order routing of retail orders should be a characteristic of the NMS.”® The
Commission deferred consideration of this issue in the 1979 Status Report, howeuver,
noting that quotations, at the time, were not always firm and differences in execution
and clearing costs existed.* Ultimately, each SRO developed its own order-routing
facility, some of which also provide automated executions,” and several broker-dealers
also developed in-house small order execution systems.*

e. OTC Securities and Off-board Trading Restrictions. The third priority the
Commission had discussed in the 1979 Status Report involved the status of OTC
securities. The Commission had been concerned that application of off-board trading
restrictions to OTC securities that became listed might not be justified under the
Exchange Act. In April 1979, the Commission announced the commencement of a
rulemaking proceeding, including public hearings, to consider the amendment of

- exchange rules imposing off-board trading restrictions.” The Commission proposed

to amend those rules to preclude their application to certain securities that were not
traded on an exchange on April 26, 1979, or were traded on an exchange on that date,
but failed to remain so thereafter ("Rule 19c-3 securities").

Application of off-board trading restrictions to securities then traded exclusively
OTC was deemed inconsistent with two of the purposes to be achieved by the
development of the NMS: ensuring the opportunity for fair competition among brokers
and dealers and between exchange markets and markets other than exchanges, and
preserving and strengthening the nation’s securities markets. Because most-firms then
providing continuous markets with respect to OTC securities were exchange members,
the Commission was concerned that, once an OTC security became listed, the pre-
existing OTC market would be seriously impaired, if not extinguished.  The
Commission’s proposal aimed to preserve the competitive benefits flowing from an
active OTC market existing concurrently with exchange markets. In addition, the
Commission believed that Rule 19c-3, once adopted, would create new incentives to

I-8 Study 1



improve existing market linkages and to develop new facilities to meet the needs of
a more complex trading environment. - -Adoption of the rule would also test the
sufficiency of the existing and developing NMS facilities to ensure an appropriate
integration of trading in disparate locations and to safeguard the integrity of the NMS.
Finally, the Commission welcomed the opportunity to gain actual experience regarding
the effects of concurrent OTC and exchange trading to be applied in connection with
future initiatives regarding the elimination of off-board trading restrictions for non-
Rule 19¢-3 securities (i.e., those traded exclusively on exchanges on April 26, 1979).%

Criticism of the Rule 19¢-3 Proposal focused mainly on concerns with the potential
for internalization of orders by the large full-service firms.® The predicted adverse
effects included: anticompetitive effects on both specialists and small broker-dealers
without the market making capacity of large integrated firms; fragmentation of the
market for Rule 19c¢c-3 securities; and increasing -opportunity for overreaching of
customers by the large integrated firms.* The Commission recognized the potential for
internalization yet decided to adopt the proposed rule, noting that the problems it
created were generic in nature and were already present in the markets for both listed
and OTC securities.* On balance, the Commission preferred not to deprive the
securitiecs markets of the benefit of additional market maker competition. It was
confident that any negative results could be dealt with through other measures.
Furthermore, the Commission was of the opinion that overreaching concerns would be
ameliorated by the existence of accurate transaction reporting and quotation information.

After the adoption of Rule 19¢-3, the Commission encouraged the securities industry
to continue its search for an equitable, efficient, and generally acceptable resolution of
the concerns relating to internalization. As 4 result of such efforts, the Securities
Industry Association ("SIA") developed some principles on which to base an anti-
internalization rule that would apply to all Rule 19¢c-3 securities. In addition, the
NYSE developed a proposal applicable only to OTC market makers in Rule 19¢-3
securities. The Commission then proposed for comment two alternative rules based on
the SIA’s principles and the NYSE’s proposal (“order-exposure rules"). &2

Both proposed order-exposure rules essentially required a market maker to stop (i.e.,
guarantee execution) a customer order at the proposed execution price, and -- through
the consolidated quotation system -- pubhcly to bid or offer the order at an eighth
better than the proposed execution price, before executing the order as principal.®
Although the Commission published the rules for comment, it had yet to establish a
need for a rule, and requested comment on deferring any action in this area pending
further study and evaluation of the Rule 19¢-3 experiment. :

Public comment on the proposed rules focused mainly on the need for a rule, not
to whom it should apply or on the specifics of the rule. The commentators were
divided on the issue of need. Those supporting a rule argued that internalization of
orders by OTC market makers was contrary to the NMS’s goals. Furthermore, they
were of the view that internalization would result in deterioration of the market for
Rule 19¢-3 securities. In their opinion, forcing order exposure would promote the
maximum interaction of orders, encourage heightened intermarket competition that
would lead to improved execuhons reduce concerns about unfaxr competmon for order

‘Introduction and Historical Background I-9



- flow by providing access to order flow before it was executed by principals in the

recipient market, and correct price inefficiencies introduced by market fragmentation.

Commentators opposing any order-exposure rule focused on the lack of a basis to
adopt a rule, and on the negative effects its adoption could cause. They pointed out
that Commission and industry monitoring had not identified any harmful effects on the
markets from trading in Rule 19c-3 securities: adoption of a' prophylactic rule to
address undemonstrated concerns would amount to overregulation.* In addition, these
commentators believed the proposed rules included complex and burdensome procedures

‘that would curtail most off-board trading, in effect making efficient execution

impossible. Moreover, these commentators believed that, in light of the minimum
benefits likely to result from a rule and the significant additional transaction costs and
added risks that would be imposed on off-board market makers, a rule could not be
Justlﬁed under a cost-benefit analysm

The Commission then withdrew the proposed rules, and proposed another version
reflecting refined SIA principles, other industry proposals, and the comments to the
original proposals.® The Commission had yet to decide on the advisability of an order
exposure rule. The Commission preliminarily indicated, however, that, if adopted, a
rule should apply to obtdin the potential benefits of order exposure for both exchange
and OTC markets, rather than to address speculative overreaching and similar concerns
associated with internalization of orders by OTC market makers

Events in the trading of Rule 19¢-3 securities overtook Commission action. After
the reproposal, some major OTC market makers in Rule 19¢-3 securities ceased making
markets in such securities, citing, among other factors, frustrations with inefficiencies
in the operation of the ITS Computer Assisted Execution System ("CAES") link and
dissatisfaction with trading in the current Rule 19¢c-3 environment. The Commission
deferred action on the proposed order-exposure rule in light of the limited amount of
trading in Rule 19¢-3 securities, the costs that would be imposed by the rule on broker-
dealers, and the limited benefits to be obtained.* _

f.  NMS Designation. Concurrently with many of the initiatives described above,
the: Commission had worked in one more area essential to the NMS: the designation
of NMS securities. Congress had vested the Commission with rulemaking authority
to designate the securities qualified for trading in the NMS in the 1975 Amendments.”
In its January 1978 Statement, the Commission expressed its belief that listed securities
included in the consolidated transaction reporting system and a number of ‘securities
traded in the OTC market generally possessed characteristics justifying their inclusion
in the NMS. The Commission noted, however, that inclusion of the OTC securities

_ was contingent upon the implementation of the technical elements that would ensure

competitively fair trading of such securities, consistent with NMS principles. The
Commission - also explained that, with respect to NMS securities traded OTC, it
intended to require transaction reporting, consolidated collection and dissemination of

- quotations, and trading to be effected by means of, and subject to the reqmrements of,
. order-routmg and other systems developed to. bu11d the NMS o i

The mdustry had responded to the January 1978 Statement by cautlomng the
Commission about the consequences of premature inclusion of OTC securities in the



NMS. Fears were expressed about undesirable effects on the existing markets for those
securities. In the industry’s opinion, premature inclusion of OTC securities in evolving
NMS facilities would create disincentives to market making for those securities, which
in turn would affect OTC issuers’ ability to raise capital. Affording issuers the ability
to choose whether to seek designation was recommended.

In 1979, the Commission proposed a rule with a two-tiered approach to designation
that took into account the concerns expressed with respect to OTC securities.® Tier
1 automatic designation was reserved for securities meeting relatively high
requirements. Tier 2 designation could be obtained through application by the issuer
or by two or more of the market centers trading the security.® Factors such as assets,
earnings history, and national investor following were incorporated into the standards.”
This approach was in keeping with Congressional intent, expressed in the 1975
Amendments, that designation should be based on the individual characteristics of the
securities and not on where they had been traded before. The Commission believed
the two-tiered approach responded to concerns regarding uniformity of standards and
to the role of issuers in the designation process.

In 1981, the Commission adopted a revised version of the proposed rule that would
apply only to OTC securities and amended Rule 11Aa3-1 under the Exchange Act to
require the dissemination of transaction and quotation information with respect to OTC
securities designated NMS ("NASDAQ/NMS").” Incorporated in the rule was a
modified two-tiered approach that would allow a limited number of the more actively
traded OTC securities to obtain automatic designation under Tier 1 criteria. Last sale
reporting for Tier 1 securities began within the year.” The Tier 2 criteria would allow
for designation upon request by an issuer and verification by the NASD that the
security substantially met the designation criteria.” With the adoption of this rule, the
Commission achieved, with respect to most liquid OTC securities, real-time reporting
and firm quotations as to price and size.

In 1987, the Commission changed its approach to the NMS designation procedures.
It replaced the two-tier designation system. for OTC securities with a standard
designating as. NMS securities all OTC or exchange-listed securities for which
transactions were reported pursuant to an effective transaction reporting plan.* When
the Commission proposed this change, it recognized that Congress had anticipated that
the NMS designation criteria would relate to the trading characteristics of securities.”
It also noted, however, that Congress had provided the Commission with maximum
flexibility in developing the NMS. Relying on 11 years of experience, the Commission
concluded that securities included in NMS quotation and transaction reporting systems
should be designated as qualified for participation in any NMS facility. Experience had
shown that the trading markets for securities meeting a threshold of trading
characteristics benefitted from the components of the NMS, market information systems
and trading linkages, as well as from competition. The proposed approach would
accord equal treatment to OTC securities designated NMS and listed securities reported
to the consolidated tape because eligibility would be tied to the transaction reporting
rule. Uniform treatment would be assured because the requirements for an effective
transaction reporting plan for NASDAQ securities would parallel those for listed
securities.
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In 1990, the Commission approved a transaction reporting plan for NASDAQ/NMS
securities traded on an exchange pursuant to unlisted trading privileges.” This
facilitated the trading of NASDAQ securities in an exchange environment, thus
expanding the order-routing possibilities of NASDAQ securities.”

C. Recent Events

After the Commission implemented many of the initiatives described above, market
events in the latter part of the 1980s required the Commission to focus on new issues.
Most prominent among them was the introduction of stock index options and futures
and their effect on the equity markets. For example, the Division produced reports
examining the volatility occurring in the market breaks of October 1987 and 1989.%
Derivatives-related issues continue at the forefront of the Commission’s agenda.” In
addition, the internationalization of the securities markets also requires continuing
attention from the Commission as it seeks to preserve high standards of investor
protection in a global marketplace.®

At the same time, the discrete events that led to the Market 2000 Study were taking
place, albeit in a less dramatic fashion. For example, the Commission received
proposals from several entities sponsoring proprietary trading systems. The practice of
payment for order flow became more popular as a mechanism to attract order flow.
Third market trading grew. More active, larger capitalization issuers elected to remain
in the OTC market, raising both competitive concerns for the exchanges and regulatory
issues for the Commission. As the Commission sought to address these issues and
related developments, it became clear that a comprehensive examination was necessary
to formulate a consistent regulatory policy. The analyses contained in the following
studies explain how the Division arrived at the regulatory policy and the
recommendations discussed in the Market 2000 Report.
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10.
11.

12.

For example, the SEC’s Report of the Special Study of the Securities Markets, H.R. Doc. No, 95,
88th Cong., 1st Sess. (1963) ("Special Study"), the SEC’s Institutional Investor Study Report, H.R.
Doc. No. 64, 92d Cong., 1st Sess. (1971) ("Institutional Investor Study"), the creation of the
Municipal Securities Rulemaking Board pursuant to Exchange Act Section 15B, 15 U.S.C. § 78o-
3 (1988), and the Securities Investors Protection Act of 1970, 15 U.S.C. §§ 78aaa et seq., responded
to problems stemming from gaps in the existing regulatory and self-regulatory structure.

See, e.g., DIVISION OF MARKET REGULATION, SEC, THE OCTOBER 1987 MARKET BREAK (1988);
DIVISION OF MARKET REGULATION, SEC, TRADING ANALYSIS OF OCTOBER 13 AND 16, 1989 (1990).

Securities Exchange Act Release No. 30920 (July 14, 1992), 57 FR 32159 (July 22, 1992). The
Concept Release identified the major issues that the study would consider and solicited comments
and data thereon. A letter from Richard Breeden, Chairman, SEC, to Edward J. Markey, Chairman,
Subcomm, on Telecommunication and Finance, Comm. on Energy and Commerce, U.S. House of
Representatives (July 11, 1991), with an accompanying memorandum from William H. Heyman,
Director, Division of Market Regulation, to Richard Breeden, Chairman, SEC (July 3, 1991), was
attached to the Concept Release. The letter and Heyman memorandum were the precursors to the
study.

Institutional Investor Study, supra note 1. Congress had mandated the Commission to conduct a
study and investigation of the purchase, sale, and holding of securities by institutional investors to
determine the effect thereof upon the maintenance of fair and orderly securities markets, the stability
of the securities markets, and the interests of issuers and the public. The Institutional Investor Study
concluded that while institutions had increased their share of outstanding equity securities, the
increase had been relatively gradual over time, but that the holdings tended to be concentrated in
the shares of larger, publicly traded corporations. The study’s findings highlighted the need for
regular, uniform, and comprehensive institutional reporting of securities holdings given the growth
in institutional investment activities.

Pub. L. No. 94-29, 89 Stat. 97 (1975).
15 U.S.C. §§ 78a to 78I (1988).

Exchange Act Section 11A(a)(1), 15 US.C. § 78k-1(a)(1), recites the Congressional findings that:
the securities markets are an important national asset which must be preserved and strengthened; new
data processing and communications techniques create the opportunity for more efficient and effective
market operations; and it is in the public interest and appropriate for the protection of investors and
the maintenance of fair and orderly markets to assure certain specified objectives. The latter include:
economically efficient executions; fair competition among brokers and dealers, among exchange
markets, and between exchange markets and markets other than exchange markets; public availability
of quotation and transaction information; opportunity to obtain best execution; and opportunity to
obtain execution without dealer intervention.

During the years preceding adoption of the 1975 Amendments, the term "central market system" had
been used in debating the issues affecting the securities industry.

Institutional Investor Study, supra note 1, pt. 1, at xxiv-xxv.
Id. at xxii.
Id. at xxv.

SEC, Statement of the Securities and Exchange Commission on the Future Structure of the Securities
Markets (Feb. 2, 1972), 37 FR 5286 (Feb. 4, 1972) ("Future Structure Statement”). The Future
Structure Statement reflected three and a half years of hearings and was issued to inform Congress,
the public, and the securities industry of the Commission’s views on the status of the markets and
the direction in which the public interest required that they evolve. The Commission stated that the
public was entitled to: (1) disclosure of trading volume and prices in all markets; (2) competition
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13.

14,

15.

16.

17.

focused on providing the best combination of price, service, and transaction cost; and (3) regulations
designed to assure fair, open, and direct dealing and, to the extent feasible, to maintain price stability
and market depth. The Commission’s overall objective was to encourage the development of capital
markets with the ability to mobilize capital effectively and, in so doing, to allocate resources
efficiently, to establish realistic and fair valuation of investment services, and to protect investors.
All of these were to be attained consistent with the national policy of favoring free and open
competition. The Commission also announced the formation of three advisory committees ("1972
Advisory Committees") to study issues relating to market dlsclosure block trading, and the central
market system.

SEC, Policy Statement of the Securities and Exchange Commission on the Structure of a Central
Market System (Mar. 29, 1973), reprinted in [1973) Sec. Reg. & L. Rep. (BNA) No. 196, at D-1
(Apr. 4, 1973). ) ,

As envisioned then, the central market system only would include listed securities, although its
features could be found appropriate at a later time for trading OTC securities. Eligible securities
would have sufficient investor interest to satisfy specific criteria based on the number and breadth
of distribution of the shares available for trading. Any member of the central market system would
be free to trade any eligible security. All transactions would have to be reported and executed
subject to the central market system rules. Fourth market transactions (i.e., those directly between
institutional customers outside of an organized market and without the use of a broker) would not
be subject to those requirements.

The assumption was that market makers would bid higher or offer lower than competitors in an
effort to attract business. This competition would narrow spreads and enable investors to buy for
less and to sell for more.

The Commission had required the incorporation of volume discounts into the fixed rate system in
1968. Securities Exchange Act Release No. 8324 (May 28, 1968); Securities Exchange Act Release
No. 8399 (Sept. 4, 1968). It also mandated the introduction of competitively determined rates on
the portion of orders in excess of $500,000 in 1971. Securities Exchange Act Release No. 9105
(Mar. 11, 1971); Securities Exchange Act Release No. 9132 (Apr. 1, 1971). That figure was lowered
to $300,000 a year later. Future Structure Statement, supra note 12,

The Commission continued its efforts to phase out fixed commission rates for several years. In
1974, the Commission then proposed Rule 19b-3 to prohibit national securities exchanges from
adopting or retaining any rules requiring members, directly or indirectly, to charge any person any
fixed rate of commission for transactions executed on such exchanges. Securitics Exchange Act
Release No. 11703 (Oct. 24, 1974), 39 FR 38396 (Oct. 31, 1974). In addition, the Commission held
oral hearings on the proposal. The proposed rule was adopted in January 1975. It became effective
with respect to public rates and clearance charges on May 1, 1975. The effective date with respect
to floor brokerage charges was delayed until May 1, 1976. Securities Exchange Act Release No.
11203 (Jan. 23, 1975), 40 FR 7394 (Feb. 20, 1975). The prohibitions on fixed commission rates
were codified in Exchange Act Section 6(e)(1), 15 U.S.C. § 78 f(e)(1), by the 1975 Amendments.

The Commission had noted the need for and initially discussed the concept of a composite last sale
reporting system in its Future Structure Statement, supra note 12. Shortly thereafter, Rule 17a-15
was proposed in Securities Exchange Act Release No. 9530 (Mar. 8, 1972), 38 FR 5761 (Mar. 21,
1972). In response to the proposed rule, the New York Stock Exchange ("NYSE") and American
Stock Exchange ("Amex") questioned the Commission’s authority to adopt the rule, asserted
proprietary rights in last sale data, and suggested that a consolidated reporting system be implemented
by the Securities Industry Automation Corporation, their jointly-owned subsidiary. The proposed rule
was republished for comment incorporating some of the features suggested by the NYSE and Amex
as well as those of the 1972 Advisory Committee on market disclosure. Concurrently with the rule’s
adoption, the Commission requested the filing of reporting plans thereunder by the end of 1972.
Securities Exchange Act Release No. 9850 (Nov. 8, 1972), 37 FR 24172 (Nov. 15, 1972). The plans
were published for comment in early 1973. Securities Exchange Act Release No. 10026 (Mar. 3,
1973) 38 FR 6443 (Mar. 9, 1973). Over a year elapsed before a joint plan was declared effective
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18.

19.

20.
21.
22.
23.

24.

25.

26.

27.

by the Commission. Securities Exchange Act Release No. 10787 (May 10, 1974), 39 FR 17799
(May 1974). Full implementation of the consolidated system was finally achieved over four years
after the initial publication of the rule. Rule 17a-15 was subsequently redesignated Rule 11Aa3-
1 in Securities Exchange Act Release No. 16589 (Feb. 19, 1980), 45 FR 12377 (Feb. 26, 1980).

The Commission had stated that a composite quotation system was essential to a central market
system in its Future Structure Statement, supra note 12. It then proposed Rule 17a-14. Securities
Exchange Act Release No. 9529 (Mar. 8, 1972), 37 FR 5760 (Mar. 21, 1972). The proposed rule
would have required that the quotations of members of an exchange or an association be made
available, but would not have required the quotations to be firm. Subsequent to the proposal, the
Commission received input from one of the 1972 Advisory Committees and the benefit of the
Senate’s views, as expressed in its Securities Industry Study. See infra note 19. Two years later,
the rule was reproposed. Securities Exchange Act Release No. 10969 (Aug. 14, 1974), 39 FR 31920
(Sept. 3, 1974). The NYSE and Amex then questioned the Commission’s authority to adopt the rule;
the Commission deferred consideration thereof. Instead, it requested the exchanges to amend any
of their rules restricting access to or use of quotations disseminated by them. Shortly after the

. Commission announced that the required changes to exchange rules had been made, the 1975

Amendments became law. The Commission was thereby granted explicit authority to implement a
composite quotation system in new Exchange Act Section 11A(c)(1). In 1978, the Commission
adopted Rule 11Acl-1, 17 CFR. § 240.11Acl-1, requiring information on firm quotations and
optional quotation sizes. Thereafter, the self-regulatory organizations created a consolidated quotation
system ("CQS") to collect quotations and make them available in a single data stream. The CQS
plan to implement Rule 11Acl-1 was first declared temporarily effective in 1978. Securities
Exchange Act Release No. 15009 (July 28, 1978), 43 FR 34851. It was permanently approved in
1980. Securities Exchange Act Release No. 16518 (Jan. 22, 1980), 45 FR 6521,

Both Houses of Congress held extensive hearings on the equity markets. See SUBCOMM. ON
SECURITIES OF THE SENATE COMM. ON BANKING, HOUSING AND URBAN AFFAIRS, 93D CONG., 1ST
SESs., SECURITIES INDUSTRY STUDY (Comm. Print 1973); SUBCOMM. ON COMMERCE AND FINANCE
OF THE HOUSE COMM. ON INTERSTATE AND FOREIGN COMMERCE, 92D CONG., 2D SESS., SECURITIES
INDUSTRY STUDY (Comm. Print 1972). '

S. REP. No. 75, 94th Cong., 1st Sess. 1 (1975) ("Senate Report").
HR. REP. No. 123, 94th Cong., 1st Sess. 44 (1975).

Senate Report, supra note 20, at 1.

HR. REP. No. 249, 94th Cong., 1st Sess. 92 (1975).

Section 11A(c)(4), 15 U.S.C. § 78k-1(c)(4). After an initial review of off-board trading rules, the v
Commission reported to Congress and initiated a proceeding to abrogate such rules. Securities
Exchange Act Release No. 11628 (Sep. 2, 1975), 40 FR 41808.

The NMAB was -established on September 30, 1975. It conducted public meetings between October
1975 and December 1977. During this period, the NMAB submitted to the Commission its views
on numerous issues related to the establishment of the NMS and reported to Congress on issues of
self-regulation.

17 CFR. § 240.19¢c-1 (1993); see Securities Exchange Act Release No. 11942 (Dec. 19, 1975), 41
FR 4507 ("Rule 19¢-1 Release"). : :

Securities Exchange Act Release No. 13662 (June 23, 1977), 42 FR 33510. Rules to address the
problem of overreaching of customers by off-board market makers were proposed concurrently. See
infra note 60.
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28.

29.

30.
31.
32.

33.

34.

35.

36.

37.

38.

39.

40.

4]1.

See Securities Exchange Act Release No. 15769 (Apr. 26, 1979), 44 FR 26688 (“Rule 19¢c-3
Proposal"); Securities Exchange Act Release No. 16888 (June 11, 1980), 45 FR 41125 ("Rule 19¢c-
3 Adopting Release").

See Securities Exchange Act Release No. 14416 (Jan. 26, 1978), 43 FR 4354 ("January 1978
Statement").

Id.
Securities Exchange Act Release No. 14325 (Dec. 30, 1977), 43 FR 1327 (Jan. 7, 1978).
Rule 19¢c-3 Adopting Release, supra note 28.

See infra Section IIL.D. Of the top 100 NYSE issues, based on consolidated share volume for 1992,
80 are currently subject to NYSE Rule 390, which imposes off-board trading restrictions because
they were listed on the NYSE before April 26, 1979 and 20 may be traded off the exchange
pursuant to Rule 19¢-3. See 2 NYSE Guide (CCH) § 2390.

January 1978 Statement, supra note 29.

Securities Exchange Act Release No. 15671 (Mar. 22, 1979), 44 FR 20360 (Apr. 4, 1979) ("1979
Status Report").

17 CFR. § 240.11Acl-1; see Securities Exchange Act Release No. 14415 (Jan. 26, 1978), 43 FR
4342 (adopting Rule 11Ac1-1). The rule became effective in August 1978 and required each SRO
to collect, process, and make available to securities information vendors quofations and quotation
sizes for all securities as to which last sale information was included in the consolidated system
contemplated by Rule 17a-15 (now Rule 11Aa3-1) under the Exchange Act.

See Appendix II for a full description of the Intermarket Trading System.

Discussions among industry participants regarding the development of a market linkage system had
begun in late 1976. The Commission endorsed the concept in its January 1978 Statement, supra
note 29, and requested the SROs to inform it of their plans to participate in such a system. The
ITS began limited operations in April 1978 linking the NYSE and the Philadelphia Stock Exchange.
By the end of 1978 all other exchanges, except the Cincinnati Stock Exchange, had joined ITS. The
latter joined the system in 1981. After protracted negotiations and Commission intervention, the
National Association of Securities Dealers, Inc. joined ITS in 1982. ITS was permanently approved
as a NMS facility in 1983. For a detailed description of the operations of the ITS, see Appendix
IL

The Commission believed that order routing systems should operate in a neutral fashion (i.e., permit
routing of orders on a non-discriminatory basis). Non-neutral order routing systems were deemed
inconsistent with the development of the NMS because they impeded fair competition among markets
and prevented a broker from obtaining best execution. The Commission urged the SROs to take
joint action to develop a single order routing system to be made available to their members so that
prompt and efficient routing of orders could be made from brokers’ or dealers’ offices to any
participating market.

See Rule 19c-1 Release, supra note 26.

Securities Exchange Act Release No. 12159 (Mar. 2, 1976) (request for public comment on issues
related to the development of a composite central limit order repository). The Commission noted
that existing exchange mechanisms for the storage and execution of limited price orders required
modification to meet the needs of member firms and investors for expeditious handling of order flow
and to cope with an increasing volume of transactions. These mechanisms, it was further noted, were
not able to provide nationwide limit order protection. "
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42,

43,

See supra note 29.

The responses to this request were discussed in the 1979 Status Report, supra note 35, at 20362.

. The NASD submitted a plan for an electronic facility functionally similar to the Central File

proposed by the Commission, but reserved judgment on the policy and regulatory issues associated

- with implementation of the facility described in its own plan.

45.

46.

47.

48.

49.

50.
51.
52.
53.

54.

55.

56.
57.
58.
59.

The NYSE and Midwest Stock Exchange submitted proposals regarding the electronic dissemination
and display of limit order information from each market center and the use of ITS.to assure
intermarket price protection of displayed orders in any market.

In addition, the Commission solicited comment on whether price protection should be limited to

public limit orders when it could easily be extended to all displayed orders at the market, whether
public or professional.

Securities Exchange Act Release No. 15770 (Apr. 26, 1979), 44 FR 26692.

The proposed rule would have covered only reported securities included in a market linkage system
implemented or operated in accordance with a plan approved under Section 11A(a)(3)(B) of the
Exchange Ac; 15 US.C. § 78k-1(a)(3)(B).

Development of LOIS was delayed due to disagreement among NYSE members until the Fall 1980,
when implementation was approved by the NYSE Board. By year-end, ITS participants had

approved the necessary amendments to ITS and had filed implementing rules for a pilot program.
See, e.g., Securmes Exchange Act Release No. 17194 (Oct. 6, 1980), 45 FR 67494 (Oct. 10, 1980).

See ITS Appendix for a detailed description of ITS.

Securities Exchange Act Release No. 17704 (Apr. 9, 1981), 46 FR 22520 (Apr. 17, 1981).

See supra note 35. ,

Securities Exchange Act Release No. 14885 (Jime 23, 1978), 15 S.E.C. Doc. 138 (1978). The

Commission reasserted its opinion that, at the very least, a broker must make periodic assessments
of the quality of the competing markets to assure that all reasonable steps were being taken to obtain

best execution for its customer’s order.

At that point, the NYSE and Amex were considering modifying their common message switch
("CMS") to permit other market centers to send and receive messages. The CMS then allowed

routing of odd-lot orders to odd-lot dealers, who could use it.to confirm the transactions.

For example, the Pacific Stock Exchange’s Scorex; NYSE’s OARS, SuperDot, and R4;' Chicago
Stock Exchange’s MAX; Philadelphia Stock Exchange’s PACE; and NASD’s SOES.

For example, Morgan Stanley’s MatchPlus.
Rule 19¢-3 Proposal, supra note 28.
Id.

Internalization refers to a broker-dealer who executes 1ts customer order flow as principal wnhout
exposing that order flow to other market participants.

. Overreaching refers to the possibility that broker-dealers may take advantage of their customers by

executing retail transactions as principal at prices less favorable to the customers than could have
been obtained had the broker-dealers acted as agents.
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61.
62.

63.

63.
66.
67.
68.
69.

70.

71.
72.

73.

74.

75.
76.
77.

See Rule 19¢c-3 Adopting Release, supra note 28.
Securities Exchange Act Release No. 18738 (May 13, 1982), 47 FR 22376 (May 24, 1982).

The NYSE’s version would have required a market maker to display a principal quotation matching
the proposed execution price; the SIA’s version would not have included that requirement. Both
proposals would have allowed an OTC market maker participating in the Computer Assisted
Execution System ("CAES") to enter its customer orders in that system, but only if the order entry
and execution functions were not coordinated.

Upon adoption of Rule 19¢c-3, the Commission had directed the NASD and the exchange participants
in ITS to develop an automated linkage to allow orders to be routed between OTC and exchange
markets, via the CAES ("ITS/CAES link"). The Commission had determined that implementation
of the ITS/CAES link would not exacerbate internalization concerns. The ITS/CAES link started
operating in 1982, The results suggested that it encouraged OTC market makers to participate in
the system with respect to Rule 19¢-3 stocks, and enhanced price competition. The ITS/CAES link
did not cause a major restructuring of the markets for such stocks as predicted by some
commentators. The exchanges retained a predominant share of the order flow.

See SEC, A Monitoring Report on Rule 19¢-3 under the Securities Exchange Act of 1934, Securities
Exchange Act Release No. 18062 (Aug. 25, 1981), 23 S.E.C. Doc. 650 (1981). The report
concluded that, based on the limited amount of OTC trading pursuant to Rule 19¢-3 at the time, no
significant adverse effects on the markets for Rule 19c-3 securities could be discerned nor any
significant overreaching problems observed.

Securities Exchange Act Release No. 19372 (Dec. 23, 1982), 47 FR 58287 (Dec. 30, 1982).
Securities Exchange Act Release No. 20074 (Aug. 12, 1983), 48 FR 38250 (Aug. 23, 1983).
Exchange Act Section 11A(a)(2), 15 U.S.C. § 78k-1(a)(2).

Securities Exchange Act Release No. 15926 (June 15, 1979), 44 FR 36912,

The proposed rule would have required SROs participating in the NMS to create a joint designating
body which would operate pursuant to a designating plan to be filed with the Commission.

Because the Tier 1 criteria were modeled on the NYSE’s and Amex’s initial listing standards, most
securities listed on those exchanges would receive automatic designation.

Securities Exchange Act Release No. 17549 (Feb. 17, 1981), 46 FR 13992 (Feb. 25, 1981).
Securities Exchange Act Release No. 18514 (Feb. 25, 1982), 47 FR 9388 (Mar. 5, 1982).

Tier 2 designation criteria were later' expanded to include the NASD’s National List (i.e., the list of
NASDAQ securities supplied to the national news media). Securities Exchange Act Release No.
21583 (Dec. 18, 1984), 50 FR 730 (Jan. 7, 1985).

Securities Exchange Act Release No. 24635 (June 23, 1987), 52 FR 24139 (June 29, 1987). See
Appendix III for a description of transaction reporting requirements.

Securities Exchange Act Release No. 23817 (Nov. 17, 1986), 51 FR 42856 (Nov. 26, 1986).
Securities Exchange Act Release No. 28149 (June 26, 1990), 55 FR 27917 (July 6, 1990).
In 1992, the NASD amended its by-laws to require trade reporting for NASDAQ securities similar

to that required for NASDAQ/NMS securities. Securities Exchange Act Release No. 30569 (Apr.
10, 1992), 57 FR 13396 (Apr. 16, 1992). Although the NASD collects and disseminates last sale
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information for NASDAQ securities in the same manner as for NASDAQ/NMS securities, NASDAQ
securities are not deemed "reported securities” for purposes of Rule 11Aa3-1 under the Exchange
Act because transactions involving NASDAQ securities are not reported pursuant to an effective
transaction reporting plan. Thus, NASDAQ securities do not qualify as NMS securities under Rule
11Aa2-1.

In 1993, the Commission approved a rule change by the NASD extending trade reporting to non-

78.

79.

30.

NASDAQ OTC equity securities. Securitics Exchange Act Release No. 32647 (July 16, 1993), 58
FR 39262 (July 22, 1993). Thus, at present, real-time, last sale transaction reporting is required for
the vast majority of securities transactions in the United States.

See supra note 4.

See, e.g., Securities Exchange Act Release No. 32256 (May 4, 1993), 58 FR 27486 (May 10, 1993)
(soliciting comment on net capital treatment for derivative products).

See, e.g., SEC, INTERNATIONALIZATION OF THE SECURITIES MARKETS, Report to the Senate Comm.
on Banking, Housing, and Urban Affairs and the House Comm. on Energy and Commerce, 100th
Cong., 1st Sess. (1987).
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Study I
Structure of the U.S. Equity Markets

The U.S. equity markets today are larger, faster, more complex, and more varied
than at any time in the past. This development reflects changes in the composition of
the users of the markets, both customers and professional intermediaries, as well as in
the structure of the markets themselves. Both the exchange market and the over-the-
counter ("OTC") market are vastly different from what they were 20 years ago. This
study describes the U.S. equity markets as they exist today.

A. The Users of the Markets

The predominant trend of the past 20 years has been the growth in size and
diversity of users of the equity markets. Current market participants include numerous
large entities, representing both retail customers and professionals. In the Securities
and Exchange Commission’s ("Commission") 1971 Institutional Investor Study, this
trend was described as the “institutionalization" of the market! The institutional
presence in the markets has continued to grow. For example, in 1975, institutions
owned 30% of U.S. equities, but by 1992 they owned slightly more than 50% (Exhibit
1) The following summaries describe the various users of the markets.

1. The Public Investor

Although the level of individual investor activity has fluctuated with various market
cycles,’ the importance of the individual investor has never been questioned. Indeed,
in the 1950s, the New York Stock Exchange ("NYSE") encouraged investors to "own
your share in America" by buying equities. Individual investors have always been
considered the cornerstone of U.S. equity markets.

The number of shareholder accounts increased from 25 million in 1975 to 51
million in 1990 .and is still growing. A typical individual account averages .
approximately $14,000, generates several hundred dollars per year in brokerage
commissions, and places orders that average approximately 300 shares per order. Over
two-thirds of these accounts, however, effect no more than two transactions per year.
Many retail investors use a discount broker for execution.

The absolute amount of retail investor activity is greater than in years past, but the
percentage of market activity attributable to direct individual investor participation in
the market has declined. In 1992, block trades, which are effected almost exclusively
by institutions, accounted for 50% of NYSE volume, an increase from 16% in 1975.
Program trades, negligible in 1975, accounted for another 11% of NYSE volume in
1992. Activity by market professionals, such as options market makers and equity
trading desks, accounted for an additional significant portion of NYSE volume. Thus,
of the total volume on the NYSE, a minority results from the direct activity of
individual investors. This trend is not as pronounced for the OTC market, but there
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is increasing institutional activity in that market as well, especially for OTC stocks
included in the major market indexes.

Although there has been a decline in the percentage of direct individual
participation, there actually has been an increase in indirect participation in the equity
securities market. Individual investors are more likely to participate through
institutions, such as mutual funds, public pension plans, private pension plans, or
insurance companies. Together with the endowment funds of colleges and religious
organizations, these entities now own over $2.3 trillion of U.S. equities.

2. Institutional Investors

a. Mutual Funds. Mutual funds have become increasingly significant participants
in the equity markets. Between 1975 and 1992, mutual funds’ share of total U.S.
equities more than doubled (Exhibits 1 and 2). During roughly the same period, the
number of equity funds grew from 276 to 1,232, the number of accounts in equity
funds tripled from 8.9 million to 26 million, and the dollar value of assets in equity
funds soared from $34 billion to $383 billion (Exhibits 3 and 4).

The overwhelming majority of equity mutual funds’ assets are actively managed.
Equity funds usually participate in the equity market through direct purchases and sales
of stock. Few use stock options, stock index options, or stock index futures to any
great extent. With the growth of money committed to defined-contribution retirement
plans,® including the so-called "401(k)" plans,® it is likely that the amount of assets
held by equity funds will continue to increase.

b. Pension Funds. Until the recent growth in assets held by equity mutual funds,
the most substantial growth in equity assets had been in pension plans, particularly
public pension plans. Between 1975 and 1992, the amount of U.S. equities held by
private and public pension plans grew from $132 billion to $1.3 trillion (Exhibit 1).
Indeed, the equity holdings of one of the largest public pension plans today almost
equal the combined equity holdings of all the public pension plans existing in 1975

The increase in pension plan assets has led to three important developments in the
equity markets. First, as pension plan assets grew, those within a plan sponsor’s
organization responsible for managing these assets (e.g., treasurer’s office) found this
responsibilify to be increasingly burdensome. As a result, a substantial amount of
pension plan assets was turned over to professional money managers. This
development increased the concentration of equity assets in the hands of a relatively
small number of professional managers.® : ‘ '

~ Second, plan sponsors began to employ independent consultants to evaluate the
performance of their money managers. This situation has increased the pressure on
money managers, who are turning more frequently to soft dollar arrangements to
minimize their costs and thereby enhance their performance statistics” The use of
consultants has not been confined to the sponsors of pension plans; many investment
companies rely on consultants to evaluate the performance of their portfolio managers.
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Third, performance consultants usually measure the performance of a money
manager by comparing the manager’s results to a benchmark index, such as the
‘Standard & Poor’s ("S&P") 500. Rather than attempting to exceed these benchmarks,
some money managers began to engage in passive management. Also known as
"indexed investing," this technique involves buying a basket of stocks that comprise an
index in the exact proportion of their weight in the index. The basket is then
maintained so that it mirrors the benchmark index. As stocks are added to or removed
from the index, the same stocks are added to or removed from the indexed account.
Indexation allows money managers to cut costs by reducing transaction costs,
management fees, and brokerage commissions, and provides an easy method of
managing huge pools of assets.

The equity assets committed to passive management grew substantially during the
past two decades. From 1975 to the beginning of 1992, the amount of U.S. equity
assets passively managed increased from under $1 billion to $231 billion."! During this
period, the percentage of total assets indexed by the top 200 pension funds expanded
from under 1% to 18.3%. Generally, most of the pension funds committed to passive
management during the 1980s used the S&P 500 index as a benchmark. An increasing
percentage of new indexed assets, however, has been committed to mid and small
capitalization indexes over the past two years. Most indexed assets, regardless of the
particular indéx, are concentrated among a handful of money managcrs.12

The popularity of indexed investment has affected the equity markets in several
ways. The technique contributed to the growth in program trading. It also led to the .
development of several proprictary tradmg systems that offer crossing trades in
portfolios of securities. Fmally, the growth in pension plan assets committed to passwe
management helped fuel the rise in the stock index futures and stock index options
markets in the 1980s. The managers of these assets found it more efficient to use the
index-derivative markets to rebalance assets and manage the risks of their portfolios.”

The growth in pension funds and other institutional assets led, in part, to higher
institutional trading volume during the 1980s. Many investment managers for pension
plans (and, to some extent, portfolio managers at mutual funds) wanted to produce
positive results for periodic evaluations by the performance evaluators. Thus, some
investment managers developed short-term investment horizons.* Derivative products
such as options and futures enabled institutional investors to adjust their positions. more
quickly and generate new equity strategies. Passive management caused incoming
money to be invested in stocks as soon as possible to avoid index tracking errors. To
some extent, all of these trends also applied to other types of large institutional
investors, such as college endowment funds and large insurance companies with equlty
portfolios.

¢ Hedge Funds. Private investment funds, colloquially known as hedge funds,
are a growmg participant in the equity market. The term "hedge fund" gencra]ly refers
to a pnvatc fund involving fewer than 100 investors” that can engage in more
aggressive forms of trading, such as margin buying, short selling, day trading, and
speculative use of derivatives.” Hedge funds are usually organized as private limited
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partnerships; the general partner is responsible for managing the fund and making
investment decisions.

There is no direct source of information on hedge funds.” Anecdotal reports
indicate that over 500 funds are in existence, up from around 100 during the mid-
1980s. The estimated asset size of various equity hedge funds ranges from several
million for the small funds, to several billion dollars for the large funds. Because .
hedge funds are not registered entities, it is difficult to quantify the amount of equity
trading attributable to them.

3. Market Professionals

a. Broker-Dealer Trading Desks. The equity trading activity of larger broker-
dealers has expanded significantly in terms of size and investment alternatives over the
past 20 years. For example, in 1975, the amount of revenue that broker-dealers derived
from trading amounted to $1.3 billion. By 1991, this amount had grown to $22.5
billion.® Aided by advances in telecommunications and computer technology, the
introduction of derivatives, and the growth of buy-side assets, the equity trading desks
of the larger broker-dealers are significant forces in the equity markets. Moreover, they
have fueled the growth in program trading and, together with pension funds, have
sparked the growth in index derivatives. The Commission’s Division of Market
Regulation ("Division") understands that, although the October 1987 market break and
lower agency commissions have reduced the willingness of the larger firms to commit
capital for block positioning, equity trading desks remain important providers of
liquidity to the institutional customer.

The derivatives trading desks of the large broker-dealers are among the most
significant professional participants in the equity markets. For example, in 1992,
program trades in NYSE stocks accounted for 27.6 million shares per day (11% of
reported volyme). During one week in 1992, these trades averaged 68.4 million shares
per day. The firms engaging in these trades also effected other types of derivatives
related trades. In addition, the derivatives trading desks of large broker-dealers are
among the major dealers in the growing OTC derivatives business.”

The large broker-dealers also are a primary factor in the rise of global trading.
They have established trading desks in the major market centers around the world.
Some of these broker-dealers pass their trading books from the Far East to Europe to
the United States as the major markets open and close.

b.  Retail Brokers. The equity operations of retail firms have changed-
dramatically over the past 20 years. The automation of broker-dealer order handling
and processing technology, as well as the automation of the order routing, execution,
and - reporting services of the equity markets, have enabled broker-dealers and the
markets to handle an exponentially greater order flow; they do so in a time frame that
was unimaginable 20 years ago.” For example, a customer’s order to buy 100 shares
of a listed stock at the market in 1975 would have taken from several minutes to an
hour to travel from the branch office that accepted the order to the firm’s trading desk,
and finally to the firm’s broker on the floor of the exchange, who transmitted the order
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to the specialist post. Between the time that the customer entered the order and the
time it was executed, it was possible for the market in the stock to change. An
additional delay would occur before the trade was confirmed to the customer. Today,
the entire process -- from the entry of the order to its confirmation to the customer -
- can take less than a minute, often while the customer is still on the telephone with
a sales representative.

The automation of the order handling process also includes the order routing
decision. Rather than evaluate the best possible market or market maker among
competing markets or market makers for every individual order, most retail firms
automatically route their small-size order flow (e.g., all orders under 3,000 shares) to
a specified market or market maker, based on the characteristics of the stock and the
order. Many factors determine where a small order is routed. For example, broker-
dealers will route orders to an affiliated specialist unit on a regional exchange or, for
stocks quoted on the National Association of Securities Dealers Automated Quotation
("NASDAQ") system, to their OTC market making desks. Some order flow is routed
based on payment for order flow or reciprocal order flow arrangements. Some firms
will route orders only to the primary market. A few large broker-dealers internally
cross their order flow and then route these orders to regional exchanges. Regardless
of the method selected, retail firms generally consider individual order routing decisions
to be unduly expensive or inefficient. Whether handled by a discount or a full-service
broker, an individual customer’s order typically is routed to a specific market or market
maker through a predetermined routing algorithm employed by the broker-dealer. The
customer’s order is viewed by the broker-dealer as part of its overall order flow, which
1s packaged and distributed to specific locations.?!

Aside from the automation of order handling, the popularity in discount brokers has
also changed the nature of retail operations. Discount brokers act solely as agents in
representing customer orders. They do not trade for their own account, underwrite
securities, or provide investment advice, as do so-called full service firms. After the
Commission in 1975 prohibited fixed commission rates, brokers were able to reduce
their commissions to attract retail customer business. The drop in rates led to growth
in activity by discount brokers. From 1980 to 1992, discount brokers’ market share
of retail commissions grew from 1.3% to 12.9%. The available commission rates for
retail customers fell substantially, although not nearly to the level for institutional
customers.”

One result of the reduction in commission rates has been a greater emphasis of -
retail firms on the money management business. Retail firms have developed cash
management accounts and wrap accounts in part to offset the declining profit margin
on retail business.” They have also expanded their efforts to attract retail money into
the mutual funds they manage. These efforts have added to the trading' activities of
institutions on behalf of individual investors. :

c. Specialists and Market Makers. Traditionally, the specialists and floor brokers
on the exchanges and the market makers on NASDAQ have played an important role
in providing liquidity, depth, and price continuity.* Because of their physical presence
on the exchange floor or their display of quotations on NASDAQ, it is tempting to
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view these participants as constituting "the market." This view is no longer accurate
because of the participation of institutional investors and equity trading desks in the
market and the availability of derivative products. Nevertheless, specialists and market
makers still perform an important role in the operation of the markets. On the
exchanges, specialists direct the auction on the exchange floor, handle limit orders, and
ensure accurate quotations. In the OTC market, NASDAQ market makers establish
quotations and execute most orders. Both specialists and market makers are responsible
for maintaining markets and, in return, receive certain privileges.” Because of their
order handling and market maintenance roles, specialists and market makers are subject
to special regulatory scrutiny.”

d. Options Market Makers. Options market makers use a variety of instruments
to hedge their market making risk. Market makers in index options primarily use stock
index futures, while market makers in stock options usually hedge with the underlying
stocks. Both often hedge by entering into a spread position using several series of
options. The hedging orders using individual stocks and the orders from other
intermarket options trading strategies may constitute a significant percentage of volume
in the underlying stocks. Although precise figures are not available, some market
professionals have indicated to the Division that as much as 10% of the overall volume
in some stocks is attributable to options hedging orders. One regional exchange even
promotes memberships to options market makers as a mechanism to obtain independent
access to the Intermarket Trading System ("ITS") for the market miakers’ hedging
orders.

B. Structure of the Equity Markets

The equity markets continually evolve in response to their users, who seek cheaper
and quicker markets that provide a variety of services, and are fair and orderly. Users
have become more aggressive in pressing the markets to accommodate their demands.
The organized markets and entrepreneurs operating outside such markets have enhanced
existing services and developed a multitude of new services and products. Because
there are so many different types of users, it has proved difficult for any particular
market to accommodate them all. Consequently, the U.S. equity market has evolved
into a multifaceted structure, with the primary markets -- the NYSE, American Stock
Exchange ("Amex"), and NASDAQ -- attempting to accommodate as many users as
possible but losing market share to competitors who provide specialized services that
the primary markets do not replicate (or do not replicate competitively). Today, the
structure of the market for the 3,000 most highly capitalized U.S. stocks depends on
factors such as the size of the order, the identity of the customer, the identity of the
broker involved, and whether the stock underlies a derivative. The following summary
describes the "menu of markets" for U.S. equities, both for listed equities and
NASDAQ stocks. :

1. Primary Exchanges (NYSE and Amex)
There are seven registered stock exchanges in the United States. The two primary

exchanges -- the NYSE and the Amex -- list most of the stocks traded on an
exchange. The five U.S. regional stock exchanges include: the Boston Stock Exchange
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("BSE"), the Philadelphia Stock Exchange ("Phlx"), the Cincinnati Stock Exchange
("CSE"), the Chicago Stock Exchange ("CHX"), and the Pacific Stock Exchange
("PSE"). These exchanges primarily trade securities that also are listed on the primary
markets.”

The primary exchanges operate as modified auction markets. In the exchange
auction all order flow for a stock is directed to a central location, the trading post for
the specialist in the stock, and orders interact to the maximum extent possible. A
specialist acts as a market maker by trading for its own account to ameliorate
temporary disparities in supply and demand for the stock and also acts as the agent for
orders left on the limit order book.” This structure proved inadequate to
accommodate large block orders in the late 1960s and early 1970s. The NYSE and
the Amex responded by modifying their auction rules to enable block orders to be
negotiated by the trading desks of member firms off the floor of the exchange. The
trading desk would find a customer to take the other side of the block, acting as an
agent for both sides in the transaction, or would commit its capital by taking the other
side of the block itself. In either event, a negotiated price for the block would be
established off the exchange (i.e., upstairs), and the transaction would then be brought
down to the trading post and exposed to the trading crowd and to any limit order book
interest.

The modified auction structure served the NYSE well when it was practically the
sole price discovery mechanism for stock. In 1975, the NYSE captured approximately
86% of the volume in NYSE-listed stocks.”? This concentration of volume allowed
the NYSE to operate as a self-contained auction, albeit modified for block trading,
which at the time accounted for only 16.6% of NYSE volume. Third market makers
(discussed shortly) garmnered a modest share of small customer orders.

In contrast, in the first six months of 1993, the NYSE accounted for only 70% of
the total orders and 79% of the volume in NYSE-listed stocks. Moreover, block
transactions, which often are negotiated off the floor of an exchange, accounted for half
of the NYSE volume. Some blocks are sent to regional exchanges for execution,
whereas blocks accounting for over 2 million shares per day are executed off the
exchange after the close of regular trading hours. A substantial portion of small orders
for public customers (i.e., orders for 3,000 shares or less) is sent to the regional
exchanges or third market dealers for execution (Exhibit 11). Proprietary trading
systems handle 1.4% of the volume in NYSE stocks, usually in the form of portfolio
trades or block trades. Several large institutions or money managers cross portfolio
orders mtemally between accounts. These crosses account for up to 1 million shares
on any given day.

Almost 200 NYSE stocks are traded on foreign exchanges. Foreign. trading
accounts for several million shares per day in these stocks. Ten million shares per day
are executed as program trades after the NYSE closes, either on the NYSE’s after-
hours crossing session or through the foreign desks of U.S. broker-dealers. Perhaps
most importantly, active options and index futures markets provide an alternative means
of trading NYSE stocks. The aggregate dollar value of trading in these markets far
surpasses the dollar value of trading on the NYSE.
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Although order flow is dispersed, the NYSE still receives the majority of small
orders. Its market share in these orders, however, has eroded steadily over the past
decade. The NYSE generally has retained the 3,000 to 25,000 share trades, which are
too large for the small order systems of the regional exchanges and third market and
too small to be handled by block positioners. These orders benefit from the liquidity
provided by the NYSE floor, but they are also often difficult for the NYSE specialists
to handle because the orders require capital commitment and trading acumen. In
addition, the NYSE attracts orders that need special handling as well as trades for
which the institutional customer wants to "see a NYSE print."

Despite the fact that it has lost some volume, the NYSE still plays an important
price discovery function as does the Amex. Most securities markets set prices equal
to or based on the primary market prices. For example, the regional exchanges and
third market makers usually base their quotations on the primary market quote, and
many of them simply autoquote the primary markets.® Block positioners use the
NYSE price as the reference point for negotiating block prices. Much after-hours
trading is executed at NYSE closing prices. Similarly, proprietary trading systems
often use the NYSE quotes as a pricing reference. The derivatives markets obviously
rely on NYSE (as well as Amex and NASDAQ) prices to price options and futures.
There are also numerous transactions involving equities that use NYSE prices.”

The NYSE also serves as the market of last resort during times of market stress.
During volatile market conditions, when normal liquidity is unavailable in the index-
derivatives markets, market participants channel their stock orders to the NYSE.”
Moreover, supplemental sources of liquidity to the floor, such as block positioners, are
less active during such periods. The NYSE has attempted to accommodate periodic
surges -of demand by upgrading the capacity of its automated floor systems and by
increasing the amount of capital that specialists are required to have available.** At the
same time, the NYSE has adopted certain circuit breaker provisions, such as NYSE
Rules 80A and 80B, which are designed to dampen these surges. Users of the market
must understand that, if the NYSE is to perform the role of market of last resort, they
will have to pay for this service in some manner.

- 2. Regional Exchanges

At an earlier point in their history, the regional exchanges served as. “incubator”
markets for small, local companies. For the past 20 years, however, the overwhelming
percentage of regional stock exchange business has been in the stocks of NYSE- and
Amex-listed companies that the regional exchanges trade pursuant to grants of unlisted
trading privileges ("UTP").* - In 1992, over 97% of the regional stock exchanges’
volume derived from issues traded pursuant to UTP. Because all of the regional
exchanges have UTP in most NYSE and many Amex issues, for the majority of
NYSE- and Amex-listed stocks there are five exchanges competing with the primary
market.. The regional exchanges are linked with the primary markets in UTP issues
through ITS, the Consolidated Quotation System ("CQS"), and the consolidated tape. -

The regional exchanges captured 20% of the orders in NYSE issues in the first six
months of 1993. Most of this market share derives from small orders from individual
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customers. Dunng the 1970s and 1980s, the reglonal exchanges built automated
systems that enabled member firms to route small customer orders to their specialist
posts. Orders routed over these systems generally are executed automatically at the
ITS best bid or offer, regardless of the quote of the particular regional specialist.
Because of the speed and efficiency of these systems, lower transaction fees, and the
guarantee of the ITS best bid or offer, many retail broker-dealers send some of their
small order flow to the regional exchanges.

The regional exchanges do not provide vigorous quote competition to the NYSE.
Their specialists’ quotes rarely are better or deeper than those on the NYSE.* Because
the regional specialists guarantee an execution as good as the NYSE quotes, however,
retail firms believe that they meet their best execution obligations to their customers
when sending their small customer orders to regional exchanges.

Small customer order flow benefits the regional exchanges in three ways. First,
small order executions are printed on the consolidated transaction tape. The fees paid
by subscribers for access to the consolidated tape are apportioned among the various
markets based on the percentage of transactions attributable to each market.” The
more prints an exchange has, the more revenue it garners. Second, small customer
market and marketable limit orders are relatively easy to handle and enable a regional
specialist to make a "dealer’s turn" by buying at the bid and selling at the offer.
Third, regional specialists act predominantly as dealers who derive trade and position
benefits from a steady order flow.

In recent years, the regional exchanges have solidified further their share of small
order business by facilitating the affiliation of their specialists firms with substantial
retail order flow. Today almost half of the regional specialists are affiliated with such
firms. (Exhibit 29) These firms generally route to their affiliated spec1ahsts the small
customer orders in stocks traded by the specialists.

The CSE has taken this process one step further through its preferencing rule.
Under this rule, which is operating on a pilot basis, a CSE member can send its order
flow to a specific designated dealer on the CSE, including its own designated dealer.
As a result, a few large firms internalize their small customer order flow by acting as
designated dealers on the CSE and "preferencing themselves."® In addition, several
third market makers that pay for order flow are designated dealers on the CSE and use

it to access ITS for stocks that are not subject to exchanges’ off-board trading

restrictions.

The regional exchanges also attract some block business in listed stocks. A few
regional specialists try to make markets in blocks, but most of the regional block
business comes from brokers ‘wishing to avoid the limit order book on the primary
market.  All of the exchanges accord some form of time priority to orders residing on
their limit order book. Because limit order protection cannot be provided across all
markets, this protection extends only to the particular market’s book. Thus, a trade can
occur on a regional exchange at the NYSE bid or offer price without satisfying the
limit orders on the NYSE at that price. The opposite is also true, in that executions
on the NYSE do not have to satisfy the regional limit order books.” There are often
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limit orders in the NYSE limit order book at the best bid or offer; the regional limit
order books are much thinner. Thus, a block positioner who desires to execute a block
at the prevailing bid or offer but does not want to have one side of the block broken
up by the limit order book can send the block to a regional exchange that has no limit
orders at the block price.”

The regional exchanges also receive non-block order flow that is intended to avoid
the limit order book on the primary market. Several broker-dealers have developed
internal proprietary crossing networks for their order flow. These networks either cross
customer orders against one another or execute them against the firm. Some of the
firms operating crossing networks allow other broker-dealers to send their own customer
orders into their network. Matches generated by the networks are sent to a
predetermined regional exchange for execution. Some of the matches occur between
the ITS best bid or offer, while others occur at the ITS bid or offer. The absence of
many limit orders at the regional exchanges, along with the willingness of regional
specialists to refrain from interfering in these crosses, permits most of these trades to
be executed on the regional exchanges. The firm entering the cross can represent to
the customer that the transaction received an exchange "execution,” and the exchange
receives a print for transaction reporting purposes.

Although the regional exchanges may not provide vigorous quote competition to the
NYSE, they have provided meaningful and needed service competition.” The regional
exchanges also have provided vigorous cost competltion to the NYSE through lower
t:ansactlon fees” and have developed new products.”

3, Thll‘d Market

OTC trading of exchange-listed securities is commonly known as "third market"
trading. Third market dealers handle order flow sent to them by other broker-dealers.
At the time of the Institutional Investor Study, third market volume derived principally
from two sources. First, institutional investors desiring to avoid the NYSE fixed
commission schedule entered into various order flow arrangements with third market
dealers and regional exchange members. The unfixing of commission rates in 1975
caused this business to decline. Second, a few third market dealers acted as block
positioners; the services of these firms were especially ‘in demand when the NYSE
was closed. Some third market firms continue to act as block positioners, but their
role has been partially undercut as NYSE member firms have developed the ability to
effect transactions in blocks at their foreign desks.

The past few years have seen third market trading increase, principally from
operations established by a few third market makers to handle small customer order
flow. The third market makers act much like NASDAQ market makers in that they
accept orders of up to a few thousand shares in the most active listed stocks from
retail firms or discount brokers.* Market orders are executed against the best bid. or
offer on ITS and limit orders are "handled accordmg to preestabhshed executlon

parameters.*
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Third market makers offer three advantages to firms with large retail order flow.
First, third market makers have automated their operations so that they provide virtually
instantaneous executions and reports“‘ Second, they do not charge transaction fees,
membership fees, or limit order commissions. Third, they usually pay $0.01 to $0 02
per share for order flow.

Third market activity is concentrated in the 400 most active NYSE stocks and a
much smaller number of Amex stocks. The remaining NYSE- and Amex-listed stocks
are not sufficiently active for third market operations. In 1989, the third market
garnered 3.2% of reported NYSE volume and 5% of the reported trades; in 1993, this
percentage had increased to 7.4% of reported NYSE volume and 9 3% of the reported
trades.

4. NASDAQ

NASDAQ is an interdealer quotation system operated by the National Association
of Securities Dealers ("NASD"), which is registered as a national securities association
under Section 15A of the Securities Exchange Act of 1934 ("Exchange Act").”
NASDAQ consists of competing market makers for each security. Customer orders are
not normally reflected in the market makers’ quotes. Unlike the exchange market, limit
orders are handled individually by each market maker.

At the time of the Securities Acts Amendments of 1975, Congress and the
Commission found it unnecessary to regulate NASDAQ as an exchange. Although
certain trading characteristics of NASDAQ are functionally similar to those of the
traditional exchanges, the Commission believed that these similarities did not transform
NASDAQ into an exchange.® Nevertheless, the NASD is subject to regulation under
Section 15A of the Exchange Act that is substantively similar to the regulatlon for
nanonal securities exchanges under Section 6 of the Exchange Act.”

At its inception in 1971, NASDAQ publicly d1splayed only representative bids or
offers; nevertheless, it revolutionized OTC trading by increasing the availability of
quotes for OTC securities. As a result, spreads for these stocks narrowed, volume
increased, and liquidity improved.® In addition, NASDAQ led to greater visibility for
its issues and expanded coverage in the media. NASDAQ also reduced dealers’
reliance on the telephone™ and enabled integrated firms to compete as market makers

- with wholesale firms.?

NASDAQ has made tremendous strides in automating OTC market making and
increasing the efficiency and transparency of the OTC market, including: (1) the
display of all market makers’ quotes; (2) the implementation of real-time trade
reporting for NASDAQ/NMS ‘securities in 1982 and NASDAQ Small-Cap stocks' in
1992;* (3) the display of market maker quote size; (4) the introduction of its
Automated Confirmation Transaction Service;* and (5) the development of SelectNet.”
In addition, all NASDAQ/NMS securities have been marginable pursuant to Federal
Reserve Board guidelines since 1984. They also are exempt from state blue-sky
registration provisions in most states.
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Initially, NASDAQ was considered primarily an "incubator" market. When its
companies matured financially, they usually became listed on exchange markets.
NASDAQ now is a major market in its own right. Based on volume, it is the second
largest securities market in the world after the NYSE. Its dollar volume of trading is
43% of the NYSE’s dollar volume. Its NMS market trades 3,104 companies, many of
which qualify for listing on the primary exchanges but choose to remain on NASDAQ.
Although most of the most highly capitalized companies are listed on the NYSE, a
significant portion of the younger, widely held companies are quoted on NASDAQ.*
The three primary markets compete aggressively for listings.

NASDAQ is not a completely automated market. With the exception of its Small
Order Execution System ("SOES") and SelectNet features, order entry and execution
for NASDAQ stocks still occur by telephone.” Moreover, it is difficult for a customer
to have a limit order exposed on NASDAQ. As a result, proprietary trading systems,
which offer both automation and limit order exposure, have been able to capture 13%
of the volume in NASDAQ/NMS stocks. :

NASDAQ now is linked with the exchanges through the interface between ITS and
the NASDAQ’s Computer Assisted Execution System ("CAES"). Through this linkage,
NASDAQ market makers are linked to ITS for listed stocks that are not subject to off-
board trading restrictions. The NASD has proposed to expand the linkage to all NYSE
and Amex stocks.

5. Automated Trading Systems

Several types of automated trading systems offer institutions and broker-dealers the
opportunity to trade off the exchanges and NASDAQ. The first are proprietary trading
Systems ("PTSs"), screen-based automated trading systems typically sponsored by
broker-dealers. PTSs are not operated as or affiliated with self-regulatory organizations
("SROs") but instead are operated as independent businesses. PTSs cumrently permit
trading in equities, government securities, corporate debt, and options. As a practical
matter, participation in these systems is limited to institutional investors, broker-dealers,
specialists, and other market professionals.

- Advancements in telecommunications and trading technology over the past decade
have fostered the growth of PTSs. They have been used by institutional investors to
reduce execution costs, avoid the market maker spread, and trade in size without
incurring the market impact costs that could result if orders were handled on the
organized markets. The popularity of PTSs has been fueled by two phenomena. For
listed securities, they are attractive to passive managers or other patient investors who
are sensitive to transaction costs, but do not need the instant liquidity that the
exchanges provide and do not want to pay the market spread. For NASDAQ securities,
they are used by institutional investors who do not want to go through NASDAQ
market makers to enter an order or who want to avoid paying the bid-ask spread, but
instead prefer to seek liquidity through interaction with other institutional investors.

PTSs have combincd technology with features attractive to institutional investors to
gain an increasing share of volume in the past few years. _'For the first half of 1993,
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the total share volume on PTSs was 4.7 billion shares, which was almost equal to their
entire volume in 1992. The total share volume for 1992 was nearly 4.9 billion, an
increase of more than 60% from the 1991 volume of 2.9 billion. Trading in NASDAQ
stocks represented 87% of PTS volume in the first half of 1993 During this same
period, listed stocks were only 13% of PTS volume

Even though PTS volume is growing rapidly, it is important to 'keep these numbers
in perspective. First, the rising trend in' PTS volume is consistent with the increasing
volume occurring in the equity markets as a whole. Second, these systems represent
only a small segment of primary market activity. The PTS volume in exchange-listed
securities represents only 1.4% of the volume in the NYSE stocks. PTS volume in
NASDAQ stocks, however, has grown to 13% of the total volume in NASDAQ/NMS
stocks.  Third, many institutional investors still consider these systems to be
expenmental and have not sought access to PTSs

The second type of automated trading systems' are, as described above, internal
crossing systems operated by several large broker-dealers. These systems cross orders
submitted by the broker-dealer’s customers and, in some cases, orders from other
broker-dealers. The systems route crosses in listed stocks to exchanges for execution.
Crosses in NASDAQ stocks are subrmtted to NASDAQ for trade reportmg

6. Fourth Market

The fourth market refers to the trading of shares directly between institutional
investors without the intermediation of a broker-dealer. This type of trading differs
from the trading done through PTSs because the latter must either register as broker-
dealers or secure the services of a reglstered broker-dealer in order to process and
guarantee the trades. The distinction is important because trades effected through PTSs
are, for the most part, subject to transparency rules, and they are subject to oversight
by the NASD.® '

" The Division requested data on the extent of fourth market trading, but
commentators did not submit any information on this market® The Division
understands, however, that the fourth market consists of internal crosses of orders
‘between different accounts of the same institution or money manager. A few large
institutions or money managers use this technique to avoid brokerage commissions and
to limit the search for alternative sources of liquidity. Internal crossing of orders'is
used primarily for pass1vely managed accounts that are cost-sensitive but do not need
immediate liquidity. Although it is impossible to quantify the amount of fourth market
trading, the Division estimates that such tradmg averages several million shares per day.
In addition, some trading may be conducted in a "rolodex market" of institutions that
call one another to solicit contra-side interest to an order, but this act1v1ty does not
appear to 1nvolve s1gn1ﬁcant volume

7. Foreign Markets
Over the past 20 years it has become easy to trade securities around the world

because of advances in ‘telecommunications. Hundreds of U.S. equities are traded on
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foreign stock exchanges by the larger U.S., Japanese, and European broker-dealers,
which have established trading desks at the major securities markets around the world.

The trading of U.S. equities by U.S. broker-dealers on foreign exchanges amounts
to several million shares per day. Most of this trading is done abroad because of time
zone differences between the major markets in New York, Tokyo, and London.
Institutional investors that wish to trade when U.S. markets are closed seek the markets
open at the time. By and large, this trading is concentrated on the London Stock
Exchange ("LSE") and occurs shortly before the opening of the NYSE. Most
additional trading abroad is not done on foreign markets but results from orders faxed
by U.S. broker-dealers to their foreign desks. These orders usually involve a large
block in a single stock or a large basket of multiple stocks.” Currently, this "fax"
trading amounts to approximately 7 million shares per day in NYSE stocks.

8. Block Positioning

Most transactions involving block trades over 50,000 shares (and many from 25,000
to 50,000 shares) are effected with block positioning firms. Block prices are negotiated
based on current prices disseminated from the exchange floor or NASDAQ, with a
block premium added or subtracted. Block positioners supplement the liquidity of the
NYSE and NASDAQ by "shopping" their customer’s block order upstairs to find a
contra-side. They also take the other side of the transaction, keeping the block as a
proprietary position.*

Once price is negotiated for a block of NYSE stock, the transaction is executed on
the exchange floor. Block positioners who are not members of the NYSE are not
required to execute the block transaction on the exchange. When a block transaction
is executed on the NYSE floor, it is subject to special auction market procedures
designed to allow the limit order book or the trading crowd to participate. Block
positioners prefer not to have the block broken up by the trading crowd or the limit
order book. In some cases they use a regional exchange to execute the transaction
(i.e., "print the block"). Because some institutions request an NYSE execution for their
trade, block positioners can wait for a trade to clear the auction on the NYSE floor and
then invoke precedence based on size under NYSE rules if the block is larger than the
interest on the limit order book.” In other cases, block positioners work part of a
block on the NYSE floor if contra interest upstairs is msufﬁment and the firm does not
want to take the other side of the block trade.

Until the October 1987 market break, upstairs firms often would commit capital to
position a block. The market break and volatility that followed dampened the
enthusiasm to commit capital. In addition, some commentators have suggested that the
shrinking level of commission dollars and the rise in soft dollar practices have further
reduced block positioning liquidity.* Block positioners today are more likely to
attempt to find contra-side interest for the block order, execute the cross, and collect
agency commissions than to position the block.

Most blocks in NYSE stocks are negotiated off the exchange (i.e., "upstairs") but
are executed on the exchange. A small percentage is executed on the regional
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exchanges. Indeed, the NYSE captures over 90% of the blocks in its stocks during
regular trading hours. Some blocks, comprising approximately 2 million shares per
day, are faxed by NYSE member firms to their foreign desks, where they are executed
nominally in a foreign OTC market in order to comply with the NYSE’s off-board
trading restrictions. Because these trades are not reported to the consolidated tape, they
avoid U.S. transparency requirements.

C. Equity Derivatives Markets

The derivatives markets, especially the stock index futures market, are sizeable and
surpass the NYSE in terms of dollar trading volume. It is well established that the
equity, options, and futures markets are linked by their participants and strategles
Indeed, many of the equity strategies employed by large broker-dealers, pension funds,
and money managers utilize derivative products in combination with stock transactions.
On an average day in 1992, program trading strategies alone accounted for 11% of
reported NYSE volume, and on expiration weeks of options and futures, this figure was
15%. When combined with options hedgmg orders and hedge fund derivatives act1v1ty,
a substantial portion of NYSE activity is attributable to derivatives-related strategies.*

The eqmty markets themselves have helped to facilitate the development of the
derivatives markets by joining in the creation of new derivative products and by
enhancing their order routing systems to accommodate derivative-related strategies. For
example, the NYSE’s LIST processmg enhancement to its Designated Order Turnaround
System ("DOT") has made it easier to send index arbitrage orders to the NYSE floor.”
At the same time, the equity markets have adopted a number of features designed to
cope with derivative-related strategies, including circuit breakers, special Expiration
Friday order handling, and imbalance dissemination procedures for days when index
derivatives expire.

The Commission has produced many reports and studies as well as Congressional
correspondence concerning the effect of the derivatives markets.* A primary finding
in all of these is that the stock index futures market has evolved from a market
primarily used for the hedging of market risks for institutional stock portfolios into a
vast market for trading by professional and institutional accounts. The stock index
futures market now often functions as the dominant price discovery mechanism for the
stock market. The lower transaction costs, higher leverage, and apparent liquidity of
the stock index futures market make these products the preferred trading vehicles for
many institutional investors. Index arbitrage and other strategies transmit prices
discovered in the derivatives markets to the underlying stock market. When
concentrated selling or buying strains the liquidity of the futures market, however,
institutions expect to rely on the equity market as the provider of hquldlty of last
resort.

The Commission’s focus on intermarket regulation between the derivatives and cash
markets has been directed to issues regarding systemic risk, surveillance of trading
abuses, and the bifurcated regulatory structure for securities and futures. The
Commission has proposed many recommendations for market reform in these areas,
some of which have been adopted and others that have not been acted upon. Several
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commentators suggested that the Commission pursue the market reform initiatives,
especially those relating to regulatory structure, in the context of the Market 2000
Study.® Because the Commission has examined these issues thoroughly before and
is continuing to advocate them in other fora, the Division did not focus on them in the
Market 2000 Study. Similarly, issues involving the capital treatment of derivatives
transactions and OTC derivatives activity currently are receiving separate attention from
the Division and therefore are not included in the Market 2000 Study.”

The Division has attempted to recognize the importance of the derivatives markets
when examining specific issues in this Study. For example, it is difficult to analyze
fragmentation and competition between equity markets without considering the existence
of alternative equity trading on the derivatives markets. Similarly, the derivatives
markets play a significant role in determining the adequacy of liquidity and price
discovery. In addition, many of the recommendations made by the Division are equally
applicable to the derivatives markets (e.g., recommendations on soft dollars, payment
for order flow, and the treatment of PTSs).
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10.
11.

12.

13.
14.

SEC, INSTITUTIONAL INVESTOR STUDY REPORT, H.R. Doc. No. 64, 92nd Cong., 1st Sess. (March
10, 1971).

This trend, however, may be beginning to level off. See Leslie Scism, Institutional Share of US.
Equities Slips, WALL ST. J., Dec. 8, 1993, at Sec. C, p.1, col. 4.

The October 1987 market break caused concerns that the individual investor was abandoning the
equity marketplace. DIVISION OF MARKET REGULATION, SEC, OCTOBER 1987 MARKET BREAK
REPORT (1988) ("October 1987 Study”). Observers suggested that increased market volatility and
the perception that individuals are at a disadvantage to large institutions usmg computer-directed
trading strategies have created a disincentive for individuals to participate in the equity market.
Indeed, after the October 1987 market break, the large retail broker-dealers experienced a temporary
decline in small customer business.

Mutual funds’ activities in the equity market are subject to regulatlon under the Investment Company

“Act of 1940, 15 U.S.C. §§ 80a-1 to 80a-64 (1988)

In a defined-contribution retirement plan, an employee invests a certain amount of income in a
retirement plan and receives the value of the accumulated investments upon retirement. In contrast,
a defined benefit retirement plan requires the employer to provide a specified level of benefits to
the employee upon retirement, regardless of how miich the employee has contributed to the plan.

Section 1002 of the Employment Income Security Act of 1974 ("ERISA"), 29 U.S.C. § 1002 (34)
(1993) allows employers to set up pension plans providing for individual accounts for each
participant and for benefits based solely upon the amount contributed to the participant’s account.
Employees can make voluntary pre-tax contributions to a plan, and employers usually match a
percentage of contributions. -Employees are able to exert some control over how their 401(k) plan
contributions are invested.

The value of equity held by state and local retirement funds in 1975 was $25.8 billion. See SEC,
42ND ANNUAL REPORT 188 (1976). In contrast, the California Public Employees Retirement System
stated in its comment letter that it had $22 billion invested in equities. Letter from DeWitt F.
Bowman, Chief Investment Officer, CalPERS, to Jonathan G. Katz, Secretary, SEC 1 (Oct. 15,
1992),

Josef Lakonishok et al., The Structure and Performance of the Money Management Industry,
Brookings Papers: Microeconomics 2 (1992).

A soft dollar arrangement involves a relationship between a money manager and a broker-dealer
whereby the money manager uses the commissions generated from trades of its client accounts to
obtain research, brokerage, or other services from or through a broker-dealer See Study V for a
discussion of soft dollar practices.

"Lakonishok, supra note 8, at 373-374.

Compiled from various PENSIONS & INVESTMENTS AGE surveys.

See Barry Riley, International Fund Managers; Models Which May Be Ahead of Their sze -
Quantitative Management, FIN. TIMES, Nov. 25, 1991, p. V.

October 1987 Study, supra note 3, at 34 to 3-9.

The short-term investment horizon of some investment managers may, in part, be responsible for the
rise in the tummover rate for NYSE stocks from 21% in 1975 to 48% in 1992
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15.

16.

17.

18.
19.

20.

21.

22.

23.

25.

26.

Investment interests in hedge funds generally are offered to accredited investors and thus are not
registered under the Securities Act of 1933. To avoid registration as an investment company under
the Investment Company Act of 1940, hedge funds generally restrict participation to fewer than 100
persons in order to avail themselves of the so-called investment company exception contained in
Section 3(c)(1) of the Investment Company Act of 1940. Many hedge fund managers avail
themselves of the "small advisor" exception to registration contained in Section 203(b)(3) of the
Investment Advisors Act of 1940. Finally, hedge funds generally rely on the "trader” exception to
avoid registration as dealers under Section 15(a) of the Exchange Act.

See Letter from Richard C. Breeden, Chairman, SEC, to Edward J. Markey, Chairman, Subcomm.
on Telecommunication and Fmance, U.S. House of Representatives (June 12, 1992) (discussing hedge
funds).

The Commission has proposed Rule 13h-1 under the Exchange Act which would establish an
activity-based large trader reporting system. Securities Exchange Act Release No. 29593 (Aug. 22,
1991), 56 FR 42550 (Aug. 28, 1991). Such a system would establish a definition for large traders

* and require large traders to submit certain information to the Commission. In addition, the system

would require registered broker-dealers to maintain account and transaction records for each large
trader and to report such transactions, upon request, to the Commission or a designated. self-
regulatory organization. It is likely that large hedge funds would be designated as large traders
under the rule. _

See SEC, 42ND ANNUAL REPORT (1976); SEC, 58TH ANNUAL REPORT (1992).

-See Global Derivatives Study Group, Group of Thirty, Denvatwes Practices and Prmcxples (1993).

Nevertheless, this capacity still has the potential to become overloaded during peak volume penods
such as the October 1987 market break.

An investor’s order that is large in size likely will receive individual handlmg by the broker-dealer.
In addition, an investor has the option (rarely exercised in practice) of asking the broker-dealer to
route a small order to a specific market.

A 1992 study on equity trading costs found that, over the 1980s, trading volume increased and
commission costs relative to public volume decreased. The study estimated that commissions per -
share traded on exchanges by the public declined from 21.35 cents to less than 10 cents; for shares
traded OTC, commissions declined from 8.09 cents to less than 6 cents. See HANS R. STOLL,
EQUITY TRADING COSTS IN-THE-LARGE AND IN-THE-SMALL (Working Paper 91-01, 1992). In a
1992 report, Greenwich Associates indicated that weighted average commission rates for institutional
investors had declined from 6.7 cents in 1990 to 6.4 cents in 1991 despite expectations to the
contrary and that institutional investors envisioned a further decline to 6.3 cents in 1992. See
Greenwich Reports, Peace Reigns - for Now (1992).

In a wrap account, the broker-dealer selects a money manager for the retail customer’s accbunt, pays
the advisory fee, and executes trades for the account. The customer pays no commissions, but
instead pays the broker-dealer an annual fee that usually is set at a small percentage of the account s
assets.

. October 1987 Study, supra note 3, at 4-1 to 4-4.

For example, both generally receive special margin treatment. See 12 CFR. § 220.12 (1993)
(Regulation T, Market Functions Account). In addition, specialists have control over the limit order
book and are able to trade for their own account on the floor. See NYSE Rule 104 (Dealings by

‘Specialists), 2 NYSE Guide (CCH) § 2104. - Similarly, only market makers can enter quotatnons into

NASDAQ. See NASD Manual (CCH), Sch. D, § 1(a), § 1818.

See Exchange Act Sections 11(a) and ll(b), 15 USC. § 78k(a), (b).
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217.

28.
29.

30.

31.

32.

33.

34,

35.

36.

37.
38.

39.

The Chicago Board Options Exchange ("CBOE") since 1990 has been authorized to trade stocks, but
to date it trades only options. See Securities Exchange Act Release No. 28556 (Oct. 19, 1990), 55
FR 43233 (Oct. 26, 1990).

October 1987 Study, supra note 3, at 4-1 to 4-4.

This figure assﬁme's that regional stock exchange volume in 1975 was overwhelmmgly in NYSE
stocks. The available 1975 data does not separate the actual percent of volume in NYSE-listed
stocks executed on the regional exchanges.

A regional specialist (and third market maker) autoquotes by setting its quotes to match automatically
the primary market quotes or, more likely, to be an 1/8 point outside of the primary market quotes.
When the primary market’s quotes change, the autoquote program will. change the regional
specialist’s quotes accordingly.

While the NYSE, Amex, and NASDAQ are the primary pnce discovery markets for individual
stocks, the stock index futures market provides a partial price discovery mechanism for the equity

“market as a whole. See pages 15 to 16 on derivatives.

For example, settlements of stock options, stock index options, and stock index futures contracts are
based on NYSE, Amex, and NASDAQ prices. Similarly, mutual fund redemptions use NYSE,
Amex, and NASDAQ prices for valuation purposes. In 1992, there were $63 billion worth of
redemptions in equity funds.

DIVISION OF MARKET REGULATION, SEC, TRADING ANALYSIS OF OCTOBER 13 AND 16, 1989, at 1
(1990).

See Securities Exchange Act Release No. 25677 (May 6, 1988), 53 FR 17286 (May 16, 1988) (order
approving NYSE proposal to raise the capital requirements for specialists); Securities Exchange Act
Release No. 27445 (Nov. 16, 1989), 54 FR 48703 (Nov. 24, 1989) (announcing the creation of the
Automation Review Policy); Grasso Says Securities Markets Prepared to Handle Future Challenges,
Sec. Reg. & L. Rep. (BNA) No. 25 at 188-189 (Feb. 5, 1993).

The grant of UTP allows a market to trade 2 particular security, even though the issuer is not listed
on that market. See Exchange Act Section 12(f), 15 U.S.C. § 781(f). An issuer does not pay listing
fees to the exchange trading it via UTP.

In a paper entitled Price Discovery, Volume and RegionallThird Market Trading, Professors Thomas
McInish and Robert Wood attempt to demonstrate that the regional exchanges provide some quote
competition for listed stocks. Their results, however, indicate that the regional exchanges and the
third market have better quotes than the NYSE or Amex only five percent of the time. Letter from
Thomas H. McInish, Professor, and Robert A. Wood, Professor, Memphis State University, Fogelman
Coliege of Business and Economics, to Jonathan G. Katz, Secretary, SEC (Nov. 4, 1992) (paper

© attached to letter).

See"Appendix 1II for a description of the consolidated tape.

The designated dealer could not trade as principal against a customer’s order if there is a preexisting
customer order on the CSE against which the first customer order could be executed. There are few
limit orders at the ITS best bid or offer on the CSE, so this poses only a mmor hmdrance to
internalizing order flow on the CSE.

In addition, under certain circumstances, an order on the NYSE can claim precedence based on its

larger size. Such an order can trade ahead of previously-placed orders at the same price on the

NYSE limit order book. See Securities Exchange Act Release No. 30920 (July 14, 1992), 57 FR
32587, n.62 (July 22, 1992) ("Concept Release").

o-2 - Study I



40.

41.
. Nicholas A. Giordano, Phlx, to Jonathan G. Katz, Secretary, SEC (Dec. 11, 1992).

42,

43.

45.

46.
47.
48.
49.
50.

SL

52,

53,

54.

To avoid losing market share in block transactions, the NYSE proposed to allow crosses of public
customer orders of 25,000 shares or greater at the prevailing bid or offer, without the block having
to take out preexisting limit orders at that price. The Commission approved the proposal in 1992.
Securities Exchange Act Release No. 31343 (Oct. 21, 1992), 57 FR 48645 (Oct. 27, 1992).

See Letter from William ‘G. Morton, Jr., BSE, John L Fletcher, MSE, Leopold Korins, PSE, and

In response, the NYSE reduced some transaction charges last year, See, e;g.; Securities Exchange
Act Release No, 31795 (Jan. 29, 1993), 58 FR 9244 (Feb. 19, 1993) (approving NYSE rule change
that decreased transaction charges). ,

For example, the PSE operates an after-hours auction market until 4:50 p.m. (EST). Recently, the
CHX began trading a basket of 20 stocks.

Under Rule 19¢-1 of the Exchange Act, the NYSE’s off-board trading restrictions do not apply to
orders handled by the member as agent (other than agency crosses). This enables members to send
such orders to third market makers, who execute the orders as dealers.

Some third market operations are more elaborate and offer procedures for stopping market orders
to offer the possibility of price improvement. See, e.g., Letter from Bernard L. Madoff and Peter B.
Madoff, Bernard L. Madoff Investment Securities, to Jonathan G. Katz, Secretary, SEC (Oct. 16,
1992).

For example, the largest third market dealer reportedly has a turnaround time of several seconds for
market orders, while the NYSE’s DOT system can take 50 seconds just to get the order to the
specialist’s post.

15 US.C. § 780-3.

See Securities Exchange Act Release No. 17744 (Apr. 21, 1981), 46 FR 23856 (Apr. 28, 1981).
15 US.C. § 78f.

Letter from Joseph R. Hardiman, President, National Association of Securities Dealers, to Jonathan
G. Katz, Secretary, SEC (Nov. 20, 1992). T ,

Prior to the introduction of NASDAQ, retail broker-dealers were forced to call market makers to find
quotes for OTC stocks. With NASDAQ, broker-dealers could check quotes instantly, and only resort

- to telephones for trading purposes. See Michael J. Simon & Robert L.D. Colby, The National
. Market System for Over-the-Counter Stocks, 55 GEO. WASH. L. REV. 17, 29, 38-44 (1986).

Prior to NASDAQ, large wholesale firms making markets had dominated the OTC market. Other
market participants, including integrated firms (i.e., those with retail customers), made markets in
only a few stocks each. With the advent of NASDAQ, integrated firms no longer had to rely on
wholesale firms for prices and executions. Ultimately, integrated firms began making markets in
hundreds of NASDAQ stocks.

NASDAQ/NMS is the top tier of NASDAQ securities in terms of cépitalizaﬁon, number of
shareholders, and activity; NASDAQ Small-Cap is the bottom tier. The companies on the
NASDAQ/NMS market comprise 96% of the capitalization of all NASDAQ companies.

This is an electronic system that enables dealers to report trades through NASDAQ.
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55.

56.

57.

58.

59.

61.

62.
63.

65.

SélectNet allows market makers to negotiate and execute orders with one another through NASDAQ
terminals rather than through the telephone. The system raises transparency issues and other
concerns that are discussed in Study IV. :

As of November 11, 1993, 458 of the companies in the S&P 500 Index are NYSE companies, 37
are NASDAQ companies, and 5 are Amex companies.

During the October 1987 market break, due to record volume, unreliable quotations, and delayed
transaction reports, market makers received an unusually high volume of calls both to verify quotes
and to execute agency orders. Increasingly overwhelmed with calls, market makers were unable and,
in the face of volatile market conditions, perhaps unwilling to answer the telephone and provide
market prices. Indeed, even when reached, market makers were only willing to provide prices for
a nominal amount of shares. Thus, it was necessary, for example, to make several calls to execute
a single order of 1000 shares. Dealer participation - and hence, market liquidity - also suffered as
a record number of market makers withdrew from the NASDAQ system. See October 1987 Study,
supra note 3, at 9-1 to 9-21.

See Memorandum from William H. Heyman, Director, Division of Market Regulation, SEC, to
Richard Breeden, Chairman, SEC 8 (July 11, 1991) (attached as an exhibit to Letter from Richard
Breeden, Chairman, SEC, to Edward J. Markey, Chairman, Subcomm. on Telecommunications and
Finance, Comm. on Energy and Commerce, U.S. House of Representatives (July 11, 1991)).

See Securities Exchange Act Release No. 30920 (July 14, 1992), 57 FR 32587 (July 22, 1992).

Generally, NYSE Rule 390, 2 NYSE Guide (CCH) { 2390, prohibits NYSE members from trading
NYSE stocks off an exchange. The rule does not apply to trading in a foreign market outside of
NYSE trading hours. A discussion of Rule 390 is included in Study IIL

The basket trade usually is in the form of an "exchange for physical” ("EFP"). An EFP involving
stocks is the exchange for a long (short) futures position for an equivalently long (short) stock
position. The EFP normally takes place after the NYSE close and is privately negotiated between
the parties.

See October 1987 Study, supra note 3, at 4-23 to 4-24, 4-26 to 4-27.
See Securities Exchange Act Release No. 31343 (Oct. 21‘, 1992), 57 FR 48645 (Oct. 27, 1992)

(approving the NYSE clean cross rule) for a discussion of how block traders avoid the limit order
books.

. Introduction and Transcript of National Organization of Investment Professionals Meeting (Dec. 8,

1992); Oversight Hearing on the Future of the Stock Market focusing on Soft Dollar Practices Before
the Subcomm. on Telecommunications and Finance of the House Comm. on Energy and Commerce,
103d Cong., 1st Sess. (July 13, 1993) (Testimony of Chairman Edward J. Markey)

See, e.g., October 1987 Study, supra note 3; Presidential Task Force on Market Mechanisms, Report
to the President of the United States (1988). ~

. The impact of index derivatives-related strategies is less pronounced for NASDAQ stocks because

the most widely used stock index futures contracts are comprised primarily of NYSE -stocks. This
may change as more NASDAQ stocks are included in the major indexes or as indexation techniques
expand to the midcap and small capitalization stocks. Nevertheless, the hedging orders of options
market makers are quite significant for NASDAQ stocks. By the middle of 1993, approximately 250
NASDAQ stocks had standardized options overlying them.
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67.

68.

69.

70.

LIST order processing is the DOT feature that enables NYSE member firms to send orders through
DOT in a list of securities. LIST is important in program trading strategies because it allows
members to rapidly enter buy or sell orders in a large number of previously-identified securities.

See, e.g., SEC, REPORT ON INTERMARKET COORDINATION PURSUANT TO THE MARKET REFORM ACT
OF 1990 (1993, 1992, 1991); DIVISION OF MARKET REGULATION, SEC, TRADING ANALYSIS OF
NOVEMBER 15, 1991 (1992); DIVISION OF MARKET REGULATION, SEC, MARKET ANALYSIS OF
OCTOBER 13 AND 16, 1989 (May 1990); October 1987 Study, supra note 3; DIVISION OF MARKET
REGULATION, SEC, THE ROLE OF INDEX-RELATED TRADING IN THE MARKET DECLINE ON
SEPTEMBER 11 AND 12, 1986 (Mar. 1987); SEC, Roundtable on Index Arbitrage (1986); SEC,
REPORT OF -THE SPECIAL STUDY OF THE OPTIONS MARKETS (1978); SEC, 1988 REPORT TO
CONGRESS ON ACTIONS BY THE SELF-REGULATORY ORGANIZATIONS SINCE THE 1987 MARKET BREAK
(1988); The Futures Trading Practices Act of 1991: Hearings on the Senate Comm. on Banking,
Housing and Urban Affairs (Apr. 16, 1991) (Testimony of Richard C. Breeden, Chairman, SEC);
Hearings on Intermarket Regulation Before the Senate Comm. on Banking, Housing and Urban
Affairs (Mar. 29, 1990) (Testimony of Richard C. Breeden, Chairman, SEC); The Stock Market
Reform Act of 1989: Hearing Before the House Subcomm. on Telecommunications and Finance of
the House Comm. on Energy and Commerce (Oct. 25, 1989) (Testimony of Richard C. Breeden,
Chairman, SEC).

See, e.g., Letter from Robert E. Rubin, Senior Partner, Goldman, Sachs & Co., to Jonathan G. Katz, -
Secretary, SEC (Oct. 20, 1992); Letter from Thomas M. O’Donnell, Chairman and Marc E. Lackritz,
President, Securities Industry Association, to Jonathan G. Katz, Secretary, SEC (July 1, 1993); Letter
from Richard B. Gunter, Jr., Chairman, and John L. Weston III, President, Security Traders
Association, to Jonathan G. Katz, Secretary, SEC (Nov. 24, 1992).

See, e.g., Securities Exchange Act Release No. 32256 (May 4, 1993), 58 FR 27486 (May 10, 1993)
(Concept Release on derivative products); SEC, Papers Relating to the Capital Adequacy of Securities
Firms, Submitted to the Technical Comm. of IOSCO (July 16-17, 1991); Richard C. Breeden,
Address Before the International Swap Dealers Association Annual Meeting (Mar. 11, 1993); Mary
L. Schapiro, The Growth of the Synthetic Derivative Market: Risks and Benefits, Address Before
the National Options & Futures Society (Sept. 24, 1991).
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Study

Market Fragmentation, Competition,
and Regulation

A. Market Fragmentation and Competition

An array of markets, dealers, and products, described in Study II, have become
available for trading securities. Many operate outside the registered exchanges and the
National Association of Securities Dealers Automated Quotation ("NASDAQ") system.
Some market participants are concerned that the splintering of trading among various
markets and dealers has fragmented the equity markets.! Those concemned believe that
liquidity is diminished when buying and selling interest is dispersed and does not have
the possibility of interacting. This dispersal, it also is thought, prevents customer
orders from being executed without the participation of a dealer, weakens transparency
as trades are conducted in markets that are not subject to transaction reporting, and
raises concern about whether customers receive best execution of their orders.

The Securities and Exchange Commission’s ("Commission") Division of Market
Regulation ("Division") has found that the market for major U.S. equities has become
dispersed among various competitors because market participants have different needs
and problems. It is difficult for any one trading system to accommodate all the
demands of various customers.? Some users want to trade in a low impact, high
anonymity environment. Some want to avoid dealer intervention, while others want
dealer liguidity but at a lower cost. Some want liquidity on demand, while other
users are patient but cost-sensitive. Retail broker-dealers, for example, want faster and
cheaper execution of their order flow, while trading desks want profitable block
positioning in an era of shrinking commissions. Many of these users have looked
beyond the registered exchanges and NASDAQ when these markets would not or could
not meet their demands. Technology has allowed these demands to be met outside of
those markets.? : : :

As a result, there exists today a "menu" to choose from in the equity markets.*
Varied markets competing for order flow are consistent with the longstanding
Congressional and Commission objective of enhancing competition in the equity
markets.” Competition for equity market share has resulted in notable service
improvements and efficiencies, and has forced the primary markets to respond to their
users. ‘

Many beneficial effects result from this phenomenon. First, the markets have.
become more efficient. Trade routing, execution, and reporting have accelerated and
trade processing has improved. Second, costs have been reduced, and in particular
Commission rates and transaction fees have declined. Third, a wider range of services
has become available to investors and professionals. Market participants are not limited
to the primary markets, but can select from a variety of options to satisfy their needs.

Market Fragmentation and Competition m-1



This development is an outgrowth of intensified market competition. Alternative
markets over the past 20 years have often produced improved trading services and
enhancements, and have continually put pressure on the primary markets to operate
more efficiently. Fourth, the equity markets have been able to accommodate an
enormous increase in trading volume and demand. Although the market breaks of
October 1987 and 1989 are, however, a sobering reminder of the system’s limits, the
equity markets consistently handle volume that years ago would have strained them
severely. While most of the credit must go to efforts by the primary markets to
improve their infrastructure, some credit -also must go to the existence of alternative
trading mechanisms.

In considering these benefits, the Division is aware that markets can fragment to
the point where price discovery is impaired and maintenance of fair and orderly
markets is difficult. For example, the more fragmented a market becomes, the more
difficult it is to adhere to time priority principles. A lack of time priority reduces the
fairness and orderliness of the market, and hurts liquidity by reducing the incentive to
place limit orders.” Fragmented markets can also increase dealer intervention in the
handling of customer orders.

The Division does not believe that the U.S. equity markets are fragmented to the
point that price discovery and liquidity have been affected adversely. Over the past
several years, spreads for New York Stock Exchange ("NYSE") listed stocks have
narrowed and depth has increased (Exhibits 30-32, 34-36). This is true both for
Standard & Poor’s ("S&P") 500 stocks and non-S&P 500 stocks. Although the
percentage of volume and trades captured by the NYSE in its stocks has declined over
the past eight years, the quality of the market in NYSE stocks has not been affected
negatively.® The Division’s experience in both the stock and options markets further
indicates that a certain, critical mass of trading gravitates to the primary market.® With
all the various alternatives available, the fact that most trading still occurs on the
primary markets or through markets linked by the Intermarket Trading System ("ITS")
demonstrates the limited extent of fragmentation.

Although the existence of multiple competing market centers has provided benefits
without impairing market quality, the primary markets argue that this structure is
supported by “externalities” emanating from the primary markets.”® They believe that
these externalities unfairly subsidize their competitors.

The first externality derives from the price discovery function performed by the
primary markets for individual stocks. Price discovery involves the determination of
the price of a security through the interaction of supply and demand. In contrast,
passive or derivative pricing uses prices discovered in other markets as the basis for
trading." Most trading that occurs off the primary markets can be considered passive
to some extent, in that parties rely on the primary market prices in setting the price
for individual stocks. While price discovery can be said to occur wherever traders
meet to bargain,” the starting point (and often the market clearing price) is the price
disseminated by the primary market. For example, regional exchange specialists and
third market makers use automated systems to track quotes from the NYSE and the
American Stock Exchange ("Amex"), and guarantee executions of limit orders based
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on NYSE and Amex transactions. Block positioners base their negotiations on the
current primary market quotations. After-hours program trades often rely upon NYSE
closing prices of the stocks included in the program. Crossing systems operated by
Instinet, Inc. and Jefferies & Co. (i.e., the Portfolio System for Institutional Trades or
"POSIT") use NYSE prices as the basis of their executions.” The derivatives markets
use primary market prices extensively.

Passive pricing systems have developed because some market users value factors
other than price negotiation. For example, participants using indexing strategies are
primarily interested in matching (or exceeding) the price performance of specific
indexes, and affirmatively seek to avoid the trading and execution costs of the price
discovery process.* Similarly, some investors may believe that the opportunity for
obtaining price improvement in the primary market is slight and outweighed in value
by the certainty of assured and speedy executions that match primary market quotes.”
Nevertheless, all of these users’ executions depend on .a reliable price discovery
function performed by the primary markets.

The second externality provided by the primary markets derives from regulatory and
self-regulatory obligations. The Securities Exchange Act of 1934 ("Exchange Act") and
the rules thereunder impose various regulatory obligations upon market participants.
The primary markets bear the brunt of these obligations. For example, the primary
markets support self-regulatory activities with extensive automated surveillance systems
and large surveillance staffs. These sclf-regulatory organizations ("SROs") also perform
most of the broker-dealer examinations, administer qualification examinations, and
monitor net capital compliance. They are required to maintain extensive and elaborate
rules governing the conduct of participants in the equity markets. These activities
benefit all market systems in that they maintain the integrity of the equity markets at
large, and ensure a fair and orderly market.

The Division recognizes the benefits provided by the primary markets. To a large
extent, however, the costs associated with these externalities are offset by the revenues
obtained by the primary markets. Their membership dues and fees, consolidated tape
revenue, and listing fees are sources of income, not available to all other market
centers, that provide for regulatory services and compensate the primary markets for
furnishing price discovery and regulatory services.® The primary markets generally
have operated quite profitably over the past few years; indeed, the NYSE reported
record earnings in the first half of 1993."

In summary, the U.S. equity markets today include multiple, varied market centers.
The competition among these market centers provides many benefits for the users of
the markets. Moreover, the dispersion of order flow among market centers has not
impaired price discovery or market quality. While primary market competitors use the
externalities provided by the primary markets, the latter are adequately compensated for
their primary market status. Thus, in examining whether the framework for equity
market regulation needs revision, it is important to bear in mind that the equity market
as a whole is operating efficiently.
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B. Existing Regulatory Structure

" The primary provisions governing the regulatory structure of the equity trading
markets are found in Sections 5, 6, 11, 11A, 15A, and 19 of the Exchange Act and the
rules promulgated thereunder.”® Section 11A, in particular, directs the Commission to
facilitate a national market system ("NMS") for securities, having due regard for the
public interest, protection of investors, and maintenance of fair and orderly markets.
The term “"national market system" is not defined in Section 11A because Congress
believed that it was essential to provide the Commission with "maximum flexibility in
working out specific details" of the system.” Nevertheless, Congress provided the
Cornmission with some guidelines in establishing the NMS. Section 11A(a)(1) states
that Congress recognized that it is in the public interest and appropriate for the
protection of investors and the maintenance of fair and orderly markets to ensure:

(i) economically efficient execution of securities transactions;

(i) fair competition among brokers and dealers, among exchange markets, and
between exchange markets and markets other than exchange markets;

- (iii) the availability to brokers, dealers, and investors of information with respect
to quotations for and transactions in securities; '

~(iv) the practicability of brokers executing investors’ orders in the best market;
-and

(v) an opportunity, consistent with the provisions of clauses (i) and (iv), for
investors’ orders to be executed without the participation of a dealer® -

Congress also found that the linking of all markets for qualified securities through
communication and data processing facilities will foster efficiency; enhance competition;
increase the information available to brokers, dealers, and investors; facilitate the
offsetting of investors’ orders; and contribute to best execution of such orders.

These standards are broad and encompass many objectives. Although all these
objectives are worthwhile, the particulars of their application can raise conflicts. For
example, some commentators think that the Commission should place more emphasis
on certain of the statutory objectives than others. The National Association of
Securities Dealers, Inc. ("NASD") views the Exchange Act as containing a heavy
presumption in favor of competition.? The Amex suggested that the Commission focus
on ensuring equal regulation.? While competition and equal regulation are important
goals, the Exchange Act does not assign priority weights to them; rather, the Exchange
Act’s overriding objective is the protection of investors and the maintenance of fair and
orderly markets.

The strength of the U.S. equity markets are evidence of the effectiveness of the
markets’ and Commission’s efforts since 1975, and the viability of the standards
embodied in the Securities Acts Amendments of 1975 ("1975 Amendments").”® The
challenge in 1975 was to correct a market structure that could not accommodate the
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increase in institutional activity or technological change. The Commission and
Congress met that challenge with the 1975 Amendments. As a result, markets now
fulfill the needs of an ever-expanding universe of investors. The current problems of
the U.S. equity market present a different challenge: maintaining the benefits of
competition by accommodating as many classes of users as possible while
simultaneously preserving investor protection and reliable and efficient price discovery.

These goals -- accommodating different users, preserving core investor protections,
and ensuring reliable and efficient price discovery -- are consistent with the principles
contained in Section 11A of the Exchange Act and reflect the Congressional intent
embodied in the statute. Accordingly, the Division does not believe that the statutory
mandate for an NMS needs revision.* In reaching this conclusion, it is important to
recognize that underlying many of the goals of Section 11A is the assumption that, to
perform their role in the capital allocation process, the equity markets should be active
and liquid. To date, the markets have responded to the increased demand for liquidity
from institutional investors by expanding the capacity of their systems to handle
exponentially larger loads. The provision of instant liquidity does not, however, come
without cost. The users of the market need to understand that, if they demand
jmmediacy, they will have to pay for it in terms of larger commissions and spreads,
‘or greater price movements. This is especially true during times of market stress,
when order flow is channeled back to the primary market because it provides the most
reliable source of liquidity.

C. Alternative Regulatory Approaches
1. Single Market

Various approaches have been suggested as to how the Commission should
implement the principles contained in Section 11A. At one end of the spectrum is
what can be called the "single market approach.”" The Commission would, under this
approach, drive trading interest from various competitors in a security into a single,
interactive "market" with identical trading rules and protections applicable to all
competitors. All orders for a security would interact under fixed priority rules and
limit orders would reside in a single systemwide order book. The single market system
would apply to all exchange-listed securities, and perhaps NASDAQ issues above a
minimum capitalization size. The Commission would impose identical regulatory
obligations on the various participants in the single market: SROs, third market
makers, and proprietary trading systems ("PTSs").

A single market system is technologically feasible. This system could enhance
linkages among markets and dealers and improve best execution opportunities. The
Division is, however, reluctant to recommend a single market system for several
reasons. First, this course of action could, over time, stifle innovation and competition.
As early as the 1963 Special Study of Securities Markets, the Commission expressed

" its view that the benefits of competition should not be discarded in an attempt to

capture the advantages of a single system.* Forcing all order flow into a -single
system would enable the operators of the system to ignore the users. In fact, many
market innovations that have occurred over the past 20 years have originated either
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outside of the primary markets or in response to competitive pressure from alternative
markets. For these reasons, Congress in 1975 did not want the Commission to
become an "economic czar" of the markets, mandating through a central planning
process the precise form of the nation’s equity markets.”

Second, it is unlikely that any single market could meet the challenge of
accommodating the demands of various users. With the increase of institutional
activity and the growth of passive investing, it may be difficult to force all users into
a single system. Congress anticipated this in 1975 when it determined not to mandate
the homogenization of all markets in the NMS.” Similarly, this reality has been
reflected in the NYSE’s decisions over the past 20 years to modify its auction market
design to accommodate various sectors of its membership and customer base.?

Third, even if all equity trading occurred in a single system, the existence of
derivative products, after-hours trading, and international markets would make it
possible to avoid the system. It is likely that forcing a single equity market system
~would divert additional volume to these markets.

Accordingly, the Commission should be reluctant to impose a single design on the
markets absent evidence of a significant market failure. The current equity markets are
relatively strong and have improved substantially since 1975. The Division does not
believe that a justification exists for a radical overhaul of the entire system.

The Commission should, however, be receptive to reasonable and pro-competition
designs for unifying markets and dealers put forth by the organized markets. Based
on prior experience, it is unclear whether the existing markets will make such
proposals. For example, the Commission proposed a marketwide consolidated limit
order book ("CLOB") in the 1970s.” The exchanges vigorously opposed the creation
of a CLOB and continue to oppose it in their comment letters to the Market 2000
Study.® It is probably difficult for the exchanges to endorse a CLOB. Floor members
likely fear that a CLOB would be the first step toward a complete automation of the
exchanges. Likewise, broker-dealers with large trading desks would oppose automated
executions of large trades and adherence to market-wide time priority.> Moreover, the
exchanges include a variety of members and constituencies, and would find it difficult
to accommodate all of them through a CLOB.*

2. Deregulatory Approach

At the other end of the spectrum from the single market approach is the
deregulatory approach. This approach contains three major features. First, regulations
on transactions among sophisticated entities such as institutions and large dealers would
be relaxed. Second, all restraints on making markets in listed securities would be
removed, so that competition would be intensified and more capital committed to
providing liquidity. Third, all barriers to the creation of new trading systems would
be removed so that technological innovations in trading structures could flourish
without impediment. '
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As discussed in more detail in Study VI, while the Division believes that restraints
on competition should to be reduced, a total deregulatory approach is not warranted at
this time. Most current restrictions serve valid regulatory purposes. Removing them
could likely result in unfair markets and an erosion of the NMS. Contrary to the
situation that existed at the time of the 1971 Institutional Investor Study,” when fixed
commission rates were exerting a corrosive effect on the equity markets, the regulatory
structure in 1994 does not appear to be hampering innovation and competitiveness.
Instead of a vast deregulation, therefore, the Division recommends that restraints on
competition be reexamined, with a view toward elimination of those that no longer
serve regulatory purposes.

D. The Division’s Regulatory Approach

While arguments can be made both for the single market approach and the
deregulatory approach, the Division does not believe that either approach should be
imposed upon the markets by regulatory fiat. Instead, the Commission should pursue
discrete, incremental market improvements within the ambit of its historical regulatory
role: protecting investors, facilitating fair market competition, and promoting full
disclosure. The Division believes that, to advance these objectives, the Commission
and the markets should pursue improvements in four areas: (1) transparency, (2) fair
treatment of investors, (3) fair competition, and (4) open market access. The remainder
of this Study and the other Studies address issues in these areas.

1. Transparency

Transparency refers to the real-time dissemination of information about prices,
volume, and trades. Transparency plays a fundamental role in the fairmess and
efficiency of the securities markets. The Division believes that enhanced transparency
would help to link the various market segments and make it unnecessary to require
orders to be routed to a single market or facility. In addition, enhanced transparency
should increase the fairness and efficiency of the equity markets and limit the extent
to which the equity markets can be "balkanized" or unlinked in an economic sense.
The Division’s approach to transparency is discussed in Study IV.

2. Fair Treatment of Investors

As the markets have evolved, various practices have developed that raise investor
protection concerns. Practices such as payment for order flow, soft dollars, and
automated order routing procedures raise questions about whether agents are obtaining
best execution of their customers’ orders. Questions about the fair handling of
customer orders also emanate from dealer trading of highly capitalized, widely-held
stocks. As third market trading of listed stocks grows, and more major stocks are
quoted on NASDAQ, it is important for the Commission to ensure that professional
intermediaries put customers’ interests first. The Division’s recommendations in this
area are discussed in Study V and in a release issued on October 7, 1993, proposing
additional disclosure of payment for order flow.*
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3. Open Market Access

As competition for order flow becomes increasingly fierce, the markets may seek
to restrict the activities of their competitors. The Commission must ensure that
measures taken in response to competition are consistent with fair competition. Based
on past experience, the Division is aware that competitive pressures can cause an SRO
to take action to disadvantage competitors, while cloaking the actions with regulatory
purposes.® Regulatory and self-regulatory proposals must be examined with this in
mind. At a minimum, the Commission needs to ensure that proposals by the markets
do not impose unnecessary restrictions on where the users of the market can effect
transactions. Two such restrictions are discussed below, and others are addressed in
Study VI and Appendix II.

a. Off-Board Trading Restrictions. NYSE Rule 390 prohibits NYSE members
from effecting certain transactions in NYSE-listed securities off an exchange.® The
prohibition does not affect the NYSE members’ ability to effect transactions on any of
the regional exchanges. Rule 390 allows NYSE members to trade as principal or agent
in any listed stock on an organized exchange in a foreign country at any time, and in
a foreign over-the-counter ("OTC") market after NYSE trading hours in the United
States.

The scope of Rule 390 was narrowed considerably by rules adopted by the
Commission following the 1975 Amendments to the Exchange Act. In 1977, the
Commission promulgated Rule 19¢c-1, which prohibits the application of off-board
trading restrictions, such as Rule 390, to trades effected by a member as agent.”
Consequently, exchange members may send such trades to a third market maker for
execution. In 1980, the Commission promulgated Rule 19c-3, which prohibits the
application of any off-board trading restrictions to securities newly listed on an
exchange after April 26, 1979.* As a result of these two Commission rules, the
practical effect of Rule 390 is to prevent NYSE member firms from directly
internalizing order flow during exchange hours in stocks listed before April 26, 1979,
and to force such members to effect transactions overseas in these stocks when the
NYSE is closed ("after-hours trading").

Commentators have criticized the anti-competitive effects of Rule 390 throughout
the years.® They point out that the NYSE rule prevents exchange members from
making markets in competition with specialists to the detriment of price competition.
In addition, commentators argue that the rule limits market making by discouraging
member firms from committing capital to compete for orders in listed stocks. Further,
they contend, that the rule discourages development of new and more automated trading -
systems.

The NASD is among those commentators that view the anti-competitive effects of
the rule as detrimental to the markets. The NASD believes that restrictions on
competition for order flow such as Rule 390 should not be allowed unless it can be
shown that the competition for order flow has led to palpable harm and that a
monopolistic approach would lead to palpable improvement.” The NASD maintains
that Rule 390 fails this test because competition for order flow in listed stocks has
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improved the markets by promotmg technological 1nnovat10n that has been accompanied
by a steady improvement in market quality measures.*

The NYSE characterizes Rule 390 as a pro-customer rule intended to ensure that
investors have the benefits of agency-auction trading in exchange-listed stocks.” By
requiring centralization of order flow, the rule places the interests of investors ahead
of the interests of dealers, in the NYSE’s view. The NYSE further. argues that,
because the rule prevents internalization of customer orders (which, in its opinion, leads
to fragmentation of the markets), the rule promotes pricing efficiency and customer
protection.

The NYSE questions whether the public has benefited from the additional
competition between market centers resulting from the adoption of Exchange Act Rule
19c-3. In its view, the additional competition has been offset by decreased pricing
efficiency and inferior executions resulting from increased internalization by integrated
broker-dealers. This internalization, it argues, has increased fragmentation of the
markets. The NYSE believes that further removal of off-board trading restrictions will
only exacerbate those concemns; it recommends instead that Rule 19¢c-3 be repealed.®

The Commission consistently has questioned the effects on competition from off-
board trading restrictions.* Although the Commission has been concerned in the past
that a complete removal of Rule 390 might result in increased internalization, it also
has believed that a reasonable resolution to this concern could be achieved. In keeping
with this view, it has sought to curtail the scope of off-board trading restrictions in a
manner designed to achieve the goals delineated by Congress in the 1975 Amendments
to the Exchange Act, while preservmg the option to reexamine the issue of a complete
removal of off-board trading restrictions.*

The Division believes that developments since the Commission last addressed off-
board trading restrictions warrant elimination of off-board trading restrictions for after-
hours trading. The Division cannot identify a convincing justification for maintaining
off-board trading restrictions for trading after hours. The after-hours restrictions force
NYSE member firms wishing to deal as principal to trade with U.S. customers
overseas, where the trades do not benefit from exchange surveillance and are deprived
of the protections offered by the Commission’s oversight of the markets.* “Moreover,
the anti-competitive effect of the after-hours restriction within the United States is total:
NYSE member-firms either must trade overseas or be forced to use the NYSE’s after-
hours Crossing ‘Sessions, which are limited in time and scope.” As a result, NYSE
firms send orders after-hours via fax or telephone to their overseas trading desks.

The Division believes that eliminating after-hours restrictions will not result in a
s1gmﬁcant increase in internalization or market fragmentation. After-hours trading is,
in practlce limited to a small group of broker-dealers and institutional investors. The
great majority of investors prefer to trade during regular trading hours when prices are
“ratified" by price discovery in the NMS. In addition, the Division’s recommendation-
that all after-hours trades be accorded full transparency would address some
surveillance concerns associated with after-hours trading. Consequently, the Division
recommends that the NYSE and other exchanges submit a proposed rule change to lift
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the off-board trading restrictions as they apply to after-hours trading. If the NYSE
were to develop another viable after-hours trading session, however, the Division would
be willing to reconsider whether off-board trading restrictions could apply when the
system was operating.

With respect to off-board trading restrictions during regular trading hours, an
analysis by the Division reveals that the exchange markets have remained the primary
marketplace for securities that are not subject to off-board trading restrictions. The
Division examined data on off-board trading for the 100 most active NYSE issues
during 1992. Of these stocks, 20 are not subject to off-board trading restrictions
("Rule 19¢-3 stocks") and 80 are covered by NYSE Rule 390. The mean proportion
of reported share volume executed OTC for the 20 Rule 19¢-3 stocks was 8% versus
5.2% for the 80 stocks subject to off-board restrictions. Even if the 2.8% difference
between the figures is wholly attributable to internalization by NYSE firms, it is not
a large figure. It is less than the volume in these stocks sent by NYSE members to
affiliated specialists at regional exchanges. Moreover, 25% of the small order volume
in these Rule 19c¢-3 securities executed OTC was diverted from the regional exchanges.
Finally, by historical standards the amount of 1992 third market trading in 19¢-3 stocks
is not high. While it is larger than over the previous decade, it is slightly less than
the amount of third market trading at the time of the Institutional Investor Study. The
data for the first six months of 1993 reveals that the OTC market accounts for 6%
of the volume in listed stocks, and most of this is attributable to third market dealers
that are not NYSE members.

In light of the limited amount of internalization, it is not surprising that studies
both have failed to show a strong negative effect from Rule 19¢-3 or strong evidence
that the additional competition in these stocks has appreciably improved their markets.®
In this regard, it should be recognized that the actual competitive effect on NYSE
members of off-board trading restrictions during regular trading hours is somewhat less
burdensome than it may appear. Numerous large NYSE member firms have become
affiliated with regional specialist firms or dealers in recent years. The NYSE member
firms often route their small orders to their regional specialists or dealers instead of to
the NYSE. This practice allows a NYSE member firm to internalize its order flow
without running afoul of off-board trading restrictions. Furthermore, the anti-
competitive effect of off-board trading restrictions has been reduced to the extent that
NYSE members can route orders to third market makers for execution.

In the Division’s view, these alternatives reduce the urgency with which off-board
trading restrictions during regular trading hours need to be addressed. Moreover, there
continues to be a legitimate concern that wholesale elimination of off-board trading
restrictions could lead to a more radical restructurmg of the equity markets. The
Division does not believe that the equity markets are in such a state of crisis that it
would be appropriate to recommend taking such a risk at this time. Although off-
board tradmg restrictions durmg trading hours may limit competition among markets,
the other issues addressed in this study are more pressing. Consequently, the Division
recommends only removing off-board trading restrictions for after-hours trading.
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b. Competing Dealers. A proposal by the Amex regarding competing dealers also
presents intermarket access issues. In December 1990, the Amex filed a proposed rule
change to impose restrictions on so-called competing dealers (i.e., a regional exchange
specialist or third market maker) in Amex securities.® The original proposal would
have required that orders for the account of a competing dealer (1) yield priority and
parity to all other off-floor orders, (2) accept parity with orders for an account of an
Amex specialist, and (3) be excluded from the Amex’s order routing system, the Post
Execution Reporting system ("PER").® The Amex subsequently amended its proposal
in December 1991, among other things, to (1) provide that orders for the account of
a competing dealer that better the existing market do not have to yield priority and
parity to off-floor orders, (2) withdraw the portion of the proposal that would place
orders for the account of a competing dealer on parity with orders for the account of
an Amex specialist, and (3) request that the Commission temporarily defer its
consideration of the proposed prohibition of competing dealer access to PER.*

In its current form, the Amex proposal raises significant intermarket access issues
because the proposal would apply only to competing dealers, such as regional
specialists and third market makers, and not to other off-floor broker-dealers trading
for their own accounts. In addition, the proposal’s restrictions are imposed primarily
for competitive reasons. Accordingly, the Division recommends that the Amex amend
or withdraw the proposal.

4. Fair Competition

Many alternative markets and services for equity trading have developed as various
users find existing markets to be inadequate for their particular needs. Although this
trend is healthy, it is important to recognize that most of the alternative markets often
rely on prices from the primary markets. While the primary markets derive benefits
from their status as such (e.g., listing fees, majority of order flow, membership and
tape fees, etc.), they also bear many of the regulatory costs of the equity markets. -
Moreover, in times of crisis they are the markets of last resort.” Some commentators
have suggested that the primary markets should be compensated for the provision of
price discovery by charging for transaction and quote information.® This suggestion
ignores the substantial revenues and benefits that the primary markets currently receive,
and would force market structure regulation into a series of ratemaking procedures.
Instead, the Division believes that the regulatory responsibilities of the primary markets
versus their competitors should be examined to determine if the responsibilities are
commensurate with the functions the various markets perform. Any reallocation of
responsibilities should not stifle the ability of alternative markets and services to
emerge. This analysis is especially pertinent for PTSs and for third market trading of
listed stocks.

a. Proprietary Trading Systems. To date, almost all PTSs are regulated as
broker-dealers rather than as exchanges. As broker-dealers registered under the
Exchange Act, sponsors of PTSs must comply with the requirements of the Exchange
Act applicable to broker-dealers. Sponsors of PTSs have requested and received
assurances from the staff of the Division that the Division will not recommend
enforcement action if the PTS operates without registering as an exchange or other
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SRO ("no-action letters"). The no-action position is predicated on the sponsor’s
agreement to certain undertakings, such as supplying the Commission with information
on the system’s operations and activity.>

While most PTSs resemble highly automated broker-dealers, the exchanges argue
that many of the PTSs compete with them for order flow and should be subject to
comparable regulation. The Division continues to disagree with this assessment, and
believes that most PTSs do not function as exchanges. Section 3(a)(1) of the Exchange
Act defines an exchange as:

any organization, association, or group of persons, whether
incorporated or unincorporated, which constitutes, maintains, or
provides a marketplace or facilities for bringing together
purchasers and sellers of securities or for otherwise performing
with respect to securities the functions commonly performed by
a stock exchange as that term is generally understood, and
includes the marketplace and the market facilities maintained by
such exchange.”

A broad reading of the "exchange" definition to include most PTSs would also capture
most other brokers, a block trading desk, or even a quotation vendor. Such a reading
would bring within the ambit of exchange regulation entities that Congress did not
intend to subject to the requirements of exchange regulation. In addition, a broad
reading of the exchange definition would have the perverse effect of punishing
efficiency -- the more efficient and automated a broker-dealer’s operations, the more
it brings together purchasers and sellers.

For these reasons, the Commission has interpreted the definition of "exchange”
capture the entities that perform the function of an exchange. The Commission has
determined this function to be the provision of a trading market that is designed,
whether through trading rules, operational procedures, or business incentives, to
centralize trading and provide buy and sell quotations on a regular and continuous
basis so that purchasers or sellers have a reasonable expectation that they can regularly
execute their orders at such quotations.® The Division sees no reason to deviate from
this interpretation. It has not harmed investors, and has facilitated the development of
innovative trading systems.

Because of concerns perceived in the 1980s regarding these novel trading systems,
the Commission proposed Rule 15c2-10 in 1989 to provide enhanced oversight of
PTSs. Under that proposal, a PTS would have been required to file a plan with the
Commission describing its proposed operations and would have been subject to
regulatory undertakings that went beyond existing requirements that apply to broker-
dealers and that instead somewhat resembled SRO regulation. In. light of the
Division’s experience since 1989 in oversight of these systems, the Division does not
believe that such an extensive regulatory structure is appropriate for PTSs at this time.

The Division recognizes, however, that PTSs use technblogies for order execution
that differ from the activities of traditional broker-dealers. Moreover, several large, .
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integrated broker-dealers operate automated trading systems that function in a manner
similar to systems operated by PTSs. The proliferation of PTSs and other broker-
dealer automated trading systems may have effects on the NMS that should be closely
monitored to determine whether additional regulation is warranted. This will be
especially true as technology enables customers to mteract globally through computer
linkages.

The Division believes that more enhanced recordkeeping and reporting by sponsors
of PTSs, and other automated trading systems, are needed. At a minimum, the
Commission needs to receive better information on the operation of PTSs and
automated trading systems to monitor their activities and development. Accordingly,
the Division recommends that the Commission propose for comment a new
recordkeeping and reporting rule for broker-dealers that operate certain automated
trading systems (including PTSs). Such a rule should impose reporting and
recordkeeping requirements on broker-dealers that operate trading systems that permit:
(1) other broker-dealers or customers of the sponsoring broker-dealer to effect
transactions with the sponsor of the system, or (2) permit trading directly between
customers using the system. The Division believes that such a rule would enhance the
Commission’s access to consolidated information regarding the sponsorship, participant
base, operations, trading, clearing activity, and other material aspects of these systems.

b. Third Market. The third market is regulated under rules designed for OTC
trading.” As a result, third market makers are treated simply as competing dealers.
In reality, they act somewhat as competing markets to the registered exchanges.
Indeed, one third market maker receives for execution more order flow than any
regional exchange and has implemented a sophisticated routing and execution system
that is linked to dozens of brokers. At the same time, the Division does not believe
that today’s third market makers perform the functions of an exchange. Moreover,
third market makers do not receive many of the benefits of the exchange markets, such
as listing fees, regulatory fees, or transaction tape revenue. Because of their growth,
however, they should be subject to a minimum of regulatory safeguards designed to
ensure the integrity of their operations.

The Future Structure Statement recommended that the Commission integrate third
market firms into the NMS by including them in price reporting and subjecting them
to appropriate market responsibilities commensurate with the benefits they realize.*
Although these firms are, for the most part, included within the price reporting
system,® the Division is of the opinion that they should fulfill certain regulatory
responsibilities commensurate with the functions they perform in the price discovery
process. First, there should be adequate oversight of their operations as a market.
This monitoring should be performed primarily by the NASD as the oversight SRO for
third market firms. Although the NASD currently examines these firms, it scrutinizes
them only in the context of broker-dealer examinations. The NASD does not conduct
oversight of these firms as markets. For example, the NASD does not include a
review of market making performance or order handling practices in its examination
of third market makers, or verify the integrity of their automated systems. This
observation is not intended to criticize the NASD’s past performance, for the surge in
third market making of retail orders has occurred only recently. Nevertheless, the
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Division recommends that the NASD submit a comprehensive program for examining
third market activity to the Commission.®

Second, the Division believes that all market makers in listed stocks, including third
market makers and firms internalizing order flow, should adhere to minimum order
handling principles to ensure that they treat customers fairly. Specifically, the Division
recommends that five principles be adhered to by all dealers in listed securities,”
including exchange specialists and dealers, third market makers, and firms internalizing
order flow. First, dealers should expose customer limit orders that are better than the
existing ITS best bid or offer unless a customer expressly requests that the order not
be exposed. Second, dealers should not trade ahead of customer limit orders. Thus,
if a dealer is holding a customer limit order to buy (sell), it cannot buy (sell) the stock
for its own account at a price at or below (above) the limit order. Third, if a dealer
holds a customer buy order and a customer sell order that can be crossed, the dealer
should cross them without interposing itself as dealer. Fourth, dealers should establish
and adhere to fixed standards for queuing and executing customer orders. Fifth,
dealers should not trade at a price outside the ITS best bid or offer without satisfying
the market interest at that price in accordance with ITS trade-through and block
policies.

The first four principles address the potential for self-dealing when making a
market and acting as agent in an auction system. The fifth principle currently applies
to the primary and regional exchanges and market makers on the ITS Computer
Assisted Execution System ("CAES") linkage, and is a key safeguard against
fragmentation; it should apply to all third market trading. The five principles should
be adopted as SRO standards and monitored and enforced by the SROs. At present,
the exchanges have rules that comport with most of these standards. The NASD’s
Schedule G, which contains the rules governing third market trading, does not include
many of them.®” Accordingly, the NASD should submit a rule change to the
Commission to incorporate these standards into Schedule G of the NASD By-Laws.
Likewise, the exchanges should review their rules to ensure that specialists are held to
the same standards. If not, the exchanges should submit proposed rule changes to cure
this deficiency. '

c¢. Other Fair Competition Issues. In addition to fair competition questions
involving third market making and PTSs, several existing regulatory costs imposed on
various markets and market participants need to be addressed to further the objective
of fair competition. These include Commission review of SRO system changes, the
allocation of transaction fees, and SRO delisting procedures, among others. These
issues and the Division’s recommendations are discussed in Study VI

E. Conclusion

The Division believes this four-part approach is the right one to address market
structure problems in light of the healthy condition of the equity markets. Various
market competitors’ perceptions of regulatory inequality, coupled with the evolution of
market technologies, may cause some to fear the developments that are occurring in
the market. Nonetheless, the markets themselves are performing their economic
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functions in a most satisfactory way. Accordingly, the primary responsibility to
respond to these developments must rest with the markets themselves.
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