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Executive Summary

Purpose The October 1987 stock market crash raised critical questions concern- 1
ing the efficiency, competitiveness, and fairness of U.S. securities mar-
kets. Many experts questioned the structure of the marketplace and its
ability to both withstand periods of high stress and operate efficiently
in ordinary times. Market experts and analysts have debated these que
tions since the crash. Renewed volatility in the markets, as indicated b5
the 190-point drop on October 13, 1989, and the subsequent record gauuD
the following week, has again created doubt about whether the financi;
markets are properly designed to meet the demands placed upon them.

To identify market structure issues, GAO met with federal regulators,
exchange and over-the-counter market officials, market professionals,
institutional investors, and academics. GAO evaluated what should be
done to address the most important issues identified through these dis-
cussions-trading restrictions, market links, and options trading.

In the 1975 Amendments to the Securities Exchange Act of 1934, Con- *
Background gress called for the establishment of a national market system. Congre

sought market structure improvements that would provide efficient,
fair, and competitive markets for securities investors. The Amendment
set five objectives for the national market system to address: (1) eco-
nomically efficient execution of securities transactions; (2) fair compet
tion among market participants (3) the widespread availability of
quotation and trade information; (4) the practicability of executing
investors' orders in the best market; and (5) the opportunity for inves-
tors' orders to interact without dealer participation. In addition, the
Amendments mandated that the Securities and Exchange Commission
(sMc) remove all securities exchange trading restrictions that impose ar
unnecessary burden on competition. (See pp. 14-15.)

By focusing on the needs of investors rather than dictating a specific
market structure, the 1975 Amendments established permanent goals
for which the securities markets should strive. smc is responsible for
monitoring market structure to assure the Amendments' goals are con-s
tinually addressed.

The securities industry and sac have made mfjor regulatory and struc-
tural changes towards achieving the legislative objectives. Fixed com-
mission rates were eliminated in 1975. Exchange trading restrictions *
were eased to permit stocks listed since 1979 to be traded by exchange
members off the exchange floor. In addition, the Intermarket Trading
System was developed. This system links US. stock markets and enabi



regional exchanges to compete with their primary counterparts in New
York. Recently, sec approved multiple listing of stock options-allowing
an option to be traded on more than one exchange.

Results in Brief sw needs to reevaluate several issu regarding securities market struc-
ture to assure the markets continually meet the goals of a national mar-
ket system. Market participant opinion is divided about whether
industry and sEc action to change market structure have gone far
enough to achieve national market system goals. Questions remain about
the benefits of existing trading restrictions especially as they pertain to
after-hours trading, the effectiveness of the Intermarket Trading Sys- *
tern, and the type of coordinated system needed to trade the same
options on different exchanges.

The marketplace, as evidenced by huge increases in trading volume,
unprecedented volatility, major technological advances, and growing
global competition, has changed coiderably since sm last reviewed
some of these market structure issues. Without continued sc evaluation
and promotion of national market system goals, trading system innova-
tion may be hampered, marketmaking capital may be insufficient-
especially in times of stress, investors may pay higher transaction costs,
and some trading volume may be lost to overseas markets.

GAO Analysis

SEC Needs to Reopen the Exchange-imposed trading restictions, such as New York Stock

Trading Restriction Issue Exchange Rule 390, prevent exchange members from executing trades
off an exchange floor. In response to the 1975 Amendments, soc pro-
posed a rule in 1977 to eliminate these restrictions. However, because of
cosI0derable objections to the proposed rule by market participants, sEc
withdrew the proposal in 1980. At the same time, ac adopted a nar-
rower rule that eliminated trading restrictions, but only on stocks listed
on an exchange after April 1979. Many of the most actively traded
stocks were listed before April 1979--for example, 89 of the New York
Stock Exchange's 100 most active stocks. Restrictions on these stocks
still remain. (See pp. 18-20.)

Trading restrictions help maintain the curremt market structure. Remov-
ing the restrictions could substantially alter the way exchange-listed
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securities are traded, inlui the possible elimination of trading floors
and specialists. Market participant opinions are mixed on the benefits oi
detriments of these restrictions. Critics contend that the rules are anti-
competitive because they restrict price competition and limit
marketmaldng, and that the rules discourage development of new and
more automated trading systems. Supporters argue that the rules are
pro-competitive because they require trades to be made in a central loca'
tion where all bids and offers can interact, thereby preserving the bene-
fits of the auction market. By concentrating supply and demand for
stocks in a central market, they say that price efficiency is enhanced.
(See p. 23.)

Despite substantial changes in the marketplace since 1980, no compre-
hensive sac reviews have been done to demonstrate whether remaining
trading restrictions impair market efficiency, fairness, or competitive-
ness. sEc's only formal review of trading restrictions since 1980
occurred in 1986 and dealt exclusively with the New York Stock
Exchange's restrictions on after-hours trading by its members. As a
result of these restrictions, exchange member brokers and dealers who
wish to trade exchange-listed stocks when U.S. markets are closed must
do so in foreign markets. In 1966, the Commission rjcted its Division
of Market Regulaton's a- .. -- k that Wc send a letter to the
New York Stock Exchange asking it to consider removing these restric-
tions on after-hours trading. Because of the substantial changes that art
occurring in the marketplace, mc needs to reconsider trading restric-
tion, especially for after-hours trading, to determine whether they
should be further modified, removed, or reaffirmed. (See pp. 21-23. 32.)

Comprehensive Review of The Intemarket Trading System has elecuonically linked the trading o1
the Intermarket Trading s in various marketplaces around the country since 1978. The

exchanges designed the system to meet the 1975 Amendments' goals toNenourage competition and to allow customers to have their orders exe-

cuted at the best price available in any of the linked markets. In 1982,
sWC complted a comprehensive review of the system's first 4 years of
operation, including an examinatio of trading volume, operating effi-
ciency, and effect on intermarket competition. Between 1982 and Sep-
tember 1998, sac continued to monitor the Intermarket Trading System
but made no further comprehensive studies of the system. However,
after the 1967 market crash, smc and market participants made some
changes to system Operations in response to problems experienced dur-
ing periods of stress such as the crash. (See p. 34.)

.. ... ,



Since the beginning of 1979, share volume traded over the Intermarket
Trading System has increased over ten-fold. In addition, exchange offi-
cials and system users identified system operational weaknesses that
they said have limited competition and favored the primary markets-
the New York and American stock exchanges sic and market partici-
pants have recently addressed some of these concerns. In view of the
dramatic increase in trading volume and the number of incremental
changes made to the system since mc's last comprehensive evaluation,
sic needs to look again at overall system effectiveness and the extent to
which the Intermarket Trading System is meeting its national market
system goals. (See p. 35.)

I

Development of Trading In May 1989, sec approved a maor change to the way stock options will
Linkage for Multiple be listed and traded at exchanges. Rather than the former procedure of

Listing of Options Requires allocatg an option on a listed stock to a single exchange, sac now
allows all exchanges to trade any new option listed after January 22,

SEC Monitoring and 1990. In addition, each options exchange is permitted to ist 10 stock
Guidance options already traded on another exchange. Furthermore, beginning in

1991, sac will allow any exchange to trade any option regardless of
where it was originally listed. SEc approved this change to increase com-
petition among exchanges and to improve options prices for investors.
Some exchanges disagree with sEc's assessment of the benefits of listing
and trading options on more than one exchange. However, if increased
competition results and investors obtain better prices, sc's approval of
this change will be consistent with national market system goals. sEc is
taking an active role to implement this change. (See p. 42.)

swc also noted that the benefits of multiple listing and trading of options *
would be enhanced by developing a trading linkage system among the
exchanges No such linkage exists. Option exchanges differ on what
type of linkage system is necessary. This lack of consensus among com-
peting exchanges makes it unlikely that a system will be developed
without active ac intervention. In January 1990, sac requested the
options exchanges to refrain from listing options already allocated to
another exchange for 6 months to allow for development of a market
lage system. (See pp. 48-49.)

Reco endaonsGAo recommends that ac reopen the isme of exchange-Unposed tradingrestrictions, such as New York Stock Exchange Rule 390, to determine if
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these restrictions should be modified, removed, or reaffirmed. sac's eva 6
ustion should include whether trading restrictions hamper the develop-
ment and use of more Innovative trading systems and limit
marketmalg capital. It should also amess the coneuences of forcing
exchange members to conduct their after-hours trading in foreign mar-
kets. If sac decides against removing the restrictions, GAO recommends
that sac consider the effect of these restrictions on a periodic basis to
keep pace with the rapidly chanin marketplace. (See p. 32.)

GAO recommends that sEC do a comprehensive evaluation of the
Intermarket Trading System. sec should address the system's opera-
tional efficiency, effect on intermarket competition, and capabiity to p
handle future market crises. (See p. 40.)

GAO recommends that sac closely monitor the exchanges' progress in
developing a market linkage system for options trading. If sac deter-
mines that the exchanges are not making sufficient progress, GAO reconr
mends that SM direct ccnstrudWct of a linkage system. (See p. 49.)

A ency Comments GAO provided copies of a draft of this report to sac for formal comment
(contained in app. I1) and to each market mentioned in the report for
informal review. In general, mc noted that the report wa well balancec I
mc a$reed that the ssues raised in the report are important national
market system houes that require careful scrutiny. sac agreed that the
effects of trading restrictions on after-hours trading should be reopenec
but disagreed with the need for a review of the effect of trading restric.
tions durin normal exchange hours. mc indicated that a review of the
restrctions' effects durin norma trading hours is complicated and w& 0
don in 1979. sac also indicated that it should not remove these trading
restitions until market participants determine that the resulting mar-
ketplace will be better than th exwst exchang marketplace. (See
pp. 56461.)

GAO believes that the trUladg restriction issue, both for after-hours and
nmnal hours trading should still be reopened. GAO agrees that the issue
is complex. However, the market has chu d significantly since 1979
and market Participants may not have the perspective needed to view
the US. maketpla as a whole.

Each market requested that minor changes be made to clear up a few
technical Inccuraces In general, the exchanges did not endorse a
review of trading restrictions. However, officials from each market saic
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GAo used sound logic to reach its conclusioes. In addition, market offi- *
daias generally commented that the report was well balanced and fair.
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The 1987 stock market crash raised questions regarding the efficiency, 1
liquidity, and fairness of the US. securities markets. Numerous reports
and articles criticized the performance of U.S. trading systems during
the crash. Some market experts commented that changes are needed to
address what they perceive as major structural and operational defects
highlighted by the crash.

Designing the appropriate trading structure for the U.S. securities mar-
ket has generally been left to the marketplace. However, the Securities
Acts Amendments of 19756 ' 1975 Amendments" or "Amendments")
mandated sweeping changes in how the markets fbnction and intro-
duced a concept called the national market system. U.S. trading system j
and operations have been significantly influenced by the actions the
markets and the Securities and Exchange Commission (s~c) have taken
in response to the 1975 Amendments.

Market Crash Raised Various studies of the 1987 market crash by GAO,2 a Presidential Task
Force, and sWc4 criticized specialist' performance in exchange markets,

Questions Regarding market maler" performance in the National Association of Securities

the Efficiency of U.S. Dealers (NASD) over-the-counter (orc) market, and the overall perform-

Trading Systems ance of trading linkages among the various securities markets. The
exchange markets and mWAm have taken steps to address the deficiencies
highlighted in those reports, but the basic trading structure remains th(
same. Some market participants and outside experts said the 1987 cras
exposed the need for major structural changes to address operational
defects, such as insufficient specialist and market maker capital, tradir
halts resulting from buy and sell order imbalances, and reliance on inef
ficlent trading systems. Some have recommended an automated trade
execution system similar to those currently used for certain stocks in
foreign markets such as Toronto and Tokyo.

'Pub. I. No. 94-2, 89 STAT. 97, June 1975, (codfied, M amrnid, In .attud inetem of IS. tLS.C.

'Fhmmca NarheW Prefthmy OheseWdm On the Oretber 1987 CrM, (GAO/GGDM8-38. Jan.

:Db2 1ofM Predwia- Tak Fe m Ma re Msedsgmaw Jwmuary 1908. This i often referrec

to a tw U-as"y Omg" repat

'The OcA1t107ber lP Busd. A Rspmr by O1w DIvkeu of Karlut DepiAtlam, U.S Securhtis aif

-*esdmkat awe resaRMOibe for madft fbk ai orderly mam n do*weO stocks ond the
"as=huit floor.
"rMan mht s,• abs rheferred tor dsdmllT ami ml W$u In th NA owthc er mark~et



Market regulators have also expressed concern about the structure of
the markets. Officials from two of the three largest U.S. markets have
said the market crash experience and anticipated changes in the market-
place require a special study, similar to the one done by sW in the early
1960s. In April 1968, the Chairman of the American Stock Exchange
(AX) called for appointment of a special Commission to do a 2-year
study of U.S. securities markets, because each marketplace is nurturing b
its own innovations without examining the whole trading system." In
July 1988, a special committee of NAM. reMommnmded that an indepen-
dent, congressionally sponsored spial study of the securities markets
be undertaken, a position supported by NA. In December 1989, Phila-
delphia Stock Exchange (P=Ilx) and Pacific Stock Exchange (psE) offi-
cials, when commenting on a draft of this report, said they supported a
similar comprehensive study. Also, in November 1989, the New York
Stock Exchange (NWE) announced its creation of a "blue ribbon panel" to
study ways to control excess volatility in the marketplace.

Congress has also recommended a comprehensive study of the securities
markets. In 1988, Congress found that "federal securities laws, rules,
and regulations have not undergone a comprehensive and exhaustive
review since the advent of the modern international, institutionalized
securities market."'' Congress required sEC to make a study and investi-
gation of the adequacy of federal securities laws, rules, and regulations
to protect the public interest and the interests of investors. Congress
further directed sEc to study the factors impeding the fairness and
orderliness of the securities markets and those impeding improvements
in the breadth and depth of the capital available to the markets. How-
ever, Congress made this study subject to the availability of funds
appropriated to it specifically. According to sWc officials, as of January 0
1990, Congress had not appropriated the $5 million to sac, as outlined in
the law, for this study.

The securities markets have continued to experience periods of signifi-
cant volatility since the October 1987 crash. On October 13, 1989, the

11w~i~ia Su~of scr~lssMmue~f 1w ecr~ma idExcine onmajm.April

"*spech endted "After the Cru - A Look Ahed" by Arthur Lvz, Jr., Chauran, Anwmnw Atxk
EfthW, Wore the blbmAd Prem Chu). Whlhrem, D.C., Aptd 5, 1968.

o•dW JW 1M"(M " tt~udC~m t td•ikbow T,•k Force on the •ualt of Make

"'UM T0d811110 ad fmurtti Fraud Esfeeemmt Act of116, Pub. L No. 100-704. 102 •TAT.
4677, Novembsr ISM9 (codfled a mmsdd, bi 'mmsedmie of 15 V'&C.).
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Dow-Jones Industrial Average fell 190 points--the market's second *
largest decline in history. On the next trading day, the Dow-Jones Indus
trial Average, after being down 63 points, closed up 88 points, the mar-
ket's fourth largest gain ever.

CosonW The most recent and significant legislative impetus for major change in I
the U.S. securities markets came by congessona directive in the 1975

Maeureto Develop an Amendmen. The Amendments resulted in Congress'
Efficient, Competitive, most comprehesive restructtuing of the competitive and statutory

and Fair Trading surrundi the securities marke, the securities industry,

System and public investrs since the 1M . 0
The Amendments addressed changing market conditions and regulatory
deficiencies. These included the increasing role of the institutional inve
tor, the negative impact of a fixed-commission rate system, the fragmen
tation of the market,II and a fimancial crisis in which numerous broker/
dealers failed due to their inability to handle increasing paperwork fron 6
the rapidly rising trading volume. More importantly, the legislation
sought to improve the efficiency of the US. securities markets for
future years. In passing the legislation, Congress recognized the securi-
ties markets as an "important national asset" that must be preserved
and strengthened. The conference report cormpanying the legislation *
explained that

"The increasing tempo and magnitude of the changes that are occurring in our
domestic and international economy make it clear that the securities markets are
due to be tested as never before. Unless these markets adapt and respond to the
demands placed upon them, there is a danger that America will lose ground as an
international financial center and that the economic, financial, and commercial
Interests of the Nation will suffer."1:

In the Amendments, Congress called for s8c to facilitate the establish-
ment of an effilcent, competitive, and fair national market system for
securities. Congress considered the national market system to be an
evolving concept that requires adjustments as market conditions and
technology change. The Amendments set the following five broad objec-
tives for the markets to address:

"A aWI is k •fam*md Wlhm orduw f•r tm I•11s• utot dinigud Iknud t wherte
HIm and oftim a•e Im n m ,to se•lm. hThIs aummmlam ramit in a m t that d=a nut

'•2l•. cod. ftx No. 229, 94Mh COS, lot =L• 91, op lwwd in 105I U.1 Cafe Cow4 Adr.NM
lob, 8
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"* economically efficient execution of securities transactions;
"• fair competition among market participants;
"* the widespread availability of quotation and trade information;
"* the practicability of brokers executing investors' orders in the best mar-

ket; and
"* the opportunity, consistent with the above provisions, for investors'

orders to be executed without dealer participation.

In addition, the Amendments called for sac to review all existing and
proposed rules of national securities exchanges and to remove any rule
imposing a competitive restraint that was neither necessary nor appro-
priate in furtherance of the Securities Exchange Act of 1934. In this
regard, Congress specifically highlighted exchange rules limiting or put-
ting conditions on exchange members executing trades away the
exchange floor.

These objectives are very broad and are subject to various interpreta-
tions. Generally, however, Congress wanted securities trading to occur
in the market with the lowest possible transaction costs and at the best
prices available. The securities industry and sac embarked on major reg-
ulatory and structural changes to meet the objectives of the 1975
Amendments. These changes, which substantially influenced the current
market structure, included eliminating fixed commission rates charged *
by broker/dealers; developing a coMolidated tape system,1' a consoli-
dated quote system," a last-sale reporting system for NABO Automated
Quotations system (NAmQ) stock, and the Intermarket Trading System
(my, and removing certain exchang-imposed trading rules that limited
competition. An overview of today's securities markets is contained in
a-pend I.'1%

Objectives, Scope, and We undertook this review as an outgrowth of our work on the stock
market crash of October 1987. Our objective was to identify whetherMethodology further actions are needed to enhance the efficiency, competitiveness,
and fairness of current trading systems as called for by the goals of a

"fl4UaxwWMum tap syam coN@= "i 9'ky 3w Mi uvawbsw isis r&UAluimofmont
exdwmmg.hf asoim. Som Nodw owud a*l an a tqlaml excharw not In ths mumt..

1
4
1DWc 0 mI- q-Ia- sII mbs C tgIu bI•mI anm I - rs dia% Vmd Ieuritim
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national market system. We reviewed the overall structure of the nmr- *
ket amd the trading linkages connecting individual markets, rather than
the soundness of trading systems at any one market.

We discussed market structure issues with federal regulators, exchange
and over-the-counter market officials, market professionals, institu-
tlonal investors, and academics. We evaluated what should be done to
address the most important national market system issues they identi-
fied. These issues are: (1) whether existing exchange-imposed trading
restrictions need to be modified or removed; (2) whether the rM operate
as efficiently and fairly as practicable; and (3) whether new systems ar
needed to assure that the competitive benefits of multiple listing of
options are achieved. However, we recognize that other factors affect
market structure, such as the practice of broker/dealers paying for
order flow, the new "basket of stocks" products traded at certain
exchanges, the proposed trade-reporting plan to allow for exchange
trading of over-the-counter stocks, and the registration of proprietary
trading systems. Although we discussed the potential effects of these *
issues with market officials and participants, we include them in this
report only as they affect our three primary issues.

In doing this review, we visited and interviewed senior officials at the
NwE, An=s, Blootom Stock Exchange (ME), Cincinnati Stock Exchange p
(cSE), Midwest Stock Exchange (Ms), PM, P=oLx, NAS, and Chicago Boar,
Options Exchange (cmon) to ascertain their opinions on the current mar-
ket trading structure. We also interviewed officials of the Toronto Stoci
Exchange (m) to inquire about their automated trading system. We
interviewed specialists at each stock exchange and toured all the stock
exchanges' trading floors. We also spoke with exchange floor brokers P
and NAsmQ market makers. We interviewed officials of firms doing busi
ness in the third and fourth markets. We reviewed the minutes of ITS

meetings at which market participants and market officials discussed
their concerns.

We interviewed officials of sic's Division of Market Regulation and
Office of Economic Analysis, an sic Commissioner, and former s• offi-
cials. We reviewed numerous sic Dockets that identified sc actions
intended to facilitate the establishment of a national market system.

We interviewed the heads of equity trading at 21 institutional investors 1

in seven states, including money ft firms, banks, and pensior
funds, to obtain the perceptions and experiences of those who are majoý
market participants. We also interviewed the heads of equity trading of

21,
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many of the lag broker/dealer firms as well as thoee at some mid-
sized and regional finrs. In addition, we interviewed officials of securi-
ties information processors and vendors.

We contacted some participants on the original panels that were organ-
ized by Congress or smc to develop plans to meet the goals of the 1975
Amendments. We also contacted several people from the academic and
broker/dealer communities who have been associated with the national
market system concept since its inception.

We provided copies of a draft of this report to ac for formal review and
comment. sic's comments and our response to them are contained in
appendix U; our evaluation of sec's comments is at the end of chapters
2, 3, and 4. At the same time we provided a draft to sc, we asked offi-
dals of NWE, tASD, AM, ME, MU, MULX, BM, Cw, and CM to review the
report draft and provide us with their reactions and informal comments.
We then discussed the draft report with officials from each organiza-
tion, either in person or by telephone.

The preponderance of comments we received concerned NUE Rule 390
and the multiple listing of options. One common component of the
exchanges' and xASD's comments was that we had tackled extremely
complex issues and produced a report that was fair and well balanced.
This point is reiterated by sic in its formal comments to the report.

Our audit work was done between June 1968 and May 1989 in accord-
ance with generally accepted government auditing standards.

f

"• "i- .- , • : :...i .,i_ i/ -i • ... ....,,., .•• -•i ::•:i• ;:• i: :•, •.- .•: I•;I? • •.•.•: • i~o .. .• :•.i :i .... . . ..... • • I



Chapter 2 P

S Needs to Periodically Address Effects of
Trading Restrictions

The 1975 Amendments mandated that sEC eliminate any exchange trad- 0
ing restriction imposing a burden on competition that did not serve a
regulatory purpose. In 1975, and again in 1980, sEc removed certain
trading restrictions, but significant restrictions still remain-most
predominantly N'SE Rule 390 and its equivalent on other exchanges-
which prevent exchange members from trading many stocks away from
the exchange markets. p

These restrictions could (1) limit the amount of marketmaking capital
available to respond to heavy selling pressure such as was experienced
in October 1987; (2) limit price competition, thereby preventing inves-
tors from receiving better prices; (3) inhibit the development and use of
more innovative trading systems; and (4) drive trading overseas. On thiw
other hand, these restrictions may be necessary to preserve a central
auction market, to prevent market fragmentation, and to continue effi-
cient and effective market operations. The markets have changed sub-
stantially since 1980, and sEc needs to reevaluate the effect of existing
trading restrictions now and, to the extent restrictions remain, on a peri 0
odic basis in the future.

SEC Took Action to In response to the 1975 Amendments, SEc acted quickly to address the
trading restrictions issue. In 1975, SEc allowed exchange member bro-

Remove Certain ker/dealers to route customer orders to non-exchange member firms foi 0

Trading Restrictions execution, a practice formerly prohibited by exchange-imposed restric-
tions.' This rule provides exchange members with an alternative place t
execute agency trades," called the third market, rather than only execut
ing such trades on the exchange floor. For example, Charles Schwab &
Co., a large discount broker and N=s member, may execute trades on
behalf of its customers, not only at N-E or a regional exchange, but alsc
at Bernard L Madoff Investment Securities, a third market maker who
is not a NME member.

In 1977, sec proposed removing all remaining trading restrictions.', sc
received over 200 comment letters on the proposal from the exchanges, 0
KMsD, broker/dealers, investors, issuers, the Department of the Trea-
sury, and other interested market experts. The proposal was harshly

'SEC Rule 19ci-I. IC.F.R. 240.19L-i (193).

'Amncy trad1 ame wher a brker/deadw er etuA trade trough aother broker/dealer im behalf 0
ofacumfr.
3PI 38C Rule 19c-2. 42 Fed.N.t. 33510 (to be odfd at 17 C.F.R. 240.19c-2Xpropowd June
23, 1977: wlthawn June 18. 1960).
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criticized by most respondents, especially by the exchanges and
exchange broker/dealers. None of the exchanges submitting comments
to swc favored the proposal. Am= considered It to be "the most crucial

step the Commission has considered in four decades." The consensus
among the exchanges was that removal of the restrictions would cripple
the existing exchange structure. The resulting marketplace, they pro-
jected, would be characterized by fragmented dealer markets where
market makers internalized order flow," best execution of orders would 0
be nearly impossible to assure, and the resulting marketplace would cre-
ate a significant regulatory challenge. While PiLX was not opposed to
removal of the trading restrictons, It stated that siC's decision to elmi-
nate the restrictions was untimely because systems were not in place to
adequately disseminate trade information.,

NAM and the Department of the Treasury argued in favor of the propo-
sal. MW stated the rule would increae market making and competition
for exchange-listed stocks, although it suggested that substantial order
flow would probably remain on the exchanges. While the Department of
the Treasury supported the potential for increased marketmaking, it
cautioned sic that removal of existing restrictions should be conditioned
on implementation of a nationwide quotation system, and that the
resulting marketplace should be closely monitored. sac, citing the possi-
ble "dramatic and radical effects" of adopting this change, withdrew the
proposal in 1960.

Instead, sc adopted Rule 19c-3.. This sC rule allows exchange member
broker/dealers to execute trades off-board, sometimes referred to as "in-
house," in NM stocks listed after April 26, 1979. Therefore, a broker/
dealer can execute a customer order for such a stock against the firm's
inventory or against another customer order, rather than take the order
to the exchange floor for execution.

uc stated in 1960 that because Rule 19c-3 would only apply to a limited
number of securities, it would not significantly affect the existing struc-
tore of the securities markets. sic's forecast was accurate. Rule 19c-3

p

4 NUE, AM, W &HLX. ps. p S=W and C9OM

• urOMnmO lr flow ref" tOW IWae brw/dRlusmcigmg• emWmer inmr by buyfn a
ak hfta twhir o•wn aean without uekig the orden to bidea d offers eltowere.
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has had little effect on trading patterns. Two explanations are com-
monly cited as reasons why broker/dealers have executed relatively fei
trades in Rule 19c-3 securities. The first explanation is that broker/dea*
ers found that the rule did not encompass enough quality stocks to jus-
tify their changing established internal systems to accommodate tradin
of newly listed stocks tn-house. The second explanation is that broker/
dealers preferred to execute trades on the exchange floor rather than iu
house.

Significant Rule 390, Am Rule 5, and similar rule at four regional stock
Sgifc t exchanges impose restrictions on where their member firms may trade.

Restrictions Remain Simply stated, these rules prohibit exchange member broker/dealers
from making markets in many exchange-listed stocks off the exchange I
floor. These rules are generally referred to as off-board trading restric-
tdons. An effect of these restrictions is to restrict exchange member bro
ker/dealers from competing with exchange specialists in making
markets in exchange-listed stocks. Many of Ni's active stocks, includ-
ing 89 of its 100 most active-such as Exxon, Ford, General Electric, *
General Motors, and IBM---are covered by the Rule 390 restrictions.,'

One further consequence of N- Rule 390 is that it prevents exchange
members from executing certain trades of exchange-listed stocks in the
domestic orc market even when U.S. exchanges are closed. Yet,
exchange members are allowed to execute these trades in foreign mar- 0
kets. N•E interprets Rule 390 to allow a member firm

'Ito) trade i principal or as age.t in any listed stock on any organized exchange ir
any foreign country at any ume;,I and outsde of exchanSe trading hours. [to) trad,
as principal or agent In any listed stock in a foreign country over-the-counter.''2
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No Comprehensive SWc stated in its p~ublic releas adoptling Rule 19c-3 that, because the
trading restrictions Issue is important to the evolving national market

Review of Trading system, SC expected to reexamine the issue priodically in the light of
Restrictions Since future market developments. sac discussed the effect of trading restric.
1980 Despite Major tions on after-hours trading in 1966. However, sac Division of Market

Regulation and Office of Economic Analysis officials told us that sa's
Changes in the Market last comprehensive review of the effect of trading restrictions on the I

domestic market occurred in 1980 as part of the approval process for
Rule 19c-3. a The markets have changed significantly since then.

sac's 1980 action in approving Rule 19c-3 did not satisfy the House Com-
mittee on Interstate and Foreign Commerce. In its report reviewing sac's
actions to implement the national market system goals contained in the *
1975 Amendments, the Committee stated that

"*The Congress directed the SEC to report on the competitive impact of such rules.
and to begin proceedings to eliminate such restrictions. Placing the ultimate decision
in the Commimion's hands provided the flexibility to deal with problems that many
argued would arise upon elimination of the off-board restrictions. But, despite the
flexibility as to timing and the development of necessary related rules, it is nonethe-
less clear that Congress intended such anti-competitive rules to be eliminated."s1

The Committee further noted in its 1980 report that "despite the funda-
mental purpose of the 1975 Amendments to eliminate unnecessary
restraints on competition, these restrictive rules and practices, although
modified, continue in place." In the opinion of the Committee, swc had
"failed to fulfill its obligations with respect to anti-competitive rules and
practices." Despite this criticism, sa has taken no further action on
these trading restrictions.

In 1986, sac's Division of Market Regulation, in responding to a Commis-
sion initiative concerning the incresing inteaon of the
securities markets, raised the issue of after-hours effects of Nvw. Rule
390. The Division recommended that the Commission send a letter to
N-E requesting the exchange to "consider lifting its off-board trading
restrictions (Rule 390) on after-hours trading." The Division presented
this recommendation to the Commission at an open meeting on interna-
tionalization on May 22, 1986. Although no formal vote of the CommLis-
sioners was taken, only one Commissioner supported the Division.

"Aithcu• SOCreviewed maim S udmhaaue ims Iw i rini an dhe 1907 market crash. it
&d nt saly- te effeMt of Rule W an tie amh.

"Nom Comm. an lhtratae aed la Cameswr. 9 Cont. 2d Sam, Nsatfion Maket Sy.item:
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At this open meeting one Commissioner was the most outspoken oppo-
nent of the Division's recommendation. Among other points, he ques-
tioned whether the rule was anti-competitive, whether there was any
substantial demand for after-hours trading, and whether it should be
considered odd that an exchange should have a rule to control its mem-
bers' trading even after-hours. The Division contended that sw has
found Rule 390 to be anti-competitive for 10 years and the only questiot
about the rule was whether it was a justifiable burden on competition.
The Division further contended that $1004150 million of daily after-
hours trading volume in U.S. securities occurs in overseas markets and
that it is odd to have a restriction in place when the market it suppos-
edly protects is not available for trading. They concluded by saying that
Rule 390's application to after-hours trading has "no perceived bene-
fits." The Commission rejected the Division's recommendation to send
the letter to m but, rather, instructed the Division to maintain a dia-
logue with NMSE on this issue.

In a recent speech, the Director of the Division of Market Regulation *
revived the issue and questioned the wisdom of having Rule 390 apply
to after-hours trades.'" He said that this after-hours trading, while only
a small percentage of U.S. daily trading volume, can be significant. He
further stated that these trades are done in foreign markets because
exchanges, through off-board trading rules, do not permit their member
to execute such transactions in the United States off an exchange floor. *
Since no U.S. exchange is open at these times to accept trades, broker/
dealers execute the trades in foreign markets. In addition, these trades
are never reported to sEc or the exchanges and, thus, are not subject to
US. regulatory oversight.

These recent statements continue to support the Division's 1986 positioi
on Rule 390's application to after-hours trading. In its 1986 memo to th(
Commission, the Division of Market Regulation, in calling for the
removal of Rule 390 on after-hours trades, found "no justification for
maintaining this artificial pressure on U.S. firms to trade with U.S.
investors overseas." The Division also stated that overseas trading is
done in markets where U.S.-style investor protection and anti-manipula
tive rules are lacking. The Division further noted that these trades are
beyond the surveillance reach of U.S. exchanges and sEc.

'md by Udwd G. Kmcu a &ohm WaL Smawl Wk. td Inl•eMt-Pawkrd uemmar
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Since swf's comprehensive review of trading restrictions in 1980, the
U.S. equity markets have changed substantially. Trading volume has
soared on the exchange and NAsMQ markets. In 1980, the total trading
volume on U.S. exchanges was 15.5 billion shares; in 1989, that volume
jumped to 53.5 billion shares. Similarly, trading volume in the NASDAQ
market rose from 6.7 billion shares in 1980 to 33.5 billion shares in
1989. In addition, institutional investors account for continually increas- 0
ing trading volume. In 1988, large block trading at the fi---a measure
of institutional participation-accounted for almost 55 percent of NvsF.
share volume, up from about 29 percent in 1980. Also since 1980, the
growing use of derivative products, such as stock options and futures,
has contributed to a complex market structure in which sophisticated
investment strategies abound. As shown by the 1987 market crash, the
stock, options, and futures markets are inextricably linked. Finally, the
US. marketplace faces additional challenges as overseas financial mar-
kets grow in importance and the world's financial markets become
increasingly interdependent.

Extensive Securities industry participants and outside experts have sharply differ-
ent perspectives on the merits of trading restrictions. The issue is corn-Disagreement About plex. However, there is no question that the restrictions help maintain

Effects of Trading the current market structure and that removing the restrictions could
substantially alter the way exchange-listed securities are traded, includ-RStflCtlOIL5 ing the possible elimination of trading floors and specialists. Critics say
the restrictions have a substantial adverse effect on levels of
marketmaking capital, price competition, and incentives to develop and
use automated trading systems. In addition, critics assert that the
restrictions are forcing exchange broker/dealers who want to trade
after-hours to do so in foreign markets. Supporters of the restrictions
argue that the restrictions are pro-competitive because they concentrate
supply and demald for stocks in a central market and preserve an auc-
tion trading system. This, they argue, provides investors a better oppor-
tunity for receiving superior share prices on their stock trades.
Supporters also point to the trading system enhancements made in the *
last decade as proof that system developments are not being retarded by
the restrictions.

Marketain Capitl Perhaps the most significant criticism of the specialist system relates to
the inadequate amounts of capital specialists had to handle extraordi-

nary trading demands during the market crash of 1987. smc, in its report
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on the market crash,'" found that while specialists, in the aggregate, per-
formed satisfactorily, a disturbing number were either net sellers or
only small net buyers on October 19, 1987.'1 This performance was con-
trary to what many believed to be the specialists' affirmative obligation
to buy when other buyers do not exist. The Brady Report concluded that
"from the final hours of trading on October 19 through October 20, a
substantial number of N= specialists appear not to have been a signifi- p
cant force in counterbalancing market trends."" 1

Two of the nation's best capitalized exchange broker/dealers told us
they would commit more capital to make markets'" if N=SE Rule 390 was
removed. N=SE Rule 390 restricts exchange broker/dealers from using
their capital to make markets in many stocks off the exchange floor.
This additional capital could increase competition for specialists in nor-
mal times and ease pressure on specialists in a crisis such as the October
1987 market crash.

Supporters of NYSE Rule 390 emphasize that the rule does not prevent 0
large exchange broker/dealers from becoming specialists on primary or
regional exchanges and using their capital to make markets in their
assigned stocks. For example, Merrill Lynch, PaineWebber, and Bear
Stearns are specialists at N=E."' N= modified its rules after the market
crash to encourage large broker/dealers to be specialists. ,mS's rationale
was that broker/dealers, by becoming specialists, would bring additional 0

tarketmaking capital to the exchange floor. In addition, after the mar-
ket crash, NUE increased the minimum capital requirements of special-
ists from $ 100,000 to $I million and tripled minimum share position
requirements. %ISE also strengthened performance evaluation standards
for specialists. 0

"4e Ocober 1967 Iarket Break. A Repo nt by the Divison of Market Pegulatitn, U.S. Securiems and
g Mi=-6ami ' PWOF19". p. XEVI

'-SEC aso detalem NASDAQ market maier Performan durtif the markit crh. As wth exhae
secdalbts, marketsMalmfi had uet em naryl ot to r keut rnmponWb- 0
ties. SWC found among other things, that many marbet makers withew fom usif the NAN9D aujo.
matic execution symem and. In some cow wihdrew from making markets in no -tocm ahtgether.

""Report of 1he Presdentil Task Force on Marist Mechnier1 , January 1986, p. 50.

"'Markit maklng refers to brokerldesuers using their own stoci Inventoy and cap•ita to trade with
cunomers ad other broker/d~eae

"--Al exchanves with a speciaft system nsow have larg brolmr/doaler spedalkes. For example. mtE
has Merril Lynm. Dean Wifer and FPeord Awn ha Merrill Lynch end Ber Searns ME has
Merril Lynch and Pershig PSE hM Merrill Ly. Sheaswon Leunan Hutton, amd PaineWebber. wW:
PHLX has Dean Witer and Pershing.
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Supporters also told us that Rule 390 does not prevent member firms
from functioning as upstairs market makers;" in block trades-large
trades generally involving 10,000 shares or more-provided that the
trade is routed to an exchange floor for execution. These upstairs-thai
is, off-the-floor-market makers find institutional customers to take tht
other side of a trade and commit their own capital, if necessary. to com-
plete a transaction. m granted broker/dealers this authority to
arrange-but not execute-block trades in the 1960s because specialist I
were experiencing difficulties handling the growing number of large
orders due to insufficient capital. As shown in figure 2. 1, block trades,
an indicator of institutional participation, have grown significantly at
N= since 1975.
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In addition, Nu began trading a "basket of stocks" in October 1989.
This basket productu trades in units valued at about $5 million. In a
break from Its relianc on specialists, r,'z primarily uses competing
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market makers to trade the new product. Exchange broker/dealers, act-
ing as competing market makers for the basket product, will be provid-
ing additional marketmaking capital to the him floor. Ns, in its
submission of this proposal to sec, indicated that this additional capital
should help address concerns about exchange specialists not being able
to provide sufficient liquidity and depth to the market, particularly to
handle the large orders of institutional investors. As of January 3 1,
1990, trading volume In basket units totaled 187, an average of just 0
under 3 a day.

Price Competition A major argument for removing trading restrictions is that they prohibit
member broker/dealers from competing with exchange specialists. Some
broker/dealers and academicians assert that these restrictions give spe- I
cialists an unfair competitive advantage over exchange member broker/
dealers by eliminating their marketmaking competition. If member firms
were permitted to compete with exchange specialists in all exchange-
listed stocks, some broker/dealers and academicians assert that quotes
would be narrowed and investors would obtain better prices. Officials of
the N&AD market, which is comprised of competing market makers, sup-
port the view that removing such restrictions as NI'E Rule 390 would
increase the number of market makers, thereby creating a more compet-
itive market for listed securities.

Conversely, supporters of N= Rule 390 argue that it is not anti-compet- 1

itive but, rather, pro-competitive. They contend the rule is pro-competi-
tive because it centralizes order flow in exdchnge-listed stocks. In 1988,
for example, 98 percent of domestic share volume in NM stocks was
traded on linked markets. Officials of N-E, Anm, and most of the
regional exchanges said trading restrictions limit the market fragmenta- *
tion-the dispersion of orders among unlinked markets-that would
occur if the orders were executed in-house by broker/dealers without
exposing them to the exchange market. They added that market frag-
mentation of order flow, in turn, can have a serious, adverse impact
upon price discovery-" by reducing the extent to which buy and sell
orders for a stock interact in one location or within a linked market-
place. This market fragmentation could result in investors not obtaining
the best prices available for their orders.
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Many primary and regional exchange officials, broker/dealers, and insd
tulonal Investors also argue that if the restrictions were removed, the
auction market might be replaced by a dealer market because large
member firms might abandon exchanges and execute customer orders
themselves. If this occurred, the benefit of an auction market, which
allows investor orders to meet directly, without the intervention of a
dealer, would be lost. An auction market differs from a dealer market-4
in that a customer order is exposed to the buy and sell interest in the
marketplace and can be matched with other customer orders.

N=E officials point to the problems experienced recently at the Interna-
tional Stock Exchange in London as indicative of trading without a Rukl
390. In October 1986, the London exchange experienced "Big Bang,"
which led to the virtual end of the trading floor in favor of an orc trad-
ing system. The result, NW officials contend, is a severely fragmented
market with diminished liquidity and a lack of firm quotes.

I
Exchange officials and some market participants argue, therefore, that
customers in the exchange auction market have the opportunity to
obtain better prices than those quoted by dealers. The reason for this is
that trades are often executed between the bid-ask spread that the spe-
cialist is quoting. For example, N= statistics show that about 32 per-
cent of Nus trades during the March 22 to May 30, 1989, time frame
were executed between the quoted bid and offer prices.

Automated Trading Trading restrictions may hamper the development and use of more eff.
Systems dent automated trading system than now exist. Automated trading I

systems may result in lower trading costs and may expand the opportu
nity for investors to trade directly with each other. Some broker/dealei
assert that the ability of member firms to make markets in all exchang(
listed stocks away from exchanm floors would serve as an incentive to
the securities industry to create and use more highly automated tradinj
systems Exchange broker/dealers might develop automated systems t(
execute customer orders in-house, a trading practice that the restric-
tions prohibit. To respond to such a competitive challenge, the

21b a ddw ar, cusonr n i mdtsd mad medmi d Urn dsi's inventory. At
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exchanges might develop more efficient, perhaps fully automated, trad-
ing systems. Some market participants consider efficient automated sys-
tems to be essential if U.S securities markets are to remain competitive
in an increasingly global and electronic trading environment.

Some market consultants proposed a fully electronic trading system that D
does not require an exchange trading floor.A While initially proposing
this system in response to the 1975 Amendments, these proponents
argued strongly after the crash that an electronic trading system would
have functioned much more efficiently and would have provided much
more liquidity and market information during the market crash by per- b
mitting investors to trade automatically and continuously. Their pro-
posed system would allow all buyers' and sellers' orders to meet through
electronic intermediaries at all times; no trading halts resulting from
order imbalances would be declared.

Automated trading systems that allow off-the-floor trading are being
increasingly employed by major foreign securities markets. In a Febru-
ary 1989 speech, former sEc Chairman David Ruder observed that one
of the more notable foreign automated execution systems was instituted
at the Toronto Stock Exchange in 1977." Toronto's Computer Assisted
Trading System (CATS) is a screen-based automated trading system. CATS
automatically matches and executes buy and sell orders based on the
prices stipulated and the time orders are received.V As of February 1,
1990, cATS was used for approximately 840 of the 1650 stocks listed at
Toronto and accounted for about 22 percent of overall trading volume'

The Tokyo Stock Exchange, which recently surpassed NUE as the largest
stock exchange by volume in the world, has a system similar to CATS.
Tokyo's Computer Assisted Order Routing and Execution System (conis)
permits the automated execution of orders entered by traders from their
offices. In 1989, this computer assisted execution feature covered 1566
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of the 1716 stocks isted at the exchange mad accounted for 44percent *
of total trading volume. However, the 150 most active stocks are still
traded in the traditional way on the Tokyo trading floor.-'

Dr. William Freund, a former ,- chief economist, argues that the lack
of more highly automated trading systems could put US. markets at a
disadvantage if 24-hour trading begins in foreign markets. In a Decem-
ber 1968 speech at an American Economic Association conference, he
said that

"'The floor of the MUE suffers from a major disadvantage in terms of international
stock trading. It is difficult to extend trading hours because of the people-intensive
nature of the operation.":"'

Exchange officials disagree that Rule 390 inhibits development of auto-
mated trading systems. These officials note that they have adopted
automated exchange trading features. For example, N=E has invested
more than $150 million in SuperDot-a network of electronic order
processing and post-trade systems that provides a communications link
between a member firm's trading operations and the HUE trading floor.
Amex filed a rule change with sec in May 1989 requesting, among other
things, approval to begin an automatic execution system for many of its
stocks. This aspect of the rule proposal is under sic review. The five
regional exchanges have systems that automatically execute small
orders.3" These orders are executed at the best bid or offer displayed in
the consolidated quotation system.

sac officials point out that Rule 390 has not prevented fully automated
trading systems, such as cag's National Securities Trading System (srs) I
from operating without a trading floor. Market makers in xms can be
located anywhere in the United States and do not require a physical
presence in Cincinnati. caE member firms can have their orders executed
by these market makers instantaneously through the Nwrs. In addition,
Instinet and Jefferies and Co. operate fully automated trading systems
that allow institutional investors to trade directly with each other.

-%Dat pavid by' "h Tokyo tock Exchmg.I
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.US Rule 390 does not prevent non-exchange members from implement.
ing automated systems. Bernard L Madoff Investment Securities, a bro-
ker/dealer that is not a member of NW, makes markets in 250 of xsE's
most active stocks. Madoff guarantees its customers automatic execu-
tion at the best advertised bid or offer price quoted on the consolidated
quote system for up to 3,000 shares.

In a June 16, 1969, speech, the Director of sc's Division of Market Reg-
ulation questioned whether automated trading systems will become the
preferred manner of trading. He stated that

"Trading systems which provide for the automatic execution of quotations create
new market making risks which are not aesociated with face to face or telephone
trading. Automatic execution exposes market makers to the risk of being 'picked
off by other market professionals before they can respond to news or changes in
other participant's quotations. This 'pick off risk may discourage market makers
from trading in size and, as a result, reduce the potential depth and liquidity of any
such system."'•'

Investor preference may have a larger impact on automation than trad-
ing restrictions. sac officials note that U.S. markets are not more auto-
mated because many institutional investors prefer negotiating trades
over the telephone. In the above cited speech, the Director of sac's Divi-
sion of Market Regulation said that many institutions like the flexibility ,
of working their orders gradually on an exchange floor without their
interest in the stock being disclosed all at once. If institutional investors
become dissatisfied with the exchanges, they are free to shift their trad-
ing to a proprietary trading system, such as Instinet, that provides fully
automated trading or eliminates broker/dealer Intermediaries.

Restrictions May Force As previously discussed, NUE Rule 390 prohibits exchange member bro-

Trades to Foreign Markets ker/dealers fron executing trades in the United States off an exchange
floor. As a result, when the exchanges are closed, member broker/deal-
ers execute these trades in foreign nmrkets, a practice permitted by
exchane rules. Were it not for the restrictions, these member firms
could choose to execute after-hours trades as a market maker against
their own, or another broker/dealer's inventory.

9mch eby 2hdAud G. Ketdunm a•l•a m WSeks UeS WW imr Nt. We d 8hwlsl-PaWc4krd semb-ar
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Neither the exchanges or sac collects Information on the volume of after
hours trading of individual U.S. stocks by member firms overseas. How.
ever, the trade volume has been significant enough to prompt WE to
develop an after-hours trading system. In addition, in May 1989, %"w
officials announced their intention to study whether they should
develop an after-hours system.
m's "Secondary Trading Session," approved by -c in October 1989,is

designed to trade portfolios of stocks through an automated system
from 4:30 to 6.00 p.m. wr. m stated in Its proposal to sac that the Sec-
ondary Trading Session responds to the problem of brokers being forcm
by H= Rule 390 to make after-hours portfolio trades for institutional
investors in foreign markets. In supporting its proposal, m stated that
overseas trades "take place without the benefit of sac or exchange over
sight and without the regulatory protections afforded participants in
US. securities markets." m's system to trade this product became
operational in January 1990, but, as of January 31, 1990, no trades hac
been made.

%in is also considering developing a 24-hour trading process should
member firms and institutional investors express interest in such a sys-
tern. Nm officials indicated that they will be surveying these market
participants to determine the extent of that interest. While the officials
estimate that N=u will be stulying this idea over the next 6 to 24
months, they indicate that sufficient interest among market participant
to justify developing such a system may be 5 or 10 years away.

Cnions ge-imposed trading restrictions like N= Rule 390 significantly
affect-some say negatively, some say positively-how US. stocks arc
traded. Ten years ago, in a substa ily different marketplace, se
decided against totally removing the restrictions, choosing instead to
periodically reevaluate them in light of market developments. However
despite the major market developments of the 1980s, including a mark(
crash, no such reevaluation has occurred or is planned.

These restrictions influence: (1) the amount of m capital
available; (2) the degree of price competition in the marketplace; (3) tbdevelopment and use of more innovative and efficient trading systems;
(4) the entraitio of USq. ftran and (5) the preservation of an au(
tion market In addition, because of the restrictions, NH member bro-
ker/dealers who wish to trade after-hours as a principal can only do so
in foreign markets. Because of the potential effects of these restriction-
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mc needs to reconsider whether they should be further modified, I
removed, or reaffirmed.

• dations to We recommen tha the see reope the tradn reticie Lume to
dcettine whether these retio should be further modified,

the Securities and removed, or reaffirmed. One potential modification of the restrictions
Exchange Commission would be the elimination of their applicablty to after-hours trading. If

SaC daides g removing any or all exchange-imposed trading
restrictions now, sFc should consider their continued appropriateness
periodically to keep pace with the rapidly changing marketplace.

D

Agency Com nts and sec agreed with our ecomndaton that the afterhours implications ofOurgevanuation NMB Rule 390 should now be reconsidered. However, scc disagreed with
Our Evaluation our recommendation for a comp e ve review of N Rule 390's (and

similar rules at other exchanges) effects on the domestic market while
the exchange is opm. Neverthelem, becau of saC's egslative mandate,'
its own determination of the need to reevaluate trading restrictions peri-
odically, and the vast changes in the marketplace that have occurred in
the last decade, we continue to recommend such a review.

Most exchange officials did not endorse our I : that the *
Rule 390 issue be revisited. They contended that a review of Rule 390
would be complex and that elimination of the rule might lad to a less
desirable marketplace. However, exchange officials agreed that the logic
used to arrive at our conclusion was sound. NA officials supported our
recommendation. They contend that elimination of Rule 390 would lead
to a more desirable marketplace.

S
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Chapter 3

Internarket Trading System Needs a
Comprehensive Review

The Intermarket Trading System (rrs) has electronically linked the trad- 0
ing of stocks in various marketplaces around the country since 1978.
The exchanges designed rn to meet the 1975 Amendments' goals to
reduce market fragmentation, enhance competition, and allow custom-
ers to receive execution of their orders at the best price available in any
of the linked markets. Former swc Chairman David Ruder characterized 0
rr as perhaps the most visible by-product of the effort to establish a
national market system.

sEC's last comprehensive review of rn operations was completed in
1982. The review covered the system's first 4 years of operation and
examined trading volume, operating efficiency, and effect on 0
intermarket competition. Since 1982, szc and market participants have
changed system operations in response to problems experienced during
the 1987 market crash and more recently in response to ri users' con-
cerns. In addition, between 1979 and 1989, share volume trades over iTs
increased over ten-fold. The number of incrementa changes made to the
system since sWc's last comprehensive evaluation and the increasing
importance of rrs as shown by the dramatic increase in trading volume
indicates the need for sec to again look at overall rms effectiveness and
the extent to which it is meeting its national market system goals.

ITS Links the Markets n• finks the two Primary exchange markets (N= and Amx) with five
regional exchange markets (mE, cw, MM PSE, and PLX) and NASD. Mrs is a
communication and order routing system designed to facilitate trading
of NiB- and Axm-listed stocks among competing markets.' Specialists,
floor brokers, and market makers can view the quotes in other markets
and transmit buy and sell orders--known as "commitmw nts to trade"-
through nrM to other markets that are offering a better or the same
price.2 These orders may be accepted, cancelled, or allowed to expire by
the receiving market.3

Many market officials and experts stated that rn enhances competition o
among the various markets and benefits investors. ITS rules attempt to
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assure that investors obtain the best price available in the system.
Although current measures of investor savings are unavailable, %vE, in
its 1963 Annual Report, estimated that

"the opportunity to obtain a better price in a different market, via ITS, may have
saved individusi and institutional investors as much as 5160 to S170 million since 0
1960."

Some regulatory officials and exchange specialists said that without rrs,
the regional exchanges would have a difficult time competing with the
primary markets for order flow. Viable regional exchanges are impor-
tant because they enhance overall marketplace competition. One indica-
tion of the competition from regional markets is that Ksa's portion of
consolidate trades declined from 87.0 percent in 1978 to 73.0 percent ir
1988. Former SEC Chairman Ruder has stated that r1's enhances the abil-
ity of regional exchange specialists to compete with the primary mar-
kets by providing them with an efficient method for transmitting what I
they consider to be excess positions in a stock to other exchanges.4

No Comprehensive SE published the results of its last comprehensive evaluations of the rrs
in two reports issued in 1981 and 1982.: These reports examined tradingEvaluaion of ITS volume, operational efficiency, and the system's effect on intermarket I

Since 1982 competition during its first 4 years of operation. Since 1982, SEC has con-
tinued to monitor rrs. SEC's standard monitoring activities include
attending rs meetings, approving amendments to the n' Plan,, and
maintaining informal contact with rns participants. sEc also reviewed rrs
capacity problems experienced during the 1987 market crash. In addi- p
tion, swc and ris participants have made other system changes to resolve
specific user concerns.

These incremental changes have been made without any further com-
prehensive evaluation of r's operations since 1982. Such an evaluation
could determine the effectiveness of changes already made, the need for
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any additional changes, and the extent to which rrs continues to meet
national market system goals.

Changes Since the Crash SEc and rFs participants made changes to the system after they expe-
rienced problems during the 1987 market crash. ac reported that the *
high volume of trade commitments routed over ris to N=E on October 19
and 20, 1987, caused capacity problems with the NW printers. There-
fore, numerous trades took more than the required 2 minutes to reach
?,-E specialists and, thus, expired.

In an effort to speed the process, N= has made several changes to the
way rm commitments reach specialists. N= now routes orders received
through its automated order routing system7 directly to the specialists'
electronic display books, freeing up the capacity of its floor printers to
handle rIs commitments, The elctm display books show both markei
and limit orders for each of the speciallst's assigned stocks on a corn-
puter screen. As a further enhancement, N= is planning by early 1990
to route rrs commitments directly to the electronic books, thereby bypas
sing printers altogether. N= specialists could then receive, send, and
re3pond to rrs commitments using the display books. According to N=sE
officials, this change to the display books for rrs orders will shorten NUI
specialists' response time to ri' commitment In addition, N=r did a
stress test of its rrs interface in September 1989. WC also suggested that
rm participants consider adopting default procedures so that, after 2
minutes, the commitment would be automatically executed rather than
cancelled.

saC reported that regional specialists expressed concern that the rns Plai
did not require N-s specialists to issue pre-opening notifications before
trading resumed after an order imbalance halt. mc suggested that these
pre-opening notifications be given when trading resumes after a halt. rn
participants have been negotiating this proposal.

Changes Being Made to During our fieldwork, various Is participants, including market offi-
Address User Concerns cials, specialists floor brokers, and market makers, told us changes wer

needed to rrs pre-opening procedures, time-stamping requirements on
Nu's trading floor, automatic execution of rrs orders, and the resolutio *
process for n's-related complaints. After completion of our fieldwork,
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smc and rrs participants made changes to resolve several of these
concerns.

Pre)pening Proce-dure Specialists and officials of regional exchanges said mu rules limit
regional pripaonin the opening of rni stocks. Before opening trad-
ing in their assigned stocks, NM and Amux specialists, assess pre-opening
buy and sell interest to determine an opening price. Heavy trading vol-
ume frequently occurs at the opening of stocks. Under certain circum-
stances, rni rules allow regional exchange specialists to participate in
opening rrs stocks by sending their buy and sell orders directly to %-m or
AmeX specialists, thereby avoiding brokerage fees.

For example, according to the rrs Plan, if an ris stock will open on N'isE
at a price higher or lower than the previous day's closing price by a
given amount, the Por specialist must notify regional exchanges by
sending a "pre-opening notification over rrs. At Nw, pre-opening noti-
fications must be sent if the specialist anticipates that the opening price 0
will be more than one-eighth of a point away from a closing price of
under 8 15, or more than one-quarter of a point away from a closing
price of $15 or more. Regional exchange specialists can respond by send-
ing orders to NMu through n's at no cost.

If the opening price is within the parameters, the Muz specialist need
not notify the regional exchanges' specialists. To participate in the open-
ing in these case, regional exchange specialists must send their orders
through N= brokers, thus incurring brokerage fees. Consequently, the
*an specialists have a competitive advantage. Regional exchange spe-
cialists said pre-opening price parameters in the ris Plan are too wide;
therefore, they cannot participate in most openings of n's stocks.

Time-Stapin of NM Floor During our review, regional, exchange specialists told us that floor bro-
Brolaer Orders ker's orders at NM were not time-stamped which may lead to an audit

trail problem. Many regional, exchange specialists and officials we met
with voiced this concern, n's commitments may be legitimately traded
ahead of and cancelled if a specialist executes a floor broker's order
before the F's commitment is received. However, these regional special-
ists said that, since Nu specalists Were not required to time-stamp
floor brokers' orders left with them for execution, it was difficult, if at
all possible, to document whether an rm commitment was cancelled for a
valid reason.

NW has taken sotps to address some of these concerns. In September
196, sec approved a Nst rule change requiring specialists to tinm
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stamp floor brokers' orders left with the specialist for execution. The 6
rule also requires floor brokers to time-stamp orders when they are
received at the floor broker's booth.

Autonatc Excutio nD is linked to rfs through an automated interface with its Computer
Assisted Execution System (CAM). rrs stocks that are not subject to .mE
and Amu off-board trading restrictim can be traded over the rrs/cAhs
linkage•" However, as stated in chapter 2, many of the more actively
traded N=sE stocks are covered by the trading restrictions and are ineligi-
ble for trading over the rs/cA•s linkage. CA automatically executes
orders routed to MW market makers from the exchanges.'" However,
orders sent from %&w market makers to the exchanges (except CSE) are *
not automatically executed by the receiving market. According to msD
officials, the cAn automatic execution feature, though voluntarily used
by .XA for its rrs linkage, puts NAM market makers at a disadvantage
by exposing them to more risk than other rm users. This discourages
NASD market makers from using the link; about 90 percent of share vol-
ume over rr5icmA can be attributed to one N market maker. %Aso con-
tends that rrs trades should be automatically executed up to the number
of shares advertised for sale or purchase by the specialist or market
maker. csE also supports automatic execution of rms orders.

swc has recently discussed a possible need for automatic execution of 0
certain n's orders. In June 1989, the Director of sic's Division of Market
Regulation, speaking before a group of industry professionals, recom-
mended that rts public investor orders be guaranteed automatic execu-
tion. Without automatic execution, an rrs public investor order is not
assured immediate execution, posing a risk to the investor in a market
with rapidly changing prices. However, according to sic officials and 0
some iTS participants, this proposal has not been well received by the
majority of the exchanges.

ITS C*opakt-Resohuton The rrs Plan contains procedures for resolving complaints that result
Process from trading. During our review, however, many rrs users said the reso-

lution process is lengthy and cumbersome. Furthermore, they said they
believe the process to be biased against the complaining exchange mem-
ber. Two rrs users we spoke to said they were so dissatisfied with the
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complaint-resolution process that they stopped making trade corn-
plaints. However, sEc officials said they have never received a formal
complaint concerning ris.

Numerous types of rrs trade complaints are made. For example, an rrs
user may complain about not receiving a pre-opening notification when
one is required by the rrs plan. Also, an ris user might complain that a
commitment to trade was improperly cancelled by the receiving market.

The trade complaint resolution process has several stages, starting with
communication between the injured and alleged-offending specialists. If
the matter is not resolved, the complaint is reviewed by the alleged-
offending exchange. Complainants dissatisfied with the exchange's reso-
lution of the complaint may file for arbitration with the alleged-offend-
ing exchange member. Exchange officials said that very few complaints
go to arbitration. The arbitration procedure is viewed as cumbersome,
and few specialists would pursue a complaint to this point unless it
involved a large trade or they felt it was a matter of principle.

Recently, the MTS participant markets agreed in principle to establish a
program in which ad hoc groups will do informal reviews of rrs-related
complaints. These groups would then issue non-binding decisions on the
day of the contested trading or soon thereafter.

The number of stocks traded over n's and rrs annual share volume have
SVolume Has increased steadily since the system's inception. In 1989, 2,082 stocks

Increased traded over rMs compared to 688 stocks in 1979. Of the 2,082 stocks

Dramatically traded over rs in 1989, 1,633 were listed on N= and 390 were listed on
Amm. The remaining 59 stocks were listed on regional exchanges. As
shown in figure 3.1, r's annual volume has increased substantially, from
209 million shares in 1979 to 2.3 billion shares in 1989. Table 3.1 shows
the distribution of rrs share volume among participant markets for
December 1989. 0

Although the 2.3 billion shares traded over ris is not significant in terms
of the total share volume of N= or NASD, this volume is significant rela-
tive to the shares traded on the other exchanges. For example, rrs' 2.3
billion shares exceeds the individual 1989 trading volumes of PSE, PHLX,
BsM, and csL 0
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Now York Stock Exchng 54.3% 30
Midwet Stock Exchange 17.8% 26
Pacific Stock Exchange 112% 18
Cincinnati Stock Exchang 5.7% 4.1
American Stock Exchang 3.7% 2
Boston Stock Exchange 3.2% -8..
Phildelphi Stock Exchange 2.1%7
Nab"na Association of 1.4% 2

Secunties Dealiers
TOWn 100%8 OI
apercentags "may not eqWa 100 Percent when added due to roundin.
Source: New York Stock Exchange

ConlusonsEffective trading linkages among the markets Can enhance competition
C~flLU~iflSand may result in better prices for investors. rrs has helped ireduce mar-

ket fragmentation through its electronic linkages. sac has been effec-tive
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in promoting m change when it acts aggreuuively to overcome market-
place inertia. However, in view of the number of incremental changes
made to the system since sac's last comprehensive evaluation and the
dramatic increase in trading volume, sac needs to look again at overall
system effectiveness and the extent to which rrs is meeting its national
market system goals.

We recommend that sir do a comprehensive evaluation of rrs, paying
Recommendations to particular attention to the effects of recent system changes and
the Securities and increased trading volume, sic should address the system's operational
Exchange Commission efficiency, effect on intermarket competition, and capability to handle 0

future market crisies.

Agency Comments and sc noted in its comments that a continual assessment of the effective-
ness of rms is an important aspect of sic's responsibilities and that sc

Our Evaluation has been coninually reviewing rrs since the system's implementation. 6
sec further noted that a number of enhancements to rrs, all z which are
included in this chapter, are currently being considered or are in the
process of being adopted by the rrs participants. We believe that the
number of changes made since sir's last comprehensive review support,
the need for an overall assessment to determine whether the system 0
continues to meet national market system goals. While we continue to
believe that a comprehensive review of rm is necessary, we understand
that the changes to the system currently being considered are important
and should continue. To the extent that a comprehensive review of rrs
would detract from resolving these issues in the near term, the overall
assessment could be delayed. However, such additional changes to rm
further support the need for a comprehensive system review.



Trading Linkage System Development for
Multiple Listing of Options Requires Close SEC
Monitoring and Guidance

In May 1989, sEc approved a major change to the way stock options' will
be listed and traded at exchanges. Rather than the former procedure of
allocating an option on a listed stock to a single exchange, smc now
allows all exchanges to trade any new option listed after January 22,
1990. In addition, each options exchange is permitted to list 10 stock
options already allocated to another exchange. Furthermore, beginning
in 1991, swc will allow any exchange to trade any option regardless of
where it was originally allocated. sEc approved this change to increase
competition among exchanges and to improve options prices for inves-
tors. Some exchanges disagree with sac's assessment of the benefits of
multiple listing and trading of options. However, if increased competi-
tion results and investors obtain better prices, sac's approval of this
change will be consistent with national market system goals.

SEC noted that the benefits of multiple listing and trading of options may
be enhanced by developing a trading linkage system among the
exchanges. No such linkage currently exists. Options exchanges, in com-
menting on sac's proposal, differed on whether a trading linkage system
was needed or even feasible. The five options exchanges then commis-
sioned two separate studies addressing the feasibility of an intermarket
linkage system. One study, commissioned by P=ux, PsE, and "E, recom-
mended that a linkage system similar to as be constructed. The other
study, commissioned by cBoE and Ame, recommended that a completely
new system be developed to take advantage of modem technology.

The lack of consensus among exchanges regarding a linkage system
makes it unlikely that a system will be developed without active inter-
vention by sEc. In January 1990, sac requested the options exchanges to
refrain from multiply listing existing options for 6 months to allow for
development of a market linkage system. This type of guidance from sFc
is necessary if a linkage system is to be built.

'Stock o•loare ootra t hve t haolwder the rWd to buy or seil almatld number of shares of
a Perdauar sock at a fted prim wtkth a pntderndned time PeIomd The two bek tYpes of options
are known ma "-put" and a "call." A put gves the hokler of the option the rot to sell, and acall
gives the holkd the right to buy.
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Multiple Listing of in M Sy 1909, sEc Commussns unanimously approved multiple listinj
of options on exchange-listd stock, thus making all stock options eligi-

Options Attempts to ble for multiple listing within a specified timetable.2 sWc ruled that, as C
Address National January 22, 1990, all new stock options would be eligible for trading orMarket System more than one exchange. Under this rule, each options exchange would

also be permitted to list 10 stock options already allocated to another
exchange. Furthermore, in January 1991, all stock options will be eligi-
ble for trading on any options exchange.

In proposing its rule allowing multiple listing of options, sEc stated thal
options exchange rules prohibiting multiple trading may be inconsistent
with the Securities Exchange Act of 1934, particularly because the rub
may impose an unnecessary burden on competition. mc also stated tha
a continued postponement of multiple trading may be inconsistent witd
the national market system goals requiring fair competition among bro
kers and dealers, and the economically efficient execution of securities
trades.

Currently, most options on listed stock are subject to an allocation plar
under which one of the five options exchanges has exclusive rights to
trade individual stock options. The allocation plan was developed by tl
nation's options exchanges as a means of fairly allocating newly listed b
options. This plan was instituted pending completion of a feasibility
study on market integration facilities, which sc anticipated might faci
itate multiple listing of options. Only options on ore stocks and on 13
exchange-listed stocks were not subject to the allocation plan and, ther
fore, have been eligible for multiple listing. However, with the passage *
of Rule 19c-5, the allocation plan was abolished for all options listed
after January 22, 1990. Therefore, all newly listed options are eligible
for trading on any exchange.

SW based its decision to reconsider expansion of multiple trading of
options on improvements in options markets' trading technologies sine
the adoption of the allocation plan. sac also found that multiple tradinj
of options on non-equity securities' and ore stocks was a largely positi,
experience that did not result in any specific harm to the markets.

23M Rk 1.-6 54 Fed Reg. 23 (19i)(to beodifled at 17 C.F.R. 240.19o6)(Vol 54. No. 1(N
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In 1986, sEc released two studies indicating that multiple listing may
narrow the spread between the highest bid and lowest offer for individ-
ual options. In one study, sc's Directorate of Economic and Policy Anal-
ysis did an econometric analysis of bid/ask spreads of multiply listed
options on Orc stock.4 This analysis found that the multiply listed AmeX/
arm options have bid/ask spreads that are 19.8 percent narrower than
spreads of options listed only on Amex. The narrower spreads of the
Amx/orc options, which the analysis attributes to their eligibility for 01
multiple listing, translated to a savings of $25 million to investors who
bought and sold options on orw stock between June 1985 and May 1986.
The second study, by sec's Office of the Chief Economist, estimated that
preventing multiple listing of options costs investors approximately
$1504 million annually.-

Benefits of Multiple The opponents of multiple listing, including caoi, PULX, and PMs, dispute
the benefits attributed to multiple listing and point to potential draw-

LAsting of Options backs as well. Amex, the second most active options market, supported
Have Been Questioned sEc's elimination of the options allocation plan for new options on listed 0

stock but did not support expanded multiple listing of currently traded
options.

CEO, P=u.x, and PSE each commissioned critiques of sic's 1986
econometric studies. These critiques noted numerous methodological
flaws and concluded that the studies' findings were open to serious
question., For example, the critique commissioned by CBOE criticized the
SEC studies on several levels. The critique noted that SEC used a theoreti-
cal model developed for common stocks and questioned the applicability
of this model to the options market. It also noted that the studies may
not have controlled for all variables affecting bid/ask spreads. Finally, 0
the critique questioned whether the bid/ask spread is a reliable measure
of competition in the options market. We also found weaknesses in the
methodologies of these studies, which we reported by letter to the Chair-
man, House Committee on Energy and Commerce, on October 19, 1989.
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CBOE and others have noted that prior experience with multiple listing,
options has not resulted in multiple trading. In other words, regardless 6
of the number of exchanges offering an option, a dominant market
emerges. Order flow gravitates to the one exchange and remains there
regardless of prices or services available on another exchange. These
critics contend that brokerage firms generally do not route orders to ar
exchange on the basis of best available price. Rather, the firms use aut
mated systems to transmit customer orders for multiply listed options ip
the exchange that the firm has designated as its primary market.

Some market participants fear that this primary market phenomenon
may specifically disadvantage umaller regional exchanges. For exampk
PHlX suggests that, when multiple listing commences, regional options
exchanges may lose market share to larger markets. In 1968 testimony

before sac, the PHLX President stated that, in the absence of market intA
gaton facilities, "non-New York options markets will be dealt a seriou
competitive blow for reasons that have nothing to do with the quality (
their options markets." This, he stated, is incompatible with the goal o1
a national market system in which markets compete on a fair and equa I
footing.

Opponents also claim that multiple listing raises the possibility of mar-
ket fragmentation, which may impair the ability of brokerage firms to
discover and obtain the best price for their customers. If a dominant
market does not emerge for a multiply listed option, trades could occur
on one exchange at prices inferior to those quoted on another. Further,
the absence of an options market linkage system, similar in concept to
the stock markets' rM, will prevent routing of orders from one market;
another quoting a superior price.

I
In approving multiple listingW commented that unfair competition

was unlikely in view of the experience of options trading in orc stocks.
In addition, sc contended that, while brokerage firms generally
preselect the market where they send retail order flow, these firms ha,
increasingly emphasized market quality considerations, SEc also noted
that it expects broker/dealers to make periodic assessments of the qua
ity of their designated market. In conclusion, ac found that multiple
listing would not result in a significantly frogmted options market.
Noting that markets that first list and trade an individual option have
generally maintained the majority of order flow, Wc further concluded
that a new market will not successfully challenge an existing market 0
unless the latter is a significntly poorer market.

..A...4 0o• 4 i• ... M.i,.t .... I
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Considerable sc recognied as early as 1980 that development of market integration !
facilities might create a fairer, more efficient market structure within

D greement About a which multiple listing could occur. Nevertheles, sEC approved multiple
Market Linkage listing of options without market integration facilities in place. In its

approval of multiple listing sac reported it could not indefinitely defer
its consideration of the multiple listing issue until exchanges develop
such systems.

Since 1980, various market participants have expressed serious reserva-
tions regarding the feasibility of market integration facilities. In 1981,
the options exchanges determined that effective market integration
facilities were not feasible at that time. More recently, the Information 0
Industry Association stated in 1988 that the rapid expansion of options
quotation and trading information has strained the electronic computer
systems and communication networks of financial service vendors. Not-
ing that options trading results in a far larger set of information and
records than stock trading, the Association recommended a detailed
study of the impact of expanded reporting requirements resulting from i
multiple listing.

Market officials have also questioned whether competing exchanges
would be able to expeditiously coordinate development of a market
linkage system. The difficulty of having competing markets design mar-
ket integration facilities was demonstrated in the stock markets' attempt
to design a transaction reporting plan to allow for exchange trading of

=rc stocks on an unlisted basis. In 1985, sac granted each exchange the
privilege of being able to trade in 25 arm stocks. sac took this action
because it would result in increased competition, thereby benefiting the
market and public investors. sWc conditioned exchange trading of orc 0
stocks on a number of factom. One factor required sm approval of a
plan, agreed to by 'ASD and interested exchanges, that would consoli-
date the I•DA and exchange quotation and trade reports in the arc
stocks. sac requested that the exchanges and NASD submit this plan by
December 1, 1985, for impleentaton by January 1, 1986. However. the 0
development of the plan was significantly delayed by disagreements
among the exchanges and NAMD. The exchanges and MWSD finally submit-
ted a plan tosBc in June 1969, for possible implementation in 1990,4
years after sac's original time frame.

When sac approved multiple listing of options, it also requested com- I
ments on how to further integrate the nation's options markets. In its
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request for public comment, smc reported that options exchange should
carefully consider at least three possible measures to further link the
nation's options markets: (1) an intermarket order routing linkage, (2) a
mechanism for order-by-order routing to the market with the best price,
and (3) a central limit order file.

The options exchanges differed significantly on the need for market
integration systems as well as the recommended type of trading linkage.
In their September 1989 responses to sc's request for comment, PHLx,
NwU, and Psz supported a market trading linkage while cooE and Anme
questioned whether the need for a trading linkage had been
demonstrated.

Concerned that market disruptions could be caused by expanding multi-
ple trading before effective market integration facilities are in place,
hsw, mP, and PmLX formed a task force to study the feasibility and costs
of linking the options markets.3 The task force commissioned the Tellef-
sen Consulting Group to ases the technological feasibility of various 0
market integration facilities and submit a written report. The Tellefsen
report concluded that an rm-style linkage, the proposed Options Market
Integration System (OmhlrS), is currently the only viable linkage alterna-
tive." The report estimated that such a linkage would cost about $3.3
million and could be operational within 12 to 15 months.

Based on its assessment of the Tellefsen report and its own assessment
of the options markets, PmLz agreed that an r13-type linkage is presently
the most viable way of integrating the options markets and would attain
each of the goals of a national market system. However, the Pmux Presi-
dent warned that, in contrast with the market benefits to be derived I
from a linkage, expanding multiple trading without a linkage will frag-
ment the options markets, jeopardize brokers' ability to obtain the best
execution of their customer orders, and weaken the regional exchange
system. P=• recommended to SEC that the January 1990 start date for
multiple listing of options be delayed for 8 to 12 months to permit the
implementation of rrs-type linkage systems. It added that sac could

reserve the authority to rescind this deferral at any time if it concluded
that sufficient progress was not being made. P=uc stated that the goal of

Exchu Act deme No. 26671,54 Fed. ft. 24058 (June 5, 196)

t iULl PHU dd t swted tim Amn md CBUO were Iht•ed to pmeUdcte mu the tak force. but
dedWat Amex ýmd eDIe ler emWmimd their low O dy.
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implementing a national market system in options can only be attained
if all the options exchanges participate and lend their financial support
to a trading linkage system. In this regard, Pu.x called for sir to take a
strong leadership role to assure there are no barriers to the establish-
ment of a linkage. PMIUX concluded that "to expect that market forces
will prompt such a cooperative, industry-wide venture is to consign this
project to inevitable defeat."",

N.i also supported an intermarket linkage facility similar to rms. w
stated that this type of linkage would best protect investors and
promote competition among markets. NSW determined that, with sir
support, the options exchanges will be able to establish an rTs-type
linkage system. However, NUE cautioned that operation of such a sys-
tem before multiple trading of options commences is unlikely. .E rec-
ommended that before such development, a limited linkage system using
existing options routing systems should be used.

Fas stated that a market integrtion mechanism is needed before multi-
ple trading is expanded. It added that without such facilities, multiple
trading will result in unfair competition, fragmented markets, price dis-
parities, and "second best" execution of public customer orders. PSE
stated that while it is not clear which market integration system would
be best, such systems appear technologically feasible. Although PSE con-
cluded that a copy of the rIS network would probably not work for
options, some modification of rrs may be feasible.

CDOE and Amx, the two largest options exchanges, did not support the
need for the immediate development of a market integration system." In
responding to sEC, CBOE stated that it is the wrong time to attempt to
decide whether market integration facilities will be necessary and how
such facilities will be designied and paid for. In part, caOm based its con-
clusion on sac's statements that the problems that caoe and other
exchanges have raised as being potentially associated with multiple
trading are likely to be minimal or insignificant.

Anme supported sc's position to eliminate the lottery system for options
allocation. However, Awm noted that a need for a market linkage had yet

"'A .AI OUaM COmmnltee WOO cuicuded tht a linkMap wonuld only be fasible if all the optkmx
,aii wmr Wdpwrtdas Mhe CoiniUM fawthue ateted that. O We i thelc of commetus ftia a

NOWkAmiaed be bkit fs a Ikwkg Is to be bft. an SIT mndate may be needed1.

" PWXl In its MPuavaI to SEC. stated tha it is natural for the laWe market to.rss links*%
becaiuse of their de* e to prowet their market pugo..
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to be established should multiple trading be approved. Amn further
stated that before design and implementation efforts are undertaken, a
thorough study and analysis of the potential advantages and disadvan-
tages as well as costs of such market integration should be done. Amex

added that the nature of options trading makes it extremely difficult to
develop a system similar in design to rs.

After submitting their comments to mc, Mo and Ann jointly funded a
study to msess existing co nctostechnology and its applicabilitq
to options markets. This study also assessed the feasibility of the Tellef
sen study's recommendations.'"

The cmo and Amx study disagreed with the findings of the Tellefsen
study. Its major point was that omm was designed to "cloe" nrs and
that rrs' technology Is outdated. The study recommends coscting a
new system to integrate the options markets to take full advantage of
modem technology and recent market innovations, such as automatic
execution systems. The study notes that 'trading systems in the securi-
ties markets need a major overhaul." It further recommends that all
securities exchanges, not only options exchanges, should take advantag
of modem technology and fully integrate trading activities because full
integration will enable the U.S. capital markets to prepare "for the chal.
lenges of the year 2000 and beyond."'3

SEC Seeks Voluntary On January 9, 190, sC Chairman Richard Breeden sent a letter to the
five US. options exchanges requesting that they refrain from listing

Delay in Implementing Opto ldylocated to ather exchange until June 30, 1990. In hi
Multiple Trading of letter, the Chairman wrote that his request is based on comments from ,
Excisting Options the options exchanges, and the two studies commissioned by the

exchanges after the rule change was adopted. He determined that mar-
ket linkages for options trading could be achieved in the near term and
that a linkage system "should increase opportunities to ensure best exe-
cution of customer orders and improve the ability of members of every
options exchange to compete effectively in making markets for each
option." The Chairman noted that sac has the authority to require a spe
cific linkage system, but he prefers that the options exchanges design it
themselves on a joint basis. Therefore, he wrote, it is premature for sEc
to direct the exchanges to build a specific linkage system. The Chairma:

', tdMm lmW IMasglo An Evahzm. Yabov Amnd ud HW sdm Nm, December 1W.,

'Vg~aswNuht ~naqa An Evohaia. Tim, Amihd and Haim umdeon December 1969,

Pa 40/D NSdammi Mwhat sBY

S. . .... . .. . . ... • ,v....,, • •,• •: . . ,. ., . - , .÷,.• . . .. ... . .. : ; .,:. ...



s4
M-m-- U.•z cdOpSi b awu

also warned the exchanges that sac would take "appropriate action-
against any exchange that attempts to stall efforts aimed at building a *
linkage system.

Conclusions To the extent it increases competition and improves prices for investors.
su's approval to permit multiple listing and trading of options responds
to the congressionally mandated national market system goals. How- *
ever, the full benefits of multiple trading of options, including national
market system goals, may not be realied without an effective trading
linkage system. Without sac's direction, it is unlikely that the markets
will develop a trading linkage system on their own. sac's January 1990
letter to each options exchange addresses the need for a market linkage *
system and attempts to deal with potential competitive conflicts among
the exchanges that might stall development of a linkage facility. This is
an appropriate first step to ensure that a linkage system is developed in
the near term.

I
We recommend that sac closely monitor the exchanges' progress inRecommnendations to developing a market linkage system for options trading. If sac deter-

the Securities and mines that the exchanges are not making sufficient progress, we recom-
Exchange Commission mend that ac direct construction of a linkage system.

Agency Comments and ac rotd its Chairman's letter to the options exchanges requesting that
they develop a joint plan for a market linkage facility and indicatingOur Evaluation that se will consider ordering construction of a lnkage system absent
agreement by the options exchanges within a remsonable time. They fur-.
ther noted that the Chairman requested exchaWs to refrain from trad-
ing any option that had been exclusively ranted to another exchange
until June 30, 1990. We qae with the approach su has taken in regard
to the multiple listing of options and the need for a market integration
facility. We changed the text to account for the Chairman's January
1990 letter. S

Officials of the four maor options exchang each preseted their opin-
ions on the need for and form of an Intemarket trading linkage. Their
comments parallel each excha• 's official positions reported in this
chate.

pops 4i0s~he ihm ps
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U.S. Securities Markets Today

In the United States, stocks are traded through two basic types of mar-
ket structures: auction markets typified largely by exchanges, and
dealer markets typified large by the overthe-counter (orc) market.
The United States has eight stock exchanges, the largest being the New
York Stock Exchange (N=E), and the onm market, which includes the
National Association of Securities Dealers Automated Quotaions systen
(NASMQ). Table 1.1 lists the markets by their 1989 average daily trading
volume. Stock options, also classified as securities, trade on five U.S. 0
exchanges.

TOM LI: Avampe Deft was e ILoM.See Euskags fd NASM (tt.) •-I-MSWe (limks

New York Stock Exchange 165.
Nationa Association of Secuities Deae Automated Ouotations system 133
Ameican Stock Exchag 12
Mkdvet Stock Excrange 11
Pacific Stock Exchange 6.
phdadlW . Stock Exchane 3. I
Boston Stock Exchange 3.

Cincinnati Stock Exchange I.
Note: The Spokane Stock Exchange is not Oickided m this table becatse of mmnhmoa muoket activrty

Source: Date provided by each exchange and NMSO.

Stock Markets and Trading The primary purpose of stock markets is to facilitate capital formation
Mechanisms for corporaton. Corporations pay fees to the market where their stock

is listed. While firms are technically "listed" on either an exchange or
NASM market, the general term "listed stock" has evolved to mean only
stocks listed on exchanges. Those listed through the sAw) are generally
referred to as oir or NAwAQ stock.

Key participants in an exchange auction market are the specialists and
floor brokers, while key participants in a dealer market are market mak
ers. Each of these participants plays a unique and different role in the
auction and dealer markets.

'F a• bit d owl fm o US rsartew usinl mdd *pimwy structure e Smies and Fwmzw
Hew tdhWK Mhm@kveopd mdHw • Are (GAO/GGD46-O , May 1l.

haeeU G&•AO/QGDU5M Nammal Maiket S.
I



- IuVit 89MRk Mmb Taft

Exchange Markets Specialists and floor brokers are key players in influencing how well
exchange markets operate. Exchange specialist, who are assigned
stocks by exchanges, are responsible for maintaining fair and orderly
markets in their assigned stocks. Each stock is assigned to only one spe-
cialist firm. Specialists act as brokers when they present customer
orders to the trading crowd of floor brokers and act as dealers when
they buy or sell stock for their own account.

In an auction market, investors' buy and sell orders are usually matched
to execute trades. In their orders, investors either stipulate a price at
which they will buy or sell, or instruct their broker to execute a trade at
the current market price. Investor orders can reach the trading floor in a1
number of ways. On NUE broker/dealers can transmit an investor order
to the exchange floor by telephone to its trading booth or through an
electronic order routing system' to either its trading booth or the appro-
priate specialist's trading post.

For orders reaching the floor at a firm's trading booth, a floor broker
will either take the order to the specialist, who may execute it on the
floor broker's behalf when it matches another order, or engage in an oral
bidding process in the crowd of floor brokers around the specialist post.
A trade is completed when a floor broker's bid or offer matches an offer
or bid of another floor broker, the specialist, or an order on the limit 0
order book.

For orders reaching the floor at a specialist's poest, the specialist may (1)
match the order with other investor orders on the limit order book, (2)
match the order with a bid or offer from the trading crowd, or (3) take
the other side of the order as a dealer. Specialists act as dealers when
they take the other side of an order if no other buyers or sellers exist.
Their role as dealers in these cases helps maintain price continuity and
market stability, and is part of their responsibility to maintain fair and
orderly markets.

With the exception of the Cincinnati Stock Exchange, all the exchanges 0
employ the specialist system for stock trading. Cincinnati, the only fully
automated U.S. exchange, has no trading floor and uses a competing
market maker system.

ZNUE's Inmmuc aiier routft sygim is tim Dusined Order Turmnm'ud syser (DU. aka,
lma as mUPHOOs
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OFC Markets In contrast to an auction market, the arc market is a competing dealer
market. NASD market makers, also referred to as dealers, execute trades
in the KAsaAQ market. Customer orders do not interact with each other.
Because all trades are executed by a dealer and are not subject to floor
negotiation, it is not an auction market. Individual dealers compete with
each other in making markets by quoting prices at which they will buy
and sell a specified number of shares of a stock The average number of *
market makers in NASMAQ/NA stocks is 12, but some stocks have over
50. Trades are made through a system of computers and telephones.
NASD market makers are dealers who buy and sell stock for their own
account and must quote a continuous two-sided market. Market makers
are required to offer two-sided quotes- a bid and an ask price-to be
able to trade. In other words, dealers must be willing to execute trades *
on both the buy and sell side to have their quote displayed.

Market makers act as dealers and as agents. Most trades executed in the
mw market are principal trades where market makers execute orders
against their inventory. However, NASD rules require a market maker to
execute trades at the best price in the NAsMQ system or to offer the
trade to the market maker that is advertising the best price. In these
instances, the market maker acts as an agent by routing orders to the
market maker with the best price.

When a AMs market maker functions as an agent for an order of less *
than 1000 shares, he or she may route the order through the small ordet
execution system (sore). so automatically executes the trade at the
market maker firm quoting the best price for the customer in the sys-
tern. NAS rules enacted after the crash require all NASD market makers
to participate in soM for all agency trades in NASIDAQ/NMS stocks in whicl 1
they make markets.

In addition to the exchange and NASDAQ markets, trades are executed in
third and fourth markets which, like NASiAQ, are also classified as arm.
The third market consists of firms, not belonging to an exchange, that
trade exchange-listed stocks by matching customer orders or trading
stocks out of their inventory. Bernard L Madoff Investment Securities .
a prominent third market maker. Fourth market trades are those made
directly between institutional investors, usually facilitated through the

:SAuMA Wgods tdMA) dA - nu m midst sym uds Thm• are NASDs
mug 114" em&aPNd Nod md W at ta w tMM Whim.
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use of proprietary trading systems.4 Instinet and Jefferies and Co. both
operate fourth market trading systems.

Trading Market Linkages Commu and trading among the securities markets are linked by
such systems as the Consolidated Transctio Reporting System (consol-
idated tape), the Consolidated Quotation System (consolidated quote),
the Intermarket Trading System (rm), and NA's Automated Quotations
system (NAsmtQ). Current quotation and trade information from the
exchanges and mA is transmitted electronically over these systems to
video display screens that are available on exchange floors and else-
where for use by specialists, floor brokers, broker/dealers, mw market
makers, and other subscribers. These systems are designed to centralize
and capture all trading volume and prices in stocks. rrs enables users to
direct orders to the market with the best available price.

The consolidated tape collects price and volume data for all trade execu-
tions made for listed stocks. This information is then disseminated in
sequence to exchange floors and other subscribers. The consolidated
quote system collects quotations from all markets trading reported
securities, identifies which market has the best bid and offer in each
security, and redistributes the information.

NASDQ is the OrW counterpart of the consolidated tape and consolidated
quote. It collects and disseminates quotations of NAS market makers in
arc stocks. For the larger, more active orc stocks, NASDAQ also provides
trade reporting.

rm is an electronic communication and order routing network that links
eight markets-N'Is, Aix, B, CK ME, M and rnLx, and NASM. rIS
allows regional exchanges and the NAM to compete for investor order
flow in certain stocks listed on N= or An=e." Specialists, floor brokers,
and market makers can transmit an order through rm to the market

"4Pmpletawy tmudb syam am m setemsutd trdft aid namatim systems; that sllow suba*b-
er to amnymmady Iicte teir buy or sel at, 1 1 ustay for blokis of stock, to other aTibers.
The syate attempts to match o•m betbawe wiatom

'W, CK Mr, PM and P=LX are refrre to r "reeooai" exbeeme N=i and Amex am
er, rred to n "primary" exdianes becuse. a i idtocks. H ooted on them. One rellonal ex&an

offlidol sated that the term regond" m at mamer* becama tt m ise b both natal b d W mtema
tdomed In scope.

"0tom tralded over r mare usted at eitdwr NUE or Amex. Altho It is notprohibited. • ma matter
of Ice NW does wt utade Amex-iMted ,tid. wad Amex doe wot tlde k NVtsoed stii.
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offerint te bst uote. This system Provides a system by which specm 0
sats at the various exchangm can compete with one another in offering
the best price for shares of stock.

Options Markets Stock Options are contracts giving the holder the right to buy or sell astated number of shares of a Particular stock at a fixed price within a
Predetermined time period. Typically, a single optim contract gives the

buyer the right to buy or sell 100 shares of a specific stock.

Options allow investors to pursue different trading strategies besides
the typical long-run investment position of buying a stock, holding it, *
and hoping for price appreciation, or selling a stock short (i.e., selling a
stock before taking ownership) in anticipation of a decline in price. For
example, speculators can create highly leveraged positions with high
potential returns accompanied by substantial risk by using stock
options. Alternatively, investors can use options to create positions hay
Ing less risk of loss than the above described lomS or short positions in
the stock market.

Stock options are traded on UW, Amex, PSM MroUX, and NWSL Options on
most listed stocks are allocated to a single exchange on a lottery basis. I
May 1989, SEC approved a major change to the way stock options will b
listed and traded on exchanges. Rather than the former procedure of
allocating an option on a stock to a single exchange, smc now allows any
exchange to trade any new option listed after January 22, 1990. Under
current rules, multiple listing will be extended to cover all options begir
ning in January 1991. Table 1.2 lists the 1989 average daily volume of
stock options contracts traded at each of the options exchanges. Table1.3 lists the number of stock option contracts listed at each exchange aW
of December 31, 1989.

.. .........
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Chicago Bawd Options Exchang 245.647
American Stock Exchang 164.998
Pacifc stock Exhne71,200
PRi-adelphia Stock Exchange 66.536W
Now York Stock Exchang 14,309
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Udum - pfon Waed
Chicago Board Options Exchang 217
Amercan Stock Exchange 189
Pacific Stock Exchane T9
Phdadelphi Stock Exchange 133
New York Stock Exchange 44

Source: Data provided by each exchmngm.
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Comments From the Securities and
Exchange Commission

Note: GAO comments
supplementing those in the
report text appear at the
end of this appendix uwifEC STATES

SECME AND EXCHANGIE COMMSK

WASIMiPINTO4 oc. 20540

January 26, 1990

Richard L. Fogel
Assistant Comptroller General
General Government Division
U.S. General Accounting Office
Washington, D.C. 20548

Re: General Accounting Office Report, Securities Trading:
SEC Action Meade to Adrs National Market System
"-aw=

Dear Mr. Fogel:

The Securities and exchange Commission ("Commission") has
authorized me to respond to your request for comments on a draft
report to be issued by the General Accounting Office ("GAO")
entitled Securities Tradina: SEC A-tion Needed to Address National
Market System Issues. The Division of Market Regulation
("Division") has reviewed the draft report and is submitting this
letter in response to your invitation to comment.

In the draft report GAO concluded that the Commission needs
to re-evaluate several market structure issues to assure that the P
markets continually meet the goals of a National Market System.
Specifically, GAO recommended that the Commission revisit: (1) the
appropriateness of certain exchange rules that limit members,
ability to execute trades off the floor of the exchange (so-called
"off-board trading restrictions," S.Z., the New York Stock
Exchange's Rule 390), particularly as they apply to after-hours
trading; (2) the effectiveness of the Intermarket Trading System
("ITS") in meeting the National Market System goals it was designed p
to address; and (3) whether market integration facilities should
be built to accommodate multiple trading of options.

The Division agrees that the issues raised by GAO are
important National Market System issues that require careful
scrutiny. Indeed, these issues have been the subject of an on-
going assessment by the Commission and its staff since the
Securities Acts Amendments of 1975 -directed the Commission to
facilitate the development of a National Market System. P

The first recommendation in the draft report was that the
Commission again evaluate the continued validity of off-board
trading restrictions. The Division agrees that it now may be

Pub. L. No. 94-29, 88 Stat. 97 (June 4, 1975).

I
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appropriate to re-examine th? application of these rules to
mambors" after hours As you know, the volume of off-
shore trading in U.S. seurities in foreign markets after u.s.
markets close bas steadily grown oever the ye• . The Division
believes that wmch of this volume is attributable to institutional
trading that is booked in Lonmd or other foreign markets not
because that in where the countorparty was found but because of
exchange off-board trading restrictions on the execution of trades
in the U.S. OTC market. Two recent Initiatives respond in part to
these market developments. First, the Comiession recently approved
a NidwesI Stock Exchange proposal to develop an after-hours trading
system. In addition, the NYSE Ms proposed to permit portfolios
to be crossed after the close at the closing prime on the exchange.
While these initiatives provide sam ability for exchange wmoer
firms to effect after-houre trades, that ability is still
substantially circumscribed. Accordingly, the continued expansion
of international trading may dictate that the after-hours
application of off-board trading restrictions once again be re-
evaluated by the Cmission.

The Division believes, however, that the question of removing
off-board trading restrictions during normal trading hours is
substantially sore complicated. Traditionally, comentators

See comment 1. opposing the removal of off-board trading restrictions have raised
a number of concerns over the ability of upstairs, integrated
broker-dealer• to internalise their order flow. Comentators have
asserted that the internalization of order flow results in market
fragmentation and does not provide a fair opportunity for exchange
markets to compete.

Because of concerns ever the anticompetitive nature of of f-
board trading restrictions, the Commission, in 1979, prospectively
eliminated the application of those restrictions through the
adoption of Rule 19c-3. in recent years, however, exchange member
firms generally have not made markets in Rule 19c-3 securities.

in the absenoe of any market determination that the over-the-
counter market is preferable to exchange markets, it would appear

The Nwo York Stock ftobange (-NYS) interprets its Rule
390 to prohibit member trading in the U.S. over-the-
counter (NOTCN) market even outside the NYSE'o hours of
operation. SM WV Rule 390, Interpretation .10.

3 The Portfolio Trading System (OP1SO) is a secondary
trading system to be operated from 3:30 p.m. to S:00 p.m.
Contral Ti•e (4:30 p.m. to 4:00 p.m. Eastern Standard
Tim;e after the New York Stock Exchange close) for the
purpose of permitting the execution of transactions in
qualified portfolios of equity securities.
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undesirable tor the Comission to override the concerns previously
expressed by the vast majority of comentators and remove off-board
trading restrictions applicable during normal trading hours.
Accordingly, while the Division will continue to monitor carefully
developments in the trading markets, including the development of
now automated trading systems, we believe it would be premature to
commence a formal review of the removel of these off-board trading
restrictions at this time.

The second recomendation was that the Comeission undertake
a comprehensive review of the MTS. The Division agreeo with GAO
that a continual assessment of the effectiveness of the ITS in

See comment 2. achieving the National Varket as goals is an important aspect
of the Comission's reeponsibilistes under the Securities ftchange
Act of 1934. Indeed, the Division bae been continually reviewing
ITS, from both an operatipnal end a policy perspective, since the
systen'@s iplementat ion.

The draft report noted that only "Incremental changes" have
been made to the ITS since the system was implemented. but that
there are a few continuing issues, most of which the Division
believes also are capable of solution through what the draft report
characterizes as Incremental changes to the ITS. Indeed, several
of the changes are currently being considered or are in the process
of being adopted by the ITS participants.

specifically, the draft report noted: (1) the lack of pro-
opening notifications after order-imbalance trading halts; (2) the
lack of pro-opening procedures when the primary market opens the
stock within a certain range of the prior day's closing; (3) the
lack of time-stamping of floor broker orders by N3B5 specialists;
and (4) the lack of an effective dispute resolution mechanism. In
addition, the GAO noted the capacity problem experienced by the
ITS during the October 1967 Narket Break. Finally, GAO noted that
some commentators have called for an enhancement to the ITS to
provide automatic execution for some orders.

As noted in the report, several of these issues are currently
being addressed by the ITS participants In conlujnt ion with the
CoMiesion. For example, the isue of pro-opening notifications
after order-imbalance trading halts is close to being resolved.
The ITS participants have nearly reached agreament on proposed
anendments to the ITS Plan to provide procedures for such pre-
opening notifications. in addition, the participants have begun
formal discussions on developing an effective dispute resolution
system that would allow the Involved ITS participants to choose an

As noted in the draft report, the, Coiseion issued
studies in 1951 and 1962 on the operation of the ITS.



Richard L. Fogel
rae" 4

independent third 115 participant to decide disputes azlaing under
the piea that are above a certain dollar level.

Simi1larly, the Division believes that the self-regulatory
organizations (ne") is Loucie with the Commission, have
addressed a numer of the capacity and oeprational problems that
arese during the October 1947 Market Sreak. The Market Break
highlighted the nee" for markets to Maintain systems that can
efficiently process a bilk volume of trading activity. Sines then,
the markets have taken inumrous steps to Improve ther compter and
oomunications facilities. For examle, the N182 has Implemmnted

systemnt that will allow It to handle a 400-million
haeday without significant delays in Its order processing and

info tion diseemination systems. abs ragional exchanges also
have awea substantial imrovement* to their order routIng and
execution systems. These st~ raug frem adding additional
computer hardware to revising software pr otocols and developing
additional back-up facilities. In sadition, the Snow have
oonducted several stress tests, primarily testing the national
Market Systems (LA.., 115 and the Consolidated Transaction and
Quotation Systems).

The trading experience during the market decline on Octaobr
13, 199, * demestated that the systems Worked susantialy better
than two years ago. While the Commission believes that the 5306'
performance an October 13, 1J99. doemnetraets that substantial
progress has been mada, it a --wlde the continued significance
of the capacity and operational i=ee raised in the reper. For
this reason, the Division has encouraged the M1 users to examine.
and if necessary to expand, the capacity aid operational
capabilities of t"er systems under conditions of extreme
volatility and volume.

with respect to the issue of whether an automated execution
feature should be added to the II'S, the Division agrees that this
is a change that the S~ms should now consider. Such a feature
would Increase the certainty of customer order euecutions, which
was a problem during the October 1967 Market Break. Currently, the
MT plan allows OVS specialists em mniute to respond after they

receive a commitment to trade. During this time, however, the
customer order I* not assured an execution and Is at risk of
missing the market. While permitting professional investors to
automatically execute against a specialist's quotation may Impse

SM g..,&, the Automation Fleviow Policy Statement recently
Issued by the Commission. Securities Exchange Act
Rlelease No. 27445 (November 14, 1969), 54 WK 43703.
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unacceptable risks for specialists, the Division sees no clear
reason why specialists should not be willing to gJWfrWA quote-
based executions for public Lnvesetr orders in MSI. Accordingly,
the Division eIpet to review this issue at future M Operating
Committee meet imn.

See comment 3. Finally, the draft report discussed the iseo of multiple
trading of options and te Commissiens recent promilgation of Rule
lc-S under the Act. the draft report concludes that the
Commission's action to renmoe iupedimaets (in other words, certain
exchange rules) to multiple trading of options is consistent with.
and, in fact, "rempnds to the cogresmsionally mandated National
Sarket System go•ls. The draft report also reobmmnded, however,
that the Commission determine whether a trading linkage system for
options is needed to realize the objectives of multiple trading of
options and, it a linkage is neceesary, that the Caomission direct
the options exchanges to deelo 1p the linkage. As noted in the
draft report, the Camission hae received copie1 of a study
prepared on behalf of the MRU, Pacific Stock Excange and
Philadelphia Stock Exchange and copies of a study prepared on
behalf of the American Stock Embcange and the Chicago Board Options

xchar•es. The Division has met with and discussed theme matters
with the options exhanges on a meber of occasions since the
adoption of the rule. On Jamuary 9, 1990, Chairman Breeden sent
a letter to each of the options exchanges requesting that they work

' Automatic execution exposes market makers/specialiste to
the risk of being "picksd off' by other market
protessionals before they can respd to no" or changes
in other participants' quotatiom. This risk may
discourage market mekera/Ipecialists frio trading in *is*
and thus reduce the market's depth and liquidity.
Evidence of this problem can be see even in the National
Association of Securities Dealer.' (aNDO) Small Order
Execution System wher the NAID had to expand its
prohibitions against professional investor usage because
group of traders were employing the system to pick off
market maker quotes after Significant news announcements
in ADVAQ stocks.

? It I important to note that the regional specialists
have for some time done so through their automated
execution systems.

tule l9c-S anended the rules of national securities
exchanges to prohibit (after a on-yesr phase-in period)
any exchange from limiting by any means its ability to
list any stock option class because that option class is
listed on another exchange. &M Securities gxcbange Act
Release No. 26870 (Nay 36, 1969), S4 PR 23963.

I

I
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toete to deelop a joint plan for a marhet Iinkg facility, a"d
See commentInceting that the Comission will conseider ordering theSee conm 3. c ngstru ithion of i nkage system abseent egreonse by the opticns

ecmmwtion & reasonable tine. Te flacmilitate the 4eaiga andcontrutin o alinkage facility, the MaIrman's letter requestedeach of the option ihn~t refrain. until June 30, it90. five
trading any oPti= overly a an -tra de stock that wee thesub~ject of options trading ouslesively onano;&The exchange before
january 22. 1990. At the sae tine, the Coi,.ise. hae abelishedth ro ystem for allocating MOSIpeLY option trading privilege.,
and all me options listed for tradin henceforth will openfor
multiple trading.

Mhe Division appreciates this opportunity to review the diraftroport amd to provide mar comoants. We wold like to comman the
GAD on a well-balanced assessment of the competing policy quest ion.
raised by these important market etructur* issuese.

Sincerely,

Richard 0. Netchum -Director
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The following are GAo's comments on the Securities and Exchange Cor
mission's letter dated January 26, 1990.

GAO Comments W. We have not a mended that off-board trding restrictions be
removed. In fact, a reaffirmation by ac of the need for trading restric
tions would be as helpful as a conclusion that modification or elimina-.
tion Is necessary to ensure that the competitiveness, fairness, and
efficiency of U.S. markets is not being hindered. We disagree that it is
premature to reevaluate trading resrictions. The legislative mandate,
sc's own determination to reevaluate trading restrictions periodicall.
and the vast changes that have occurred in the securities markets in t
1960s indicate to us that smc should now review the continued applics
bility of exchange trading restrictions. Unlike market participants, w!
may not have the perspective needed to view the marketplace as a
whole, sac is in a urique position to make determinations or recomme:
dations for change that benefit the entire U.S. marketplace. However,
we agree with sec that the first e ro of this issue should cov, 0
the after-hours effects of the trading restrictions.

2. Our characterization of "Incremental changes" is meant to show th.
many changes have been made to rns on a piece-by-piece basis. The pa
is not that the changes made to the system have not been beneficial o
necessary but, rather, that the number of changes made since ac's Is
comprehensive review indicates the need for an overall assessment to
determine whether the system continues to meet national market syst
goals. While we continue to believe that a comprehensive review of rr
necessary, we understand that the changes to the system currently
being considered are important and should continue. To the extent thl 0
a comprehensive review of rns would detract from resolving these iss
in the near term, the review could be delayed. However, such additiot
changes further support the need for a comprehensive system review

3. We agree with the approach sc has taken in regard to the multiples
listing of options and the need for a market integration facility. We
changed the text in chapter 4 to account for the Chairman's January
1990 letter and the December 1989 study commissioned by cDoE and
An.
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* Glossary

Ask T'he price at which a person is wilng to sel a security at a given time 0
Best ask is the lowest price sell order in the marketplace at a given
moment. Also referred to as offer.

Auction Market A market that permits investors' bids and offers to be matched with

each other and executed when they meet.

Best Execution A transaction that is consummated at the best available price.

Bid The bid is the price investors declare they are willing to pay for a stoc

or options contract at a given time. Best bid is the highest priced buy
order in the marketplace at a moment in time.

Bid/Ask Spread The size or amount of the price difference between the bid and the asl 0

of a reported quote.

Block Trade A purchase or sale of a large number of shares or dollar value of stocd
Although the term is relative, 10,000 or more shares, or any quantity *
worth over $200,000, is generally considered a block.

Broker An agent who handles the public's orders to buy and sell stocks or

Consolidated Quotation A nationwide computerized report of prices currently bid and offered
Systemrticiati exchanges and in the overthe-counter market for the sasecurities, and the number of shares sought or offered at these prices.

Dealer An individual or firm in the securitmes industry who buys and sells
stocks for his own account as a principal rather than as an agent.

Dealer Market A market in which competing bids and offers are entered by dealers, I
and customer orders are executed against a dealer's portfolio.
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Derivative An instrument whose value is determined primarily by the price at
which an underlying security is trading. Options and futures contracts
are derivatives.

Designated Order An electrmoic order routing system at N= that allows N=t member
Turnaround System firms to transmit small orders in Nmslisted stock from their offices to

the appropriate trading post on the floor.

Equity Security A security representing an ownership right of its issuer, such as stock.

Fixed Commission Rate A fixed schedule of fees paid by investors to broker/dealers for trade
execution services. These schedules were abolished in 1975.

Floor Broker An employee of a member firm of a stock exchange who executes orders

on the exchange floor for the firm's customers.

Hedging Taking a position in a derivative instrument, such as a futures or
options contract, opposite to a position held in the underlying asset to
minimize the risk of financial loss from an adverse price change.

Institutional Investor A corporate or organizational investor that is managed by professionals,
whose job is to earn income and capital gains by investing pools of capi- I
tal. Examples of institutional investors are pension funds and mutual
funds

Intermarket Trading An electronic trading linkage among the primary and regional stock
System ehanfes and MAW. The system allows brokers to seek best execution in 0

any market within the network.

Limit Order An order to buy or sell a stated amount of a security or a commodity at
a specified price, or at a better price if obtainable, after the order is
entered.

'I



Liquidity The ease with which an asset may be converted to cash at a price close
to its last publicly traded transaction.

Listed Stock The stock of a company which is traded on a securities exchange.

Market Maker A dealer who specializes in trading financial products regalarly,
intending to profit from the timing of trades and the spread between tI
bids and offers.

Market Order An order to buy or sell a stated amount of a security at the most advar
tageous price obtainable in the market after the order is entered.

Member Firm A firm, registered as a broker or dealer in securities, that conducts bus
ness on and is subject to the rules of a stock exchange or a securities
association.

Multiple Listing Listing of a stock or option contract on more than one exchange.

NASDAQ The National Association of Securities Dealers Automated Quotations
system. NASMQ is an interactive dealer-driven system for advertising
quotes and reporting transactions in owv securities in the United States

NASDAQ Stock The stock of a company which is included in the NASMQ system.

NISE Rule 390 A rule of the New York Stock Exchange that restricts trading of
exchange-listed stock by exchange members in over-the-counter mar-
kets; a successor to N-E Rule 394.

Offer The price at which a person is willing to sell a security at a given time.
Best offer is the lowest priced sell order in the marketplace at a given *
moment. Also referred to as ask.
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Option A right to buy (call) or sell (put) a fixed amount of a given met at a
specified price within a limited period of time.

Order Flow The volume of buy and sell orders sent to a particular market during a
particular period of time.

(Cc Over-the-counter. This encompasses all securities trading that does not
occur on an exchange. The primary example of oam trading occurs in the
NASDAQ system.

Primary Exchange Stock exchanges, which, as distinct from regional exchanges, are
exchanges of original listing of the stocks of a large number of geograph-
ically dispersed firms. In the United States, the New York Stock
Exchange and the American Stock Exchange are primary exchanges.

Quote The price at which a given asset can be bought or sold at a given time.

Regional Exchange Exchanges whose trading volume is dominated by stocks that are listed
on a primary exchange. They do this by virtue of unlisted trading privi-
leges granted by the SEC.

SEC The United States Securities and Exchange Commission, the federal
agency charged with regulating the U.S. securities industry.

Self-Regulatory Designated groups of industry professionals equipped with quasi-gov-
Organization ernmental powers to adopt and enforce standards of member conduct.Their regulation is carried out under government supervision.

Exchanges and NAS are examples of SROs.

Specialist A member of an exchange who handle transactions on the trading floor
for the stocks for which he or she is registered and who has the respon-
sibility to maintain an orderly market in these stocks. Specialists do this
by buying or selling a stock for his own account when there is a tempo-
rary disparity between supply and demanid for the stock.
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