
t hey are il l- s u i ted to ele ct ron ic tradi ng. More over, the fina n-
cial limits inherent in nonprofit form and mem b er ow ner-
s h ip con st rain excha nges’ abil i ty to invest in the te ch nolo-
gy they need to remain viable. 

Te ch nolog ical cha nge is therefore driv i ng nea rly every
excha nge in the world to con s ider a revol ut ion in its st ruc-
tu re. It is hard to pick up a newspap er without se ei ng a
story ab out one excha nge or anot her di s cuss i ng its plans to
cha nge from a nonprofit, mem b er- ow ned orga n izat ion to
a for- profit firm with publ icly traded sto c k. 

S ome re g u lators have ex pressed conc ern that for- prof-
it excha nges will re qu i re greater scrut i ny than nonprofit
excha nges because they will resp ond to the interests of
t heir sha reholders rat her than to the interests of the tradi ng
publ ic. In this resp e ct, because for- profit excha nges are
s ubsta nt ively no dif ferent from nonprofit ones, there is no
clea r cut need for more inten se re g u latory overs ight of for-
profit excha nges. The orga n izat ional impl icat ions of te ch-
nolog ical cha nge for re g u lat ion are less imp orta nt than the

comp et i t ive impl icat ion s. If, as I arg ue here, computerize d
ma rkets are more comp et i t ive than tradi t ional op en outc ry
ma rket s, the need for re g u lat ion of se cu ri t ies and derivat ives
ma rkets will di m i n i s h. 

W H AT IS GOING ON? AND WHY?

financial exchanges — sto ck, futures, and options
ma rket s — have been orga n ized and run like cl ubs for hu n-
d reds of yea rs. Just as on ly mem b ers can play the cou rse at
a golf cl ub, on ly mem b ers can trade on the flo or of the
New York Stock Excha nge (nyse), the Ch icago Board of
Trade (cb t), and the Ch icago Board Opt ions Excha nge
(cboe). You ca n not buy sha res of stock in the lo cal golf cl ub,
a nd you ca n not buy stock in any of those excha nges
ei t her — not yet, at least. An aspi ri ng flo or trader must apply
for mem b ers h ip, be ac c epted by the excha nge, and buy a
“seat” that confers tradi ng priv ile ges. As with most cl ubs,
t he tradi t ional fina ncial excha nge is run as a nonprofit orga-
n izat ion that ca n not di st ri bute profits or div idends to its
mem b ers h ip.

In the past few yea rs, however, a few stock and derivat ives

S E C U R I T I E S

Greater comp et i t ion, fueled by te ch nology, will lessen

t he need for re g u lat ion of excha nges

Electronic Exchanges A r e
Inevitable and Benefic i a l

inancial markets in the united states and 

a rou nd the world are bei ng tra n sforme d, fu nda menta l ly

a nd rapid ly, as computerized tradi ng of sto c k s, futu res,

and options replaces traditional open outcry trading,
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excha nges have annou nced plans to jet t i son mem b er ow n-
ers h ip and become for- profit publ ic compa n ies. In the past
few mont h s, the tric kle has tu rned into a tsuna m i. Almost
every major fina ncial excha nge in the world — i ncl udi ng such
venerable inst i tut ions as nyse, the London Stock Excha nge,
a nd cb t—is act ively con s ideri ng a cha nge from nonprofit,
“mutua l” status to for- profit form. The cha i rman of nyse
v iews such a cha nge as inev i table, and several excha nges
( i ncl udi ng nyse) are contemplat i ng the sa le of stock to the
publ ic. The di re ctors of one major U. S. excha nge — t he Ch ica-
go Mer ca nt ile Excha nge — have stopped ta l k i ng ab out con-
vers ion and have voted to ma ke the excha nge a for- profit
compa ny with publ icly traded sto c k.

Why the sudden cha nge? Why now? The answer lies in
one wor d: te ch nology. The rapid shift toward ele ct ron ic
t radi ng of sto c k s, futu res, and
opt ions will cha nge not on ly how
t hose pro d ucts are bought and sold
but also the orga n izat ion, gover-
na nc e, and fina nc es of the excha nges
on wh ich they are trade d. The old
forms of orga n izat ion were suite d
to old ways of tradi ng. New tradi ng
te ch nolog ies re qu i re new forms of
orga n izat ion and governa nc e.

The fu nda mental reason for the
t ra n sformat ion is that ele ct ron ic tradi ng of sto c k s, futu res,
a nd opt ions will lead to “di s i nterme diat ion.” With ele c-
t ron ic tradi ng, ma ny of the midd lemen essent ial to the
s mo oth op erat ion of tradi ng on an excha nge flo or are sup er-
fluous and ot hers will no longer play the cent ral roles that
t hey now play in tradi t ional ma rket s. Hi storica l ly, inter-
me dia ries have ow ned excha nges to prote ct their va l uable,
a nd qu i te sp e cia l ize d, hu man capi ta l. The el i m i nat ion of
ma ny interme dia ries and the re d uct ion in the imp orta nc e
of ot hers under cuts the need for ow ners h ip of excha nges by
i nterme dia ries.

Unb ou nd by the interests of interme dia ries, an ele c-
t ron ic excha nge can adopt for- profit ow ners h ip and tap
e qu i ty ma rkets to ra i se the substa nt ial fu nds ne e ded to
bu ild a state- of- t he- a rt tradi ng system. As a corp orat ion, an
ele ct ron ic excha nge also can adopt more ef ficient de ci s ion-
ma k i ng and governa nce pro c e d u res. The tra n sformat ion of
excha nges is therefore a case of form fol low i ng fu nct ion. 

Fi na ncial re g u lators have ex pressed conc ern that
i nvestor- ow ned excha nges face serious conflicts of interest
t hat will impair their abil i ty to pol ice their ma rkets and se e
to it that inst i tut ional and reta il customers are not cheate d.
Those fea rs are prob ably overblow n, however, because for-
profit and nonprofit excha nges dif fer in de g ree rat her tha n
in kind. Even though tradi t ional excha nges are nonprofit
orga n izat ion s, their ow ner- mem b ers are ke en ly intereste d
in ma k i ng money through the tradi ng they do on the
excha nge. Conf l icts of interest betwe en the ow ners of
excha nges (whet her they are mem b ers of a nonprofit or
s ha reholders in a for- profit) are most likely to ari se when
excha nges face imp erfe ct comp et i t ion. Therefore, the key

i ss ue is how the com i ng dom i na nce of ele ct ron ic tradi ng wil l
af fe ct comp et i t ion. On that score, there is ro om for opt i-
m i s m. Comp et i t ion in cyb ert radi ng may well be more
i nten se than in tradi t ional flo or tradi ng, wh ich wou ld
i nc rease the excha nges’ inc ent ives to sel f- re g u late — a nd
re d uce the need for govern ment overs ig h t. 

TRADITIONAL EXCHANGE TRADING 

AND ORGANIZAT I O N

since the long-ago births of exchanges (more than
two centu ries ago in the case of nyse, 150 yea rs ago in the
case of cb t), tradi ng of sto c k s, futu res, and opt ions has
b e en done face to face in a cent ral lo cat ion, ca l led the
excha nge flo or. There, trades are exe cuted through an op en
outc ry auct ion. 

The op en outc ry pro c ess involves ma ny sp e cia l ize d
i nterme dia ries, such as brokerage firm s, flo or brokers, and
l iqu idi ty suppl iers. Brokerage firms (somet i mes ca l led “w i re
houses” or “com m i ss ion mer cha nt s”) re c eive customers’
or ders and di re ct them to an excha nge flo or. There, flo or bro-
kers (who are us ua l ly indep endent op erators) exe cute the
or ders with ot her brokers or with indiv id uals and firm s
t hat place their own capi tal at risk to absorb the bu y- sel l
i m b a la nc es that are inev i table in the ebb and flow of trad-
i ng act iv i ty. These flo or traders — k nown as “sp e cia l i st s”
a nd “t he flo or crow d” on stock excha nges and “lo ca l s” on
futu res excha nges — prov ide the liqu idi ty that is essent ial to
t he ef f icient op erat ion of excha nges. Liqu idi ty prov iders
en s u re that there is always some one who will ta ke the ot her
s ide of a buy or sell or der from an inst i tut ional or reta il trad-
er lo cated away from the flo or.

The pro c ess I have just des c ribed has rema i ned virtua l ly
t he sa me for well over a centu ry. To be sure, innovat ions in
com mu n icat ion and informat ion te ch nology have af fe cte d
f lo or tradi ng. In pa rt icu la r, cha nges in com mu n icat ion s
te ch nology from the tele g raph to the telephone to the com-
puter have cha nged how or ders are routed to the excha nge
flo or. But the actual pro c ess of exe cut i ng an or der throug h
t he op en outc ry auct ion has cha nged little. A cb t or nyse
mem b er from 1899 wou ld eas ily adapt to the excha nge
flo or of 1999. 

Just as the tradi ng pro c ess has rema i ned relat ively
u ncha nge d, so has the orga n izat ion of excha nges, wh ich is
wel l- s u i ted to op en outc ry tradi ng. When excha nges were
formed in the eig h te enth and ninete enth centu ries, they
were orga n ized as not- for- profit firms with mem b er- ow n-
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ers. An excha nge’s mem b ers were the interme dia ries — t he
brokers and liqu idi ty suppl iers — who traded on it. On ly
mem b er- ow ners cou ld trade on the flo or. The sa me is true
to day. Excha nges are nonprofit “mutua l s” where tradi ng
priv ile ges and ow ners h ip are insepa rable. 

M em b er ow ners h ip of nonprofit excha nges prote ct s
t he va l uable hu man capi tal of excha nge mem b ers from
opp ortu n i st ic ex propriat ion. Brokerage firm s, flo or brokers,
a nd op en outc ry liqu idi ty suppl iers have — or ac qu i re —
s k il l s, tra i t s, and knowle dge that are va l uable in their bus i-
ness but wh ich may have little appl icabil i ty in ot her bus i-
nesses. An imp orta nt skill of a flo or trader, for exa mple, is
t he abil i ty to “read” the sig nals in the or der flow. Hav i ng a
good reputat ion among ot her traders on the flo or is also
i mp orta nt. A person who ma kes ma ny errors, who tries to
b ack away from bids or of fers, or who tries to undo los i ng
t rades has a hard time findi ng some one to trade with. It ta kes
t i me to bu ild a reputat ion for bei ng a go o d, dep endable
t rader. More over, flo or traders have some imp orta nt infor-
mat ion adva ntages over those who trade off the flo or, esp e-
cia l ly in futu res ma rket s. On ly those on the flo or know the
preva il i ng ma rket price at any moment. That va l uable infor-
mat ion generates profits for flo or traders.

Sp e cia l ized skills and informat ion adva ntages generate
profits for interme dia ries that are much greater than what
t hey cou ld ea rn in ot her profess ion s. The price of an
excha nge mem b ers h ip capi ta l izes futu re profit st rea m s.

M em b ers h ips in futu res and opt ions excha nges cost hu n-
d reds of thousa nds of dol la rs; nyse mem b ers h ips cost mil-
l ions of dol la rs. These “seat pric es” actua l ly understate the
profits that most mem b ers ea rn because they ref le ct the prof-
its of the ma r g i na l ( least ef ficient) mem b er. 

E xcha nge mem b ers re qu i re sp e cia l ized tradi ng facil i t ies
to ea rn their profit s. Excha nge flo ors are sp e cia l ize d — a nd
qu i te useless for anyt h i ng but op en outc ry tradi ng. For
i n sta nc e, the new cb t t radi ng flo or — as la rge as a Bo ei ng
747 ha ngar—is dot ted with octagonal tradi ng “pi t s” sunk
i nto the flo or and wired with 27,000 miles of telephone, com-
puter, and power lines. Such a facil i ty do es not lend itself to
a ny use ot her than op en outc ry tradi ng.

The co ex i stence of sp e cia l ized hu man and phys ica l
capi tal creates the potent ial for opp ortu n i s m. If an out-
s ider ow ned an excha nge’s phys ical asset s, he cou ld deny
t raders ac c ess to it unless they prom i sed to pay him a sub-
sta nt ial fract ion of the va l ue of their capi ta l. Or traders
cou ld at tempt to ex propriate the va l ue of the asset ow ner’ s

capi tal by threaten i ng to set up shop el sewhere unless he
a l lowed them to use the assets for a song. 

Opp ortunism also cou ld ari se if traders did not cont rol
t he ma k i ng and enfor c ement of excha nge ru les. A non-
t rader in cha rge of ma k i ng the ru les cou ld extort wea l t h
from flo or traders by threaten i ng to imp ose ru les that
re d uced their profits unless they pa id him enough to per-
s uade him to do ot herw i se.

An indiv id ual flo or trader ca n not readily es cape opp or-
tu n i st ic behav ior by mov i ng to anot her excha nge because
l iqu idi ty con s iderat ions and econom ies of scope tend to con-
c ent rate tradi ng act iv i ty on a few excha nges.

More over, it is cost ly to move to anot her excha nge. An
i mp orta nt pa rt of a flo or trader’s hu man capi tal con s i sts of
his reputat ion among his peers and his knowle dge of the
idiosy nc ras ies of a pa rt icu lar ma rket and its pa rt icipa nt s.
S uch capi tal is qu i te sp e cific to a pa rt icu lar excha nge and
wou ld be lost by mov i ng to anot her excha nge. Simila rly, it
wou ld be ha r der for the ow ner of a tradi ng flo or to find a new
g roup of traders than it wou ld be for, say, major leag ue
b aseball to find a new group of umpi res. 

The potent ial for opp ortunism therefore ma kes it ef ficient
for interme dia ries to own an op en outc ry excha nge’s phys-
ical assets and to cont rol its ru lema k i ng and governa nc e.

Fu rt her, it is des i rable for excha nges to be orga n ized as
nonprofit firms when interme dia ries are heterogene ous.
( H eterogenei ty impl ies that inc reases in excha nge fe es

re d uce the profits of some interme-
dia ries more than the profits of ot h-
ers.) If an excha nge di st ri butes prof-
its pro rata among mem b ers, by
a l teri ng its fe es it can re di st ri bute
wealth from those mem b ers whose
profits are very sen s i t ive to fe es to
t hose mem b ers whose profits are
less sen s i t ive to fe es. That poss i bil-
i ty creates wasteful inc ent ives,
na mely, an inc ent ive to set fe es that

i nef f icient ly di stort the pro d uct ion of mem b er serv ic es
a nd an inc ent ive for some mem b er- i nterme dia ries to
ex p end resou r c es to ind uce the excha nge to alter its fe e
s che d u le. Such inc ent ives are not present in a nonprof i t
excha nge because it is pre cl uded from di st ri but i ng prof i t s
to the mem b ers. 

H eterogenei ty also inf l uenc es excha nge governa nc e.
E xcha nge governa nce is often cri t icized as slow and pol i t-
ica l. But when excha nge mem b ers are heterogene ous, 
governa nce must be pol i t ical because it performs the essen-
t ia l ly pol i t ical fu nct ion of bala nci ng conf l ict i ng interest s.
More over, checks and bala nc es are re qu i red to prote ct 
v u l nerable groups of interme dia ries from ex propriat ion by 
ot hers. Checks and bala nc es slow the pace of de ci s ion-
ma k i ng, but they are just ified to the extent that they imp e de
wasteful behav ior.

In sum, the orga n izat ion of excha nges is an ef ficient
adaptat ion to the natu re of op en outc ry tradi ng. That is
not to say that no costs at tach to mem b er ow ners h ip, non-
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profit form, and pol i t ical governa nc e. In pa rt icu la r, they pre-
cl ude an excha nge from ra i s i ng capi tal through the sa le of
sto c k. The pers i stence of mem b er ow ners h ip through time
a nd arou nd the world suggest s, however, that the benefit s
of the tradi t ional st ructu re of excha nges have outweig he d
its cost s. That will no longer be the case in the ele ct ron ic era.

THE ELECTRONIC TRADING REVOLU T I O N

after considerable resi stance and denial by open 
outc ry tradi t iona l i st s, it is now almost universa l ly re cog n ize d
t hat flo or tradi ng is do omed and so on will be suppla nted by
ele ct ron ic tradi ng. Inde e d, the tra n s i t ion already has swept
Eu rop ean ma rket s. Futu res excha nges in London and Pa ri s
have closed their flo ors and move d
t radi ng to mach i nes. The London
I nternat ional Fi na ncial Futu res and
Opt ions Excha nge (liffe) went ele c-
t ron ic after the nea r- death ex p eri-
ence occas ioned by the loss of its
biggest cont ract (a futu res cont ract
on German govern ment bonds) to
Eu rex, the upsta rt computerize d
German futu res excha nge. U. S.
excha nges so on will fol low suit.

With computerized tradi ng there is no excha nge flo or.
I n stead, traders sitting in their of f ic es enter buy and sel l
or ders at term i nals that are linked to a cent ral excha nge
computer. The excha nge computer matches or ders ac cor d-
i ng to algorithms based on an or der’s price and time priori ty.
A l t hough present computerized tradi ng networks are pro-
prieta ry, it is likely that computerized tradi ng eventua l ly wil l
be done on the Internet. 

E le ct ron ic tradi ng upsets the bala nce betwe en te ch-
nology and orga n izat ion. For one thing, ele ct ron ic trad-
i ng causes “di s i nterme diat ion”; some kinds of interme di-
a ries — notably flo or brokers — a re unne c essa ry in
cyb ert radi ng. And ele ct ron ic tradi ng cha nges comp et i t ive
condi t ions for ot her kinds of interme dia ries. 

In pa rt icu la r, ele ct ron ic tradi ng tra n sforms the eco-
nom ics of liqu idi ty supply. Op en outc ry excha nges rely
on a sp e cia l ized class of liqu idi ty suppl iers who are ef fe c-
t ively tied to a pa rt icu lar excha nge. But anyone with a
computer and cash can supply liqu idi ty in an ele ct ron ic
ma rket, as il l ust rated by the phenomenon of day tradi ng in
over- t he- cou nter (o tc) stocks listed on the Nat ional Asso-
ciat ion of Se cu ri t ies Dea lers Automated Quotat ions (nas-
daq) system. Comp et i t ion from day traders, facil i tate d
by nasdaq ru le cha nges, has ero ded the profit ma rgins of
t radi t ional liqu idi ty suppl iers, the ma rket ma k i ng firm s. We
w ill see similar results when day traders enter the ma rket
for listed sto c k s, futu res, and opt ions when they are trad-
ed ele ct ron ica l ly.

Day traders and ot her nont radi t ional liqu idi ty suppl iers
( e. g., internat ional ma rket- ma k i ng firms) are not tied to a pa r-
t icu lar excha nge. They can sw i tch ma rkets at the cl ick of a
mouse. That re d uc es their vulnerabil i ty to opp ortu n i st ic
ex ploi tat ion by any pa rt icu lar excha nge. 

More over, ele ct ron ic tradi ng el i m i nates the informa-
t ional adva ntage of flo or traders. Everyone se es the ma rket
price when it is on a scre en, fu rt her di ss ipat i ng the profit s
of tradi t ional liqu idi ty suppl iers.

With fewer typ es of interme dia ries and the uncoupl i ng
of interme dia ries from excha nges, there is less need for
mem b er- ow ned excha nges. Day traders and profess iona l
t radi ng firms do not need to own the excha nges they trade
on, and flo or brokers will not be arou nd to own anyt h i ng.
A sma l ler, less heterogene ous set of interme dia ries also
lessens the need for nonprofit excha nges with elab orate,
p ol i t ical governa nc e. Thus, the orga n izat ional safe g ua r d s
essent ial to the ef ficient op erat ion of an op en outc ry ma r-

ket become sup erfluous with computer tradi ng.
At the sa me time, the cost of bu ildi ng state- of- t he-

a rt tradi ng systems puts nonprof i t,  mem b er- ow ne d
excha nges at a severe di sadva ntage because of their inabil-
i ty to ra i se capi tal through equ i ty ma rket s. The res u l t i ng
f i na ncial st rains have become inc reas i ng ly appa rent in
re c ent yea rs. Mergers have been driven by the inabil i ty of
excha nges that ne e ded te ch nolog ical up g radi ng to fina nc e
t hem interna l ly.

The fina ncia l ly st rapped American Stock Excha nge
was driven into the arms of the bet ter- capi ta l ized nasdaq.
The prop osed merger betwe en cboe a nd the Pacif ic Sto c k
E xcha nge, driven by the cost of ac qu i ri ng new te ch nolo-
gy, was not completed because of the prosp e ct of a lengt hy
rev iew by the Ant i t rust Div i s ion of the Depa rt ment of
Just ic e. Instead, cboe t ried to ra i se capi tal for te ch nolo-
gy invest ment by sel l i ng new mem b ers h ips, on ly to have
t hat prop osal unc eremon ious ly rej e cted by the excha nge’ s
ex i st i ng mem b ers. These epi so des show that the tig h t
fu ndi ng con st ra i nts inherent in mem b er ow ners h ip now
bi nd more tig h t ly. 

In sum, mem b er ow ners h ip of fers fewer benefits to the
ele ct ron ic excha nge than to the op en outc ry ma rket, and
mem b er ow ners h ip severely con st rains the abil i ty of
excha nges to fina nce the invest ments re qu i red to rema i n
te ch nolog ica l ly comp et i t ive. Therefore, simu l ta ne ous move-
ment toward ele ct ron ic tradi ng and the el i m i nat ion of tra-
di t ional excha nge orga n izat ion ma kes em i nent ly go o d
sen se. A for- profit excha nge, fina nced in pa rt by equ i ty
sa les to out s iders, econom izes on tra n sact ions costs and is
able to fina nce ex p en s ive new tradi ng system s. Te ch no-
log ical cha nge is driv i ng orga n izat ional cha nge.

Even after excha nges go publ ic it is unlikely that thei r

Member ownership severely constrains the ability

of exchanges to finance the investments 

required to remain technologically competitive.



ow ners and customers will be as di st i nct as, say, the Kel-
logg’s sha reholders and the con s u mers of cornf la kes. The
rema i n i ng interme dia ries (la rge brokerage houses), imp or-
ta nt customers (com mer cial he dgers, mutual fu nd firm s ) ,
a nd la rge tradi ng houses will have too much of a sta ke in
excha nges’ ru les, pol icies, and prici ng to be mere users of
excha nges’ serv ic es; they will wa nt to have an ow ners h ip
sta ke to prote ct their interest s. Thus, I ex p e ct that when the
d ust set t les, stock in U. S. excha nges will be publ icly trad-
e d, but la rge blocks will end up in the ha nds of major ma r-
ket users.

Events in Eu rope bear me out. The Swe dish excha nge,
OM, is publ icly trade d, but there are conc ent rated ow n-
ers h ip blo c k s. Major German banks (the pri ma ry inter-
me dia ries and ma rket users) own 81 per c ent of the Ger-
man stock and futu res ma rket s. And the ab ort ive plan to
sell stock in Bri ta i n’s Internat ional Pet roleum Excha nge
wou ld have placed 70 per c ent of the sha res with major
ma rket pa rt icipa nt s. 

I M P L I C ATIONS FOR THE REGULATION 

OF FINANCIAL MARKETS

u. s. securities, options, and futures exchanges are

exten s ively re g u late d. More over, they are obl iged to re g u-
late them selves. Their obl igat ions incl ude pol ici ng thei r
ma rkets for fraud and ma n ipu lat ion. 

State and fe deral re g u lators have ex pressed conc ern
t hat for- profit excha nges will shirk their sel f- re g u latory
resp on s i bil i t ies. Art hur Lev i t t, cha i rman of the Se cu ri t ies and
E xcha nge Com m i ss ion (sec) has made it clear that his
agency will be watch i ng the excha nges closely. Levitt stat-
ed that “a ny prop osed st ructu re” must be “con s i stent with
t he prote ct ion of investors and the ma i ntena nce of a fair and
or derly ma rket.” Levitt also has indicated that he wou ld
obj e ct if nyse at tempted to op erate di re ct ly its sel f- re g u-
latory arm if the excha nge go es publ ic. 

Re g u lators’ conc erns are ro oted in the bel ief that the
i nterests of the sha reholders in a for- profit excha nge con-
flict with the interests of the tradi ng publ ic, and that the inter-
ests of the excha nge’s sha reholders will win out. For
i n sta nc e, sec com m i ss ioner Lau ra Unger worries that sel f-
re g u lat ion may lose out to bus i ness priori t ies in a “fight for
resou r c es” in a profit- ma x i m iz i ng excha nge. The deputy
cou n sel for the Pen n sy lva n ia Se cu ri t ies Com m i ss ion stat-
e d: “We have to worry ab out a vacuum on the re g u latory side
with all the fo cus on the surv ival side.” One worry is that for-
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to cks are traded in several
ways in U.S. markets. Some com-
pa n ies cho ose to list their stocks for

t radi ng on tradi t ional excha nges. The
New York Stock Exchange (nyse) is the
most imp orta nt list i ng excha nge, but list-
ed stocks are also traded on the America n
Stock Excha nge (amex) and re g iona l
excha nges in Ch icago, Ph iladel ph ia,
Boston, San Francisco, and Los Angeles.
Regional exchanges trade stocks that are
l i sted on ot her ma rkets as well as thei r
own list i ngs. Stocks that are not listed on
an excha nge (incl udi ng ma ny te ch nology
sto c k s, such as Mic rosoft) are traded in the
over-the-counter (otc) market.

TRADING IN STOCKS

Floor Trading Trading in listed stocks
takes place primarily on an exchange
floor. A customer who wants to buy 100
shares of ibm stock “at the market” sub-
mits his order to a brokerage fi rm. The
brokerage sends the order to a floor bro-
ker located at the ibm trading “post.”
The broker is an agent of the customer.
The floor broker announces that he h as

an order to buy 100 shares and solicits
offers from others at the post. The bro-
ker may deal with another broker who
has a customer order.

A l ternat ively, the broker may buy the
s ha res from the “sp e cia l i st.” The sp e cia l-
i st is a firm that bu ys and sells stock on its
own capi ta l. The sp e cia l i st always quotes
pric es at wh ich he is wil l i ng to buy (the
bid) and sell (the of fer). The sp e cia l i st
a l so ha nd les so- ca l led “limit or ders” in
wh ich customers sp e cify their wil l i ng-
ness to buy or sell at sp e cific pric es. For
some stocks there are indep endent flo or
t raders who quote bid and of fer pric es.

The sp e cia l i st, limit- or der customers,
a nd indep endent traders all comp ete to
s upply liqu idi ty to the ma rket by sta nd-
i ng ready to buy or sell at pric es that they
quote. The flo or broker trades with who-
ever of fers the best pric e, be it anot her
broker, the sp e cia l i st, a limit or der sub-
m i t ter, or an indep endent trader.

Over-the-Counter Trading Trades in otc
stocks are not executed in a physical
marketplace. The most heavily traded
o tc stocks are pa rt of the Nat iona l

Association of Securities Dealers Auto-
mat ic Quotat ions System (nasdaq) .
nasdaq is not a market per se; it is a
computer network that di ssem i nates
bids and offers to buy stocks.

In the “old” nasdaq ( i. e., before
1997), on ly dea lers (also ca l led ma rket
ma kers) cou ld post quotes. (Dea lers are
f i rms that supply liqu idi ty by post i ng
bids and of fers to buy and sell stock with
t heir own capi ta l.) Dea lers were under
no obl igat ion to di splay customer limit
or ders on the system. Thus, a customer
who wa nted to buy 100 sha res of
Mic rosoft stock wou ld contact his broker.
The broker wou ld consult nasdaq to
determ i ne wh ich dea ler was of feri ng the
stock at the lowest pric e. The broker
wou ld then telephone the dea ler with the
lowest of fer and arra nge to buy the sto c k.

A series of cont rovers ies surrou ndi ng
nasdaq led the Se cu ri t ies and Excha nge
Com m i ss ion (sec) to adopt new ru les
for nasdaq in 1997. One of the most
i mp orta nt new ru les re qu i res dea lers to
di splay customer limit or der bids and
of fers on nasdaq.

Electronic Trading  Electronic communi-
cation networks (ecns) have exploited
that rule. A customer can submit limit
orders to buy or sell stock to an ecn. As
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profit excha nges will try to inc rease their profits by slas h-
i ng enfor c ement ex p endi tu res. 

But the ten s ion betwe en re g u lat ion and profit is not
u n ique to for- profit excha nges. The interests of the mem b ers
of tradi t ional nonprofit excha nges are not always perfe ct-
ly alig ned with the interests of inst i tut ional and reta il
i nvestors. After all, excha nge mem b ers are in bus i ness to
ma ke a profit, not to do good work s. The nonprofit form pre-
cl udes mem b ers from ma k i ng money in the form of div i-
dends pa id by the excha nge, but they ma ke money in ot her
ways. More over, the mem b ers of a nonprofit excha nge
m ight des i re a re d uct ion in the excha nge’s enfor c ement
ex p endi tu res because that wou ld allow a re d uct ion in the
fe es they pay the excha nge. Inde e d, it is likely that mem b ers
of a nonprofit excha nge are more awa re of re g u latory cost s
a nd fe es than out s ide ow ners of a for- profit excha nge wou ld
b e. Therefore, it is by no means clear that for- prof i t
excha nges wou ld sp end less on sel f- re g u lat ion than non-
profit excha nges.

More over, nonprofit excha nges ca n — a nd do — adopt
ru les that inc rease their mem b ers’ prof i t s, fre quent ly at
t heir customers’ ex p en se. Nonprofit excha nges have
enforced ca rtels among mem b ers. They have set la rge bid-

ask spreads for the benefit of liqu idi ty suppl iers. And they
rest rict comp et i t ion by limiting the nu m b er of mem b ers.
Nonprofit excha nges are not cha ri table inst i tut ion s.

I nde e d, se cu ri t ies and com mo di t ies re g u lat ions in the
Un i ted States grew out of a bel ief that excha nge mem b ers
cou ld not be rel ied up on excl us ively to pol ice the ma rket s.
E xcha nges have been cri t icized at times for pu rp orte d ly
i n s uf f icient ef forts to pol ice fraud and ma n ipu lat ion in
t heir ma rket s. Any dif ference betwe en for- profit and non-
profit excha nges is therefore one of de g re e, not of kind. It
is dif ficult to say wh ich type of excha nge will re g u late itsel f
more ef fe ct ively.

If excha nges fall short of perfe ct ion in sel f- re g u lat ion,
it is in la rge pa rt because they face insuf ficient comp et i t ion.
Thus, it can be arg ued that ele ct ron ic excha nges will fac e
more comp et i t ion and will therefore re g u late them selves
more ef fe ct ively. 

Tradi ng in a pa rt icu lar stock or fina ncial cont ract (such
as a futu res cont ract) tends to conc ent rate on a sing le
excha nge because of liqu idi ty con s iderat ion s. And op en
outc ry excha nges possess several adva ntages that ma ke it
dif ficult for new op en outc ry excha nges to enter the ma r-
ket. For exa mple, incu m b ent excha nges have an ex p eri-

t he na me suggest s, those or ders are
communicated electronically to a cen-
tral computer. If the customer submits a
buy order, for instance, the ecn com-
puter first determines whether there are
customer sell orders in the system at
prices equal to or lower than the price
the buyer specifies. If there are, the ecn
matches these orders. If not, the ecn
routes the order to nasdaq.

S ome ecns exe cute as much as 60
p er c ent of their or ders on nasdaq. The
prol iferat ion of ecns (such as Inst i net,
I s la nd, and Arch ip elago) has made it eas-
ier for customers to enter limit or ders
( a nd therefore supply liqu idi ty) in com-
p et i t ion with tradi t ional o tc dea lers.

“Day traders” are indiv id uals who
s upply liqu idi ty (by sub m i t t i ng limit
or ders) in comp et i t ion with dea lers. Day
t raders typica l ly use ecns. That comp e-
t i t ion has caused dea ler profits to fall and
t he nu m b er of dea lers in most o tc
stocks has de cl i ned as a res u l t.

TRADING IN FUTURES AND

O P T I O N S

the payoff on a futures contract
depends on the price of the underlying
asset. In the case of German bond futu res,
for example, the payoff depends on the
price of German govern ment bond s

(bunds) at the time the contract expires.
Futures exchanges design contracts and
list them for trade. Their members ear n
profits by supply i ng brokerage and 
l iqu idi ty to customers who des i re to trade
the contract. Although many exchanges
may lau nch similar cont ract s, tradi ng typ-
ically gravitates to a single exchange.

Floor Tr a d i n g Tradi ng in futu res and
options markets in the United States
ta kes place pri ma rily on excha nge
floors through open outcry auctions.
Customers submit orders to buy and sell
to brokerage firms. Those orders are
then routed to brokers on the exchange
flo or, where each futu res cont ract is
traded in its own “pit.”

If a customer wa nts to sell a corn
futu res cont ract, a flo or broker in the
corn pit shouts out, as k i ng for bid s.
Ot her traders on the flo or shout out thei r
bid s. The broker then exe cutes a trade
with the hig hest bidder. Some of the
ot her traders are also brokers tradi ng for
customers, but ma ny are so- ca l le d
“lo ca l s” who trade on their own ac cou nt.
L o cals supply liqu idi ty by sel l i ng when
t here is an exc ess of bu yers and bu y i ng
when there is an exc ess of sel lers.

S ome pits (such as the Treas u ry bond
futu res cont ract pit at the Ch icago Boa r d

of Trade) have hu nd reds of brokers and
lo ca l s; ot hers have a mere ha nd fu l. Trad-
i ng act iv i ty in the la rgest pits is loud and
frenz ie d. Despi te the se em i ng cha os,
op en outc ry has proved a very ef ficient
means of tradi ng futu res and opt ion s.

Electronic Trading Several U.S. futures
exchanges trade by computer after regu-
lar tradi ng hou rs. Customers sub m i t
orders electronically to a central com-
puter that matches buy and sell orders
based on algorithms that assign price
and time priority to each order. Orders
are matched on the basis of price, and if
there is a tie along the price dimension,
orders are then matched by time of sub-
mission.

Several Eu rop ean excha nges, incl ud-
i ng Germa ny’s Deut s che Borse and Swe-
den’s OM are completely computerize d
a nd have no flo or tradi ng. The London
I nternat ional Fi na ncial Futu res and
Opt ions Excha nge (liffe) went ele c-
t ron ic after it lost its biggest cont ract (a
futu res cont ract on German bu nds) to
Eu rex, an upsta rt computerized Germa n
futu res excha nge.

When tradi ng in bu nd futu res shift-
ed from liffe to Eu rex, the mem b ers of
liffe cou ld no longer ea rn profits from
s upply i ng liqu idi ty and brokerage. ■



enced cad re of ex p ert liqu idi ty suppl iers that comp et i tors
ca n not readily dupl icate. More over, an op en outc ry
excha nge must incur sig n if ica nt, unre coverable costs to
comp ete with an incu m b ent (e. g., flo or spac e, a sp e cia l ize d
pi t, and ma rket i ng). Thus, there have been few insta nc es of
a new excha nge suppla nt i ng an incu m b ent when both trade
by op en outc ry.

The advent of ele ct ron ic tradi ng shou ld foster comp e-
t i t ion because ent ry will be eas ier and cheap er. With cyb er-

t radi ng, liqu idi ty suppl iers can readily mig rate betwe en
ma rket s. And the costs of addi ng a new pro d uct to an ex i st-
i ng computerized tradi ng system are sma l l: computer co de
for ex i st i ng pro d ucts is readily altered to ac com mo date
new pro d uct s, and computer systems are sca lable so that
capaci ty can be ex pa nded to match inc reased dema nd.

In sum, there shou ld be greater comp et i t ion within and
a mong for- profit ele ct ron ic excha nges than there is with
op en outc ry excha nges. Greater comp et i t ion will foster
more dil igent sel f- re g u lat ion. 

C O N C LU S I O N

the preceding analysis may be too optimi stic.
Econom ies of sca le cou ld result in the surv ival of a sma l l
nu m b er of tradi ng systems that do not comp ete vigorous-
ly. Even so, the cause wou ld lie in the tradi ng te ch nology, not
t he for- profit natu re of excha nges. 

It is hard to imag i ne how it cou ld be ef ficient to for c e
ele ct ron ic excha nges to retain an orga n izat ional st ruc-
tu re — t he nonprofit form — t hat is il l- s u i ted to the eco-
nom ics of computer tradi ng. Imp e di ng the adopt ion of the
orga n izat ional form best suited to the ele ct ron ic ma rket plac e
cou ld delay the adopt ion of computerized tradi ng. That
wou ld be very cost ly, inde e d, given the potent ial ef ficiency
of computerized tradi ng.

Re g u lators shou ld fo cus on the poi nt that for- prof i t
status will enable excha nges to ra i se capi tal ne e ded to enter
t he world of ele ct ron ic tradi ng. That will foster greater com-
p et i t ion, wh ich will in tu rn lead to bet ter sel f- re g u lat ion.
Sad ly, it se ems more likely that re g u lators will at tempt to
m ic roma nage excha nges and imp e de their ef forts to adopt
for- profit status. 

The re g u latory mind set is most clea rly se en in the re g-
u lat ion of futu res ma rkets under the Com mo di ty Excha nge
Act, wh ich re qu i res that all futu res tradi ng ta ke place on a
so- ca l led cont ract ma rket approved by the Com mo di ty
Futu res Tradi ng Com m i ss ion (cftc). More over, cftc must

approve the terms and condi t ions of every new futu res
cont ract before it is el ig i ble for trade. That re qu i rement
ra i ses the costs of ent ry and imp e des comp et i t ion. It also cre-
ates con s iderable le gal unc erta i nty: determ i n i ng just what
is a futu res cont ract that must be traded on an excha nge and
what is a fina ncial cont ract that can be traded over the
cou nter is a task of Ta l mudic complex i ty. The con se quent
le gal costs and unc erta i nty can imp e de innovat ion.

It wou ld be bet ter to el i m i nate the cont ract ma rket re qu i re-
ment. That wou ld inc rease the com-
p et i t ion excha nges fac e, thereby re d uc-
i ng the need for mic roma nagement 
of excha nge ru les. Unfortu nately,
excha nges understa ndably res i st pro-
p osals to relax the cont ract ma rket
ru les because such prop osals are sel-
dom tied to the rela xat ion of ot her re g-
u latory bu r dens that place the
excha nges at a di sadva ntage relat ive
to the less- re g u lated o tc ma rket s.

In a major pol icy shift, the new cha i rman of cftc,
Wil l iam Ra n ier, re c ent ly prop osed ab a ndon i ng the con-
t ract ma rket re qu i rement for fina ncial futu res and allow-
i ng excha nges to int ro d uce such cont racts without first
obta i n i ng cftc’s bless i ng. Ra n ier also stated clea rly that
t he Com mo di ty Excha nge Act “was not des ig ned to re g-
u late the o tc ma rket.” Such re g u latory cha nges wou ld
en ha nce comp et i t ion and thereby re d uce the need for
more int rus ive re g u lat ion.

In brief, the tra n sformat ion of excha nges from non-
profit inst i tut ions to for- profit ones shou ld not in itself be
a source of conc ern for re g u lators and le g i s lators. The tra n s-
format ion is a rat ional resp on se to fu nda mental cha nges in
te ch nology that need not af fe ct the ten s ion betwe en the
i nterests of excha nge ow ners and users in any substa nt ive
way. The key iss ue insofar as re g u lat ion is conc erned is
whet her the computerized ma rket place will be more or
less comp et i t ive than its op en outc ry pre de c essor. There is
reason to bel ieve that computerized excha nges will fac e
more comp et i t ion than do op en outc ry ma rket s. If that
happ en s, less re g u lat ion will be re qu i re d. 
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The transformation of exchanges from nonprofit

institutions to for- p r o fit ones should not in itself be

a source of concern for regulators and legislators.


