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Securities Markets Regulation
Time to Move to a Market-Based Approach

by Dale Arthur Oesterle

Executive Summary

The 1934 Securities and Exchange Act and sub-
sequentamendments required securities exchanges
to operate as self-regulatory organizations (SROs)
that police themselves under the supervision of the
Securities and Exchange Commission. But over the
decades the SEC has grown more intrusive as SROs
have failed to meet their responsibilities. And as
cycles of scandals suggest, the system has not
grown more honest and efficient. Worse, SRO rules
are often used by exchanges to stifle competition.
Two new developments suggest that the old SRO
system has outlived whatever usefulness it may
have once had.

First, in recent years electronic trading systems,
usually known as electronic communications net-
works (ECNS), have been taking business from the
established over-the-counter stock market, the
NASDAQ, and threatening the preeiminence of
established stock exchanges such as the New York
Stock Exchange. The SEC is requiring ECNs to cre-
ate their own SROs or to become subject to the
SRO subsidiary of the National Association of
Securities Dealers, which runs the NASDAQ.
Neither option makes sense. ECNs that automati-
cally match trades by means of specialized comput-
er software do not face the same regulatory chal-
lenges as do stock exchanges with physical trading
floors. And subjecting ECNs to a competitor's SRO

has obvious conflict-of-interest problems that will
require excessive SEC oversight.

Second, competition is pressuring NASDAQ and
NYSE officials to propose that their respective
exchanges change from private, member-operated
associations to public, for-profit companies that
would sell stock to the public and thus would be
owned and controlled by shareholders. That sound
initiative is encountering resistance from exchange
members. Shareholders would place the interests of
the NYSE ahead of its members’ interests and would
likely insist on a move to an efficient electronic
exchange. Buta for-profit NYSE and NASDAQ, espe-
ciallywith electronic exchanges, would be fundamen-
tally inconsistent with a government delegation of
self-regulation through an SRO.

The SEC currently is considering a variety of
approaches to future securities regulation. What
system should replace the current SROs? Even
without SROs, individual stock markets and
exchanges have a strong self-interest in monitoring
internally the honesty and integrity of their traders.
Indeed, without SROs, the exchanges would com
pete with one another to offer the most efficient,
honest trading system. If the SRO regime is aban-
doned, policymakers will need to redefine the SEC's
role and decide what functions it might perform to
ensure honest, open exchanges.

Dale Arthur Oesterle is Monfort Professor at the University of Colorado School of Law and author of numer-
ous articles on the structure and regulation of securities trading markets.
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The Origin and Justification
of the SRO Regime

We are at a uniqgue moment in our
markets’ history, . . .

—Arthur Levitt!

Before 1934 there were 21 securities
exchanges in the United States. Those
exchanges were member-controlled organiza-
tions, usually not-for-profit corporations or
unincorporated associations, that ran physi-
cal trading floors on which members, and
only members, could trade designated securi-
ties with one another. The exchanges offered
accurate and current market prices for mem
bers. Each exchange, to generate a favorable
reputation among stock traders and encour-
age those traders to use the services of
exchange members, maintained some kind
of internal disciplinary apparatus. Members
who misbehaved were sanctioned. Stock in
corporations that defrauded their stockhold-
ers was banished from the floor (“delisted”).

In May 1934 Congress passed a heavily
watered down version of the Fletcher-Rayburn
bill regulating securities exchanges.” Known as
the Securities and Exchange Act, that law was
the product of a bruising political struggle that
pitted the members of securities exchanges
against crusading New Deal politicians, who
blamed the industry for the stock market crash
of 1929 and the ensuing Great Depression® As
part of a political compromise, Wall Street
accepted federal oversight of the exchanges’
right to police themselves.

Initially, the Securities and Exchange
Commission, created by the act, was not to
replace but, rather, to oversee the self-disci-
plinary apparatus of the existing exchanges.
Exchanges were labeled self-regulatory orga-
nizations (SROs). The 1938 Maloney Act
extended the self-regulation regime to the
then-small, but growing, over-the-counter
securities market. That market consisted, at
the time, of an informal network of broker-

dealers who traded stocks with each other.
Most of the stocks traded were not listed on
the national exchanges. Under the authority
granted by the Maloney Act, the National
Association of Securities Dealers was orga-
nized. Because NASD is the only profession-
al association for securities traders, the law in
effect requires that every broker-dealer in the
United States who conducts securities busi-
ness be a member. (Today NASD’s wholly
owned subsidiary, the National Association
of Securities Dealers Regulation Inc., or
NASDR, is the largest SRO in the world for
the securities industry; it regulates 5,600
firms and 600,000 professionals.)

An often-quoted description of the SRO
regime by the second SEC chairman and
future Supreme Court justice, William O.
Douglas, gives the flavor of the system:

[T]he exchanges take the leadership
with Government playing a residual
role. Government would keep the
shotgun, so to speak, behind the
door, loaded, well-oiled, cleaned and
ready for use but with the hope it
would never have to be used.’

The most ardent advocates of the present
SRO system echo that justification today.
For example, Richard Grasso, the current
chairman and chief executive officer of the
country’s largest exchange, the New York
Stock Exchange, in testimony before
Congress maintained, first, that the sophisti-
cation of the markets puts market regulation
beyond the expertise of government offi-
cials.’ Individuals who design and actually
run the markets are in the best position to
recognize and address abuses.® As Grasso is
fond of saying, SRO personnel are the “cops
on the beat.” Second, he maintained that an
independent government regulatory agency
would largely duplicate exchange monitor-
ing systems already in place and thus be both
costly and unnecessary. And, third, he sug-
gested that there is substantial symbiotic
value in having regulatory personnel
involved in exchange operations and gover-



nance. Regulatory personnel who under-
stand the inner workings of an exchange are
invaluable in the development of modern
trading and information systems that ensure
and enhance the integrity of the market.

As proof of his contentions, Grasso, like
his predecessors, extols the “success of the
NYSE'’s strong regulatory system” and pro-
claims that “our securities regulatory system
is the envy of the world, and self-regulation
lies at its centerpiece [sic].”” At the core of the
argument is the claim that the success of the
NYSE, the “world’s pre-eminent capital mar-
ket,” validates the regulatory system. In prac-
tice, the performance of the SRO regime has
not been nearly as rosy as Grasso claims.

The Evolution of the
SRO Regime

Although the U.S. securities markets are
the world’s largest and most liquid, it does
not follow that the regulatory system has
been an unqualified success. Strong econom
ic fundamentals have created and sustained
financial markets, not NYSE policing of its
floor traders. Nor does it follow that the cur-
rent system will be able to meet the future
competitive challenges posed by the expan-
sion of electronic trading companies. A fairer
assessment is that the SRO regime has
proved to be barely adequate at best. History
shows that the SRO system has steadily
evolved away from the pure form rooted in
the 1934 act toward a system of more overt
SEC intervention. Periodic public scandals in
the trading markets have been the ostensible
causes of the steps in that evolution. But as
the failures of the original SRO concept
brought more overt SEC regulation, the sys-
tem itself actually removed incentives for
stock exchanges to strictly police themselves
in order to maintain maximum credibility
with their customers.

In 1934 the newly created SEC could only,
on written request from an interested party,
“alter or supplement” 13 specific categories of
the rules and practices of any stock exchange’s

SRO. Thus, under the original compromise,
exchanges maintained certain rules that the
SEC was not allowed to alter, and the SROs
had the exclusive right to initiate certain kinds
of rules. Moreover, new SRO rules over which
the SEC did have some jurisdiction would
take effect automatically unless the SEC acted
to stop them, and SEC actions were limited to
alterations or additions.

In 1975 Congress amended the 1934 act
to require explicit SEC approval of all new
SRO rules. Further, and more significant, the
SEC now is allowed on its own initiative to
“abrogate, add to and delete from” any SRO
rules already in place “as the Commission
deems necessary or appropriate to insure the
fair administration of the [SRO].”® The SEC
now has the power to write, at its discretion,
SRO rules. The SEC, by merely threatening to
use this initiative power, can induce SROs to
pass rules desired by the SEC. The shotgun is
no longer behind the door.®

The last major legislative change affecting
SROs came in 1996 when Congress gave the
SEC broad authority to exempt any party
from any of the provisions of the 1934 act,
including the provisions on the registration
of exchanges, and to impose appropriate con-
ditions on the operations of those parties.'°
The SEC used its new authority in 1998 to
exempt electronic trading systems, usually
known as electronic communications net-
works (ECNs) or alternative trading systems
(ATSs), from the rules that governed other
exchanges and to fashion alternative regula-
tions for firms operating such systems.

In summary, the SRO regime has evolved
away from SRO autonomy to more SEC
intervention. Indeed, the current SEC chair-
man, Arthur Levitt, has recently referred to
the SRO history as “years of battles fought,
obstacles overcome and lessons learned.”* *

SROs in Practice:
A Cycle of Scandals

Growing government control over SROs
resulted from the need perceived by the SEC
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The SRO system,
an odd mixture of
agency authority
and business
incentives, tends
to encourage both
too little and too
much SEC action.

and Congress to break a cyclical pattern of
scandals in trading markets. But those scan-
dals resulted from the hybrid nature of the
SRO system, an odd mixture of agency
authority and business incentives that tends
to encourage both too little and too much
SEC action. During quiet periods, the SEC
largely relies on SROs to police trading
floors, and it routinely approves SRO rules
and disciplinary decisions. In other words,
the SEC during such periods tends to be lazy
and complacent.

When a scandal breaks in a trading mar-
ket, there is embarrassment and handwring-
ing over why the exchange involved was not
more vigilant in disciplining its members.
The exchange contritely proposes minor rule
modifications, often at the SEC’s insistence,
leaving the exchange’s functions and mem
bership largely intact. The SEC approves the
changes and, with some fanfare, the regula-
tors and the regulated hail the virtues of the
SRO system—until the next scandal. In
recent years the SEC has not been able to
resist the temptation to tinker too much
with the rules of the exchanges. But the illu-
sion that the SEC is guaranteeing the integri-
ty of exchanges removes an incentive for the
exchanges themselves to exercise diligence,
lest they lose their customers. And customers
are lulled into a false sense of security, believ-
ing the SEC is closely policing the day-to-day
activities of the exchanges.

Examples of scandals are humerous and
well-known. In 1937 then-SEC chairman
Douglas was encouraging the NYSE to reor-
ganize along more democratic lines. NYSE
president Richard Whitney stymied those
efforts at every turn, leading Douglas to
denounce the NYSE as a “private club.”
Whitney was soon thereafter exposed as a
crook; his firm had been insolvent for more
than 3 years, and he had been embezzling
customer funds for more than 11 years.
Many NYSE members had known of the
thefts but had done nothing. Once the scan-
dal broke, an embarrassed NYSE adopted a
new constitution and reorganized. The presi-
dent became a paid nonmember, elected by

the members of the exchange. The SEC said
the problems with the NYSE had been fixed,
and, with the rule changes, questions about
the SRO system itself were submerged—for a
while.

In 1961 the second largest specialist firm
on the American Stock Exchange, the Re
brothers, was found to be engaging in insider
trading, distributing false information (tout-
ing), distributing fraudulent shares, and oth-
erwise manipulating trading. In the late
1960s the “back-office” scandal saw an
unprecedented number of failures of broker-
dealer firms due, among other things, to
shoddy and questionable back-office book-
keeping practices. The New York City police
estimated that from 1966 to 1970 more than
$100 million in securities was either stolen or
otherwise disappeared.

One recent example of a seeming SRO
lapse concerned price fixing on the NAS-
DAQ. In 1994 two university professors
studying surprising patterns on the NAS-
DAQ in bid and ask prices, the spread, sug-
gested that market makers’ “collusion” may
have been a cause. The NASDAQ's biggest
trading firms were soon embroiled in charges
of price fixing. The responsible SRO, the
NASD, came under criticism for failing to
adequately police its trading market, the
NASDAQ. Two years later the Justice
Department abandoned its investigation of
the scandal after NASD instituted trading
reforms negotiated with the SEC. The civil
actions were settled for close to $1.03 billion.

One of the resulting reforms was the sep-
aration of the disciplinary function of the
trading market from its operating function.
NASD became a holding company with two
separate divisions—one its regulatory body
(NASDR), the other its trading market (NAS-
DAQ). Another reform was that the NAS-
DAQ market makers were required to fill or
disclose within 30 seconds customer limit
orders equal to or better than current quoted
prices (the Order Handling Rules of 1997).*
Just recently, however, the SEC found that
many brokers were not complying with the
new Order Handling Rules.*



The year 1998 saw a floor broker trading
scandal on the NYSE. Floor brokers, when trad-
ing clients’ stock, are barred by NYSE rules
from trading for their own accounts. That pro-
hibition precludes profit-sharing agreements
with favored clients. A broker trading for his
own account could do so to the disadvantage of
his clients. For example, if a broker, asked to
purchase shares of a certain stock for a client,
first purchases some of that stock for himself
(or for aclient with whom the broker has a prof-
it-sharing agreement), he could drive up the
price of that stock, which will then cost more
when he places the order for the client. Of
courseg, the client order could drive the price of
the stock still higher, allowing the broker to
profit from his earlier, personal purchase. In
1998 prosecutors charged 10 floor brokers with
abusing their positions by falsifying trades with
clients to cover trading for their personal
accounts. Nine brokers, all with Oakford
Corporation, pled guilty, and the SEC investi-
gated charges that the NYSE’s SRO system had
systematically failed to detect or curb illegal
trading by many of its floor brokers. The NYSE
promised to clean up its act and the SEC ended
its investigation in June 1999." *

But the NYSE and now the SEC are con-
fronted with claims by the Oakford nine,
attempting to mitigate their sentences, that
NYSE officials knew of and, by tacit assent,
allowed their practices, which were ubiqui-
tous on the floor. Oakford president William
S. Killeen, frustrated in his attempts to put
information on the practices of the NYSE
before federal prosecutors, has gone public
with claims that over a six-year period he “did
business” with more than 150 floor brokers
and that there are more than 60 different
broker-dealer firms that do what he did “day
in and day out."® Specifically, he charged
that Spear Leeds, the largest specialist opera-
tion on the NYSE; major brokerage outfits
such as Goldman Sachs; and NYSE chairman
Grasso gave their tacit assent to such prac-
tices. Spear Leads, Goldman Sachs, and
Grasso deny the charges. Further, before a
federal district court judge in New York, the
defendants produced a parade of corroborat-

ing witnesses, ranging from floor brokers to
a top NYSE official."® Witnesses described,
under oath, an exchange that, for years, failed
to stop illegal trading on its floor. At one
point, a witness claimed the tacit assent of
the NYSE’s vice-chairman. The NYSE now
claims that in the early 1990s floor brokers
could legally share in their customers’ profits
under some circumstances but claims that
the Oakford nine “went too far.™’

Historical Weaknesses in
the SRO Regime

Those scandals are the tip of the iceberg.
The SRO regime does not comport with
common sense about basic human incentives
in economic markets. We should, therefore,
expect troubles until the regulatory regime
gets in line with reality.

To begin with, securities exchanges are
not government agencies or public utilities
that operate in the spirit or under the legal
requirement of public obligation and service.
Some people think of exchanges as analo-
gous to farmers’ markets that anyone is free
to enter to buy or sell as he wishes. But
exchanges are private, closed trade associa-
tions furthering the business interests of
their members. Exchanges seek to maximize
the income of their members and should not
be expected to serve the “public interest” in
the way that charities do, or that government
agencies or public utilities at least are char-
tered to do. To say this is not necessarily a
criticism of exchanges. Exchanges, pursuing
profits for members, do act in the public
interest, just as do grocery stores. Privately
run securities exchanges are an important
part of America’s flourishing economy.

At the same time, securities exchanges, as
trade associations, have a business interest in
creating trading systems that are honest and
efficient in order to attract clients. Members
of exchanges will impaose a variety of obliga-
tions on themselves and on the firms whose
stock they trade in order to ensure that their
exchanges minimize total trading costs and

The SRO regime
does not comport
with common
sense about basic
human incentives
In economic
markets.



If an exchange
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are free of fraud and other forms of manipu-
lative behavior. Otherwise customers of
members, and eventually members them
selves, will go elsewhere. Stock exchanges
with the best rules will have a competitive
advantage and attract more listings, more
traders, and more capital.

Since 1792 the NYSE has dominated trad-
ing in some stocks, and since 1971 the NAS-
DAQ has dominated trading in others,
although electronic exchanges have been
making major inroads in trading NASDAQ
securities. The dominant position of an
exchange or market in a stock can give rise to
two factors that can lead to market ineffi-
ciencies and scandals. The first is the tempta-
tion for exchange members to bend their
own rules, creating a difference between the
rules as advertised and the rules as enforced.
The actual practice of trading on a floor may,
over time, differ considerably from what one
would expect from reading an exchange’s
rules and policies. The second is the tempta-
tion for exchanges, which are, after all, trade
associations of an elite group of otherwise
independent agents, to act like cartels and
attempt to stifle competition from other
trading markets.®

The SRO Enforcement
Problem

An exchange operates under constant ten-
sion. The personal interests of its members,
specialists, and floor brokers and the personal
interests of the members’ clients can cause
those groups to have different ideas about just
how the exchange should understand its own
rules and how strictly it should enforce them.
Since the members control the exchange, the
exchange’s interests mirror the members’ inter-
ests, not the investor-clients’ interests. An opti-
mal system from the point of view of an
exchange member may be one in which the
market has an image of honesty and efficiency
but operates at some accepted distance from
that image. The positive image keeps client
confidence and trust high, encouraging

clients to trade, and the sloppy enforcement
maximizes the personal profits of the mem
bers. This is a delicate balance—too much slop
and the image suffers; clients stay away and
profits fall. Too little slop and members
absorb more market risk in their inventories
and trades; the profits of members fall.

One example of the difference between the
exchange rules as written and as enforced is
continued trading on an exchange floor after
the bell signals the close of trading. In practice,
there is an acceptable period of time for deals
to be done “at close” after the bell. It can be
seconds, but that is enough time for members
to enjoy an additional strategic benefit.
Another example of flexible rules is NYSE'’s
Oakford nine scandal. Although NYSE rules
prohibit discretionary trading by floor brokers
for their own accounts, the defendants argued
that there were times when such trading was
allowed and condoned.

The enforcement problem arises in part
from the secrecy in which the true operation
and profits of exchange members are shroud-
ed. Until 1999 there was little public infor-
mation about how much money NYSE spe-
cialists made or their actual trading practices.
When the parent corporation of an NYSE
specialist firm went public in an initial pub-
lic offering (IPO) that year, the parent had to
disclose the profits of its specialist operation.
The NYSE has successfully claimed over the
years that the information is proprietary. The
closed nature of the system makes it difficult
for customers to monitor whether brokers
are acting in an honest manner and giving
customers the best prices and service.

If an exchange faces stiff market competi-
tion, the deviation between rules and practice
can disappear. In a tough, competitive mar-
ket, any one competitor has an incentive to
honestly reveal its costs and methods of oper-
ation, as a means of showing that it offers a
better deal than its competitors and thereby
attracting customers.

Absent incentives for honesty generated
in a strongly competitive market, the SEC
relies on other approaches. The SEC chair-
man has taken to appealing “to public direc-



tors” on the NYSE board to “jealously guard
... the standards of the markets they over-
see.”® He seems to expect the public direc-
tors to be whistle blowers or gatekeepers of
the public interest, and his efforts do have a
surface appeal, since those directors are not
allowed to be associated with members of the
exchange or with any broker-dealers.*° But
the public directors are nominated by an
NYSE nominating committee and elected by
the membership of the NYSE, just as direc-
tors of other enterprises are elected by stock-
holders.?* The public directors thus have the
members’ interests at heart. Indeed, the nom
inating committee will not renominate pub-
lic directors who get out of line. Granted, the
members’ interests do include the careful
nurturing of an image of honesty to increase
confidence in the exchange. However, if the
NYSE is riding high—if volume and prices are
up—despite questionable practices on the
floor, the public directors cannot be expected
to be and have never been whistle blowers.

The Cartel Problem

All trade associations since the beginning
of mercantile economies have posed the risk
of being vehicles for anti-competitive behav-
ior. Members of trade associations invariably
are tempted to use their market-dominant
positions to the disadvantage of nhonmem
bers. And often such associations defend
their practices in public as attempts at rea-
sonable self-regulation and the maintenance
of quality standards.

Trading markets fit this familiar pattern.
Prime examples of exchange rules that
adversely affect those who are not members
of particular exchanges are the various rules
that the NYSE has had in place or requested
over the years in its attempts to consolidate
order flows on its floor. Today, with more
alternative trading venues, including elec-
tronic ones, brokers, particularly those han-
dling NASDAQ stocks, must shop around
for their clients in order to obtain the best
price. NYSE officials, worried that the NAS-

DAQ situation will soon be replicated for
NYSE-listed stocks, argue that consolidating
orders on the floor of the exchange ensures
the best single price for customers in listed
stocks. But in fact such rules consolidate
markets, that is, limit competition in the
name of efficiency. NYSE’s rules consolidat-
ing order flow on its trading floor allow its
members to make commissions as interme-
diaries and to retard the development of
alternative electronic trading systems.”

The optimal system for the NYSE, assum
ing it has the lion’s share of trading in its list-
ed stocks, is one in which all stock quotes
and all trades are available only to exchange
members or exchange licensees. One would
have to pay an exchange member, directly or
indirectly, for access to the best and most
current stock prices. Members could charge
clients a premium for the exclusivity of their
access to the best prices.

Gradually, the SEC has nibbled away at
the exclusivity of that exchange.”* The NYSE
fought and will continue to fight each
change. Stock quotes and trading informa-
tion, for example, are now publicly dissemi-
nated,”“and the NYSE is a member of a con-
solidated quote and trading system.?® Fixed
commissions established by exchanges for
their brokers were finally eliminated by the
SEC in 1975. Two years ago the SEC forced
the NYSE to drop Rule 500 that made it
extremely difficult for firms to delist their
stock.2® The use of eighths of a percentage
point for stock spreads was only recently
abandoned in favor of sixteenths and thirty-
seconds. Next year spreads will be quoted in
pennies (decimalization). The NYSE has,
under pressure from the SEC, proposed the
elimination of its Rule 390, which stops its
members from acting as dealers off the
exchanges for old-line NYSE-listed securi-
ties.?” (Securities listed on the NYSE after
1979 can be traded on other exchanges.)
Most of these changes are 20 to 30 years late.

The SEC is also, slowly, attempting to
change other rules that keep NASDAQ deal-
ers and ECNs from trading stocks listed on
the NYSE through the Intermarket Trading
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System.?® One of the reasons the new elec-
tronic exchanges have not made significant
inroads in the trading in NYSE-listed securi-
ties (most of their volume is in NASDAQ
securities) is that the ECNs, as brokers and
not exchanges, do not have access to the ITS
system that connects those venues that trade
NYSE-listed stocks. The SEC has also pro-
posed a rule change that will allow regional
exchanges to trade NYSE-listed IPOs on the
first day of the offering rather than on the
second day. Most of the SEC initiatives on
ECNs are at least 10 years late.

But the most subtle forms of anti-com
petitive behavior by exchanges, in fact, may
be made possible by their internal discipli-
nary mechanisms. The SEC mandates that
exchanges have those mechanisms, enforces
the penalties meted out by those mecha-
nisms, and only very loosely monitors the
prosecutorial discretion inherent in those
mechanisms. For example, exchanges wor-
ried that their members could attempt to
engage in activities that might be legal and
permissible but that would in essence com
pete with the exchange can use threats of
SRO disciplinary actions to deter members
from engaging in such activities.?*No mem
ber’s books are perfect, and a fishing expedi-
tion or disciplinary inquiry is always costly
and potentially embarrassing for a member.

Not surprising, in the name of efficiency,
exchanges argue for the rationality of SRO
rules that in fact give them market and pric-
ing advantages. The NYSE argues, for exam
ple, that SRO rules that consolidate order
flow are necessary to prevent the “fragmenta-
tion” of trading markets. It also argues that
rules that protect the position of its members
as intermediaries in large trades (and that
limit the scope of electronic trading systems)
give clients “price improvements” that elec-
tronic trading systems cannot offer. But the
sophistication of telecommunications and
computer technology is causing well-
informed parties to be justifiably skeptical of
both claims.

The NYSE continues to fight against ero-
sion of its dominant market position, pri-

marily through the government regulatory
process. The NYSE's major focus at the
moment is on curtailing the ability of com
petitors to divert stock trades from the
exchange by matching the exchange price
spreads, often with cheaper execution fees.
Further, NYSE leaders have attacked their
competitors’ practice of diverting order flow
to in-house market makers in other markets
(internalization) or to market makers who
will pay inducements for the orders (pay-
ment for order flow).>° The NYSE has asked
the SEC to ban that practice.® Thus far, the
SEC has responded by requiring brokers who
accept payment for order flow to disclose the
practice to customers.3*NYSE officials have
also asked that the SEC to force competitors
to reveal their orders to NYSE traders before
the orders are executed (an order exposure
rule).®® Most recently, the NYSE asked the
SEC to prohibit competitors from trading as
principals with client orders unless the trade
is executed at better than the current nation-
al best market prices.* A firm that trades as a
principal with a client order buys from
clients that place orders to sell and sells to
clients that place orders to buy. Many of
those rule proposals are still on the table.

A large, integrated market might look like a
monopoly, but there is an important distinc-
tion between market power and barriers to mar-
ket entry that are facilitated by government reg-
ulations. The primary lesson of these disputes is
that it is the SEC, not the exchanges, that cre-
ates the conditions that allow cartels and
monopolies in trading markets to arise and
flourish. The exchanges need and use the SEC
to ratify and enforce any anti-competitive rules
that have bite and effect.

SROs and Electronic
Trading Systems

In the past decade entrepreneurs with
expertise in telecommunications and com
puters have developed a variety of alternative
securities trading systems that are becoming
substitutes for traditional securities



exchanges. These computerized trading sys-
tems now handle close to 30 percent of the
orders in securities listed on the NASDAQ
and almost 8 percent of the orders for all
exchange-listed securities.®® Instinet Corp.
(owned by Reuters Group PLC) is the largest
ECN, with 50 percent of the total ECN vol-
ume; Island ECN (owned largely by Datek
Online Holdings) and Archipelago Holding
(owned by the large Wall Street brokerage
houses) have 20 and 8 percent of the volume,
respectively. Archipelago has recently
announced a partnership with the Pacific
Stock Exchange to create a new, fully com
puterized stock market.*®

The SEC has struggled with the problem
of how to regulate the new ECNs. After
releasing three major series of rules, each
more than 100 pages of arcane prose, the
SEC settled on rules that became effective on
April 21, 1999.237 In essence ECNs have two
options. First, an ECN can choose to register
as a national securities exchange and meet
the licensing requirements of Section 6 of the
Securities Exchange Act. One registration
requirement is that the ENC maintain an
SRO. Two ECNs have so far applied to be
exchanges. Second, an ECN can choose to
register as a broker-dealer and comply with
the special licensing requirements of a new
Regulation ATS. If an ECN chooses that
alternative, it will fall under the jurisdiction
of the NASD’s huge SRO, the NASDR, that
covers all broker-dealers in the securities
industry. Most of the existing ECNs will opt
for Regulation ATS status, but the SRO por-
tion of neither option makes sense for ECNSs.

Consider the operations of a basic ECN.
The owner of a large-capacity computer
writes software to match buyers and sellers,
software that the owner believes will appeal
to a large number of traders. Traders, both
buyers and sellers, subscribe, pay a fee, log on,
and place bid and ask orders. The computer
matches the trades that it can in a preestab-
lished format. The traders are then notified
of the matches. Unmatched traders are either
cancelled after a set period of time or for-
warded to other markets. The software pro-

grams can and, without SEC involvement,
would differ from one another in many
respects: the type of trader that the program
allows to log on; the types of display of the
size and price of and the identity of partici-
pants in any pending trades; the types of
access nonsubscribers have to price quotes;
the publication of the size and price of and
the identity of participants in any successful-
ly matched trade; and the mechanics of the
matching process.

There are many kinds of matching
processes that might be used to attract
traders. For example, a software program
could run a call auction at set times (the
Arizona Stock Exchange), a continuous
matching system with first-in-time priority
(Instinet, Island), or a crossing system that
matches unpriced orders at a single price
established in another market (Posit). One of
the more innovative systems that began with
much fanfare is the OptiMark system that
allows traders to post orders for different
amounts of securities at different prices.®

If an ECN chooses to register as an
exchange, it must develop an SRO. Consider
what this entails: The SRO must include an
internal compliance system for its owners
and subscribers. The compliance system
must include a “fair procedure” for any disci-
plinary actions. The SRO would have to
develop a package of rules designed, among
other things, to prevent fraudulent and
manipulative practices, to allocate fees for
access to the ECN, and to regulate trading by
owners and employees.

But why should the SEC require the
owner of such a system to form an SRO?
There is no traditional exchange member-
ship to discipline. The ECN sells its services
to subscribers and should be allowed to ter-
minate subscribers at will or under other
conditions set forth in the subscriber con-
tracts. There are far fewer insiders to moni-
tor. Floor brokers and specialists are replaced
by a machine and individual technicians.
There are minimal listing requirements for
the stock traded. The drastic reduction in
manpower at the point of trade in an ECN
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suggests that there need be only laws that
require an ECN to operate free from fraud.
Such a law might require that any ECN be
honestly advertised to subscribers and deliver
on its promises. There is no longer a need for
complex monitoring and compliance sys-
tems for each trading system. If each ECN
creates an SRO, there will be, at minimum,
excessive duplication among the various reg-
ulatory bodies of each ECN and an unneces-
sary cost burden that must be passed on to
subscribers in the form of higher fees.

If an ECN attempts to avoid the burdens
of creating and maintaining an SRO by not
registering as an exchange, it must register as
a broker-dealer and be subject to the SRO
subsidiary of NASD, the NASDR. Yet NASD
runs two competing markets, the NASDAQ
and the AMEX. To eliminate potential con-
flicts of interest, the NASD has taken pains
to separate, by means of a holding company
structure, the operation of its trading mar-
kets from the operation of its disciplinary
arm. Yet the parent corporation is still run by
securities professionals who may have inter-
ests in one or more of the trading markets.
(The logic of the separation of the divisions is
obvious and ought to mature into a total sep-
aration of the two functions. NASD ought
not to run the NASDR.)

Further, an ECN that is subject to an SRO
that it does not run itself still faces many of
the problems it would face if it did run the
SRO. For example, the SRO still would have
to determine how to regulate a market in
which trading occurs in a computer with
software that automatically matches certain
kinds of trades rather than on a physical
floor with human brokers.

Moreover, there is much potential mischief
in the SEC’s role as monitor of the SRO rules
either of the individual ECNs registered as
exchanges or of the NASDR for ECNs regis-
tered under Regulation ATS. The SEC cannot
resist the temptation to tinker with the operat-
ing characteristics of ECNs—all in the name of
consumer welfare, of course. For example, in a
classic misstep, the SEC has required all ECNs
registered under Regulation ATS to publicly
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display the full size of their best buy and sell
orders if the ECN volume in a security is 5 per-
cent or more of the security’s total volume.
Thus, if OptiMark grows significantly, process-
ing a higher volume of orders, it will have to
alter its operating system to allow for such dis-
play. But that would undermine one of the sys-
tem’s benefits for many subscribers, the ability
to postsingle large orders in away that does not
immediately come to the attention of other
dealers. Knowledge of the size of the order or of
who is placing it would adversely affect the
price. The SEC has also required Regulation
ATS ECNSs to afford nonsubscribers access to
ECN quotes and “fair fees.” But an ECN'’s con-
trol over its subscriber base is a crucial aspect of
its overall business strategy.

The SEC has an underpaid, high-turnover
staff of lawyers and economists who are not
entrepreneurs and have a hard enough time
trying to regulate traditional markets.
Allowing that agency greater control over the
new electronic trading systems would harm
those systems, most likely to the advantage
of traditional exchanges.

If the NYSE and NASDAQ
“Go Public”

The NYSE and the NASD, both worried
by the growing strength of the ECNs, have
sought to develop their own sophisticated
electronic operations. However, they have
had only limited success.® Their own mem
bers have balked at the changes because the
member-owned structure of the trading mar-
kets creates a conflict of interest. The new
technology would reduce or eliminate many
of the members’ traditional trading func-
tions. The conflict between the welfare of a
trading market and the welfare of its individ-
ual members has grown severe enough to put
the health of the traditional trading markets
in jeopardy.™

Thus the NYSE has been unable to estab-
lish an after-hours computer trading net-
work. Only small orders are executed without
human intervention. Investors are able to get



automatic execution on orders of 1,000 or
fewer shares, but such orders constitute less
than 20 percent of the exchange’s volume.
James Brinkley, chairman of the Securities
Industry Association, a trade association of
brokerage houses, calls the incremental
changes “pathetic.™ 2

Of course, the incentives would be drasti-
cally changed if the NYSE and the NASD were
to separated ownership of trading markets
from the use of trading market services, that is
to say, if they were to act on proposals before
the members of both organizations to change
from not-for-profit associations into private,
for-profit companies, and to sell stock to the
public.* 3 The members would receive some of
the stock and cash that the trading markets
would raise from IPOs of common stock. A
new class of owners, the stockholders, would
run the exchanges to make a profit. The per-
sonal interests of the floor traders of an
exchange would no longer dominate the
exchange’s decisions to take advantage of new
technological innovations. A for-profit
exchange would be likely to use some of the
capital raised in an IPO, for example, to pur-
chase and run its own ECN. Members might
see this as being in their long-term interest. (As
of now, however, members of the NYSE,
NASD, and a number of other exchanges have
successfully stalled these conversions.)** A for-
profit corporation would offer the added ben-
efit of enabling an exchange to use its own
stock as consideration in such acquisitions.

With the advent of a for-profit exchange,
the old SRO rhetoric that served the
exchanges and the SEC for so many years
would becomes intolerable. A for-profit cor-
poration cannot be a partner with the gov-
ernment as a disciplinary regulator. The
NYSE'’s efforts to go public have SEC chair-
man Levitt worried about “conflicts of inter-
est.” He notes, “We simply cannot allow the
mandate of self-regulation to take a back seat
to the exigencies of short-term profit.” He
has asked for a “strict corporate separation of
the self-regulatory role from the marketplace
it regulates.” *°

Of course, the SEC chairman’s concern
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over conflicts of interest comes a bit late.
There currently are conflicts created by the
SRO system, for example, the use of SRO
rules by exchanges to stifle competition,
which conflicts with the goal of an open mar-
ket system. And in any case, the NYSE cur-
rently is not some sort of public utility and
certainly will not be one if it becomes a for-
profit operation. A for-profit NYSE would
mean that stockholders and not just mem
bers would have an interest in the exchange’s
welfare. NYSE chairman Grasso is probably
right when he answers SEC chairman Levitt's
concerns with the remark that “converting to
for-profit status will strengthen our resolve
to maintain the highest standards of self-reg-
ulation.”® In any case, the SEC might well
face the challenge of applying an already
problematic SRO regime not only to ECNs
but to exchanges that become shareholder-
owned enterprises.

The Problematic “National
Market System”

Adding to the problem of applying the SRO
regime to ECNs is a 1975 amendment to the
Securities Exchange Act that requires the SEC to
work toward a “national market system.” But
does that requirement give the SEC license to
structure trading markets? The SEC cites that
directive as justification for most of its rules relat-
ing to the trading market structure.”” Yet one of
the true innovators of the ECN, Steve Wunsch,
president of the computerized Arizona Stock
Exchange, defined the issue well in an October 29,
1999, letter to the Wall Street Journal. Even though
the SEC has discretionary powers it can use
against Wunsch’s operation, Wunsch dared to
criticize that agency for “playing God.”®

In pursuit of such nebulous concepts
as “transparency,” “efficiency” and
“fairness,” the SEC and its academic
advisers have relentlessly intervened
to redesign the market structure. But,
just as it is difficult to design a better
eye or grain, attempts to turn the
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stock market into a “level playing
field” ... have produced only a slew of
unintended consequences. . . . Why
not let the market structure result
from competition rather than man-
dates from on high? *

It is indeed amazing what rules the SEC
justifies in the name of promoting a “nation-
al market system.” In 1998 in new regula-
tions for the ECNSs, it took upon itself the
responsibility of crafting a “balance” between
the benefits of a centralized market—an inte-
grated, deep, liquid market—and the benefits
of competition among trading markets.

In practice, the “national market system”
directive has meant that the SEC has crafted
a plethora of regulations on the operation of
markets, especially of ECNs. There are regu-
lations on, among other things, member and
subscriber access, price quote and trade dis-
play practices, listing requirements, a consol-
idated quotation and tape system, execution
fee schedules, intermarket linkages, best exe-
cution obligations of brokers, order routing
practices, and limit order procedures—in
short, regulations on much of the essence of
the market structure. Given the speed of
changes in the market, the SEC may find
itself constantly tinkering with the market
structure in a struggle to keep up to date and
eliminate past regulatory blunders.

The SEC’s market-structure-by-mandate
satisfies few in the industry. Unfortunately,
many critics favor an even more centralized
market on which all stock of any issuer can
be traded.>° Those who advocate centraliza-
tion bemoan the dangers of “market frag-
mentation.” They argue that only a central-
ized market will be orderly, liquid, and deep,
with narrow price spreads. Moreover, only in
a single market will traders know with cer-
tainty that they have received the best execu-
tions of their orders and that no one else
offers a better price.

Advocates of centralized markets tend to
favor one of three arrangements. First, there
are advocates of the “black-box” approach.
Devotees of that approach envision the single
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market as one all-encompassing computer
trading system (sometimes referred to as a
time-priority central limit order book, or
CLOB).>! Second, there are those who favor
an overarching ITS.” (The ITS system histor-
ically has connected only the national
exchanges, the NYSE and the AMEX, with
the regional exchanges on exchange-listed
securities.) Enthusiasts argue that time prior-
ity can also be imposed on competing mar-
kets by forcing all trading through a com
puterized message switch that monitors the
timing of quote updates and routes orders
accordingly. And third, those in current posi-
tions of superior market power, principally
the NYSE, urge the SEC to consolidate order
flows in their markets. The NYSE, in an
effort to consolidate order flow on the floor,
has urged the SEC to terminate the ITS sys-
tem.”*The new SEC Concept Release asks for
comments on strengthening the ITS in ways
that could divert order flow through the sys-
tem from the NYSE to other markets. Rather
than debate details, the NYSE wants to elim
inate the system.

The approaches share a common prob-
lem. A central market would be a monopoly
captured by a few to maximize their returns,
and it would be resistant to innovation. Such
a monopoly would be inherently unstable
since markets overseas will develop that offer
more attractive venues and prices. At best, the
SEC does not have the foresight to create a
market that would be superior to one created
by the competitive process. Nobody knows
currently which, if any, of the recent trading
market systems will prove best. The SEC is
likely to pick the wrong system, and trading
will be less efficient than if selection of a sys-
tem had been left to market forces.>* At
worst, the SEC will be captured and corrupt-
ed by the interests behind whatever market
manages to establish itself as the only game
in town.

The second alternative, an overarching,
modified ITS, has a certain appeal. The ITS
system has connected the national exchanges
with the regional exchanges, and the SEC has
recently moved to open up the ITS system to



enable NASD dealers to trade NYSE-listed
securities.”® The SEC chairman wants the
ECNs to be included as well, but, at the
moment, technical problems are stalling the
effort. Thus it might seem a simple step to
convert the ITS into the single trading market.

The ITS system shares many of the prob-
lems of the SRO regime. The ITS is itself a
combination of otherwise independent trad-
ing markets.*® If all exchanges were required to
belong to the ITS, and the ITS maintained
exclusive rules for membership and a domi-
nant market position, that system could easily
become an anti-competitive combination of
otherwise independent competitors. One can
make a good case for the proposition that in
the past the ITS system has been a major tool
used by the national exchanges to stifled com
petition in exchange-listed securities. When
the SEC recently announced an initiative to
give NASD dealers full access to trading
NYSE-listed securities over the ITS, the SEC
chairman commented that the change was
“long overdue and, frankly, should have been
accomplished some time ago through the vol-
untary efforts” of the ITS membership.® ‘Such
a suggestion for “voluntary efforts” sounds
like an invitation to collusion.

The ITS system is the trading market that
bears the closest resemblance to a public util-
ity. With an all-inclusive, market-dominant
ITS would go an SEC that would act like a
state public utility commission regulating
water or electric service, in this case approv-
ing membership criteria, fees and basic oper-
ational structure, and procedures. The SEC
already is moving the ITS in that direction.
The SEC has announced an initiative to open
up the ITS to ECNs, which makes sense
unless it comes with heavy-handed corollary
obligations. As members, ECNs may lose
control over the fees they can charge to access
their quotes. But the SEC has now, in a recent
Concept Release on Market Fragmenta-
tion,” ®asked for comments on how to struc-
ture the ITS itself.

It is questionable whether an SEC micro-
managing the operating characteristics of a
super-1TS system will make the right techni-
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cal decisions. For example, the overarching
ITS system would have the same quote dis-
play problems that so bedeviled the SEC in
its efforts to promulgate Regulation ATS.
But could participants quote different prices
for different amounts? Would traders be
required to display their entire position, or
could they dribble out their sales? Would all
brokers have ITS access? Should strict
time/price priority be enforced through an
ITS (option six in the SEC’s Concept Release
on Market Fragmentation)?°® Should an
order exposure rule be applied through an
ITS (option three in the SEC’s Concept
Release on Market Fragmentation)?*° If the
answers do not accord with the desires of
large traders, those traders will go elsewhere
unless the ITS system has overwhelming
market power, that is, a monopoly main-
tained through government regulations.

What is the best ITS system? Surely the
SEC ought not to be the final arbitrator of
these critical operation issues (as is threat-
ened by the Concept Release on Market
Fragmentation), nor should a trade associa-
tion of all the old-line exchanges (as is cur-
rently the case).

Centralizing trading through a time-prior-
ity message switch, that is, a modified ITS,
raises all the issues that does centralizing trad-
ing in a central limit order book, the CLOB
version of the “black-box” approach. It
requires expensive new infrastructure and
bureaucracy, precludes competition and inno-
vation, and leaves the market dependent on a
government-imposed technology. Moreover, a
time-priority rule does not take into account
other attributes of the participating markets
that are relevant to execution choice. Another
concern with time priority is that it prevents
competition on factors other than price. In
other words, the trading market that is first in
line gets the order, regardless of whether other
markets offer enhanced liquidity, faster or
more reliable systems, lower rates of failed
trades, or better credit, to name a few of the
many factors on which markets compete
today. Under a time-priority rule, the better
markets will pressure the SEC to mandate
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rules that either “shape up” or eliminate the
sloppier markets—a sure recipe for ever more
intrusive SEC microregulation of the market.

The problems of designing an all-inclusive
ITS demonstrate why it would be better to have
competition not only among trading markets
for traders but also among intermarket trading
networks for the participation of trading mar-
kets. An SEC-mandated ITC would eliminate
two kinds of competition: first, in the way com
petitors use any given intermarket trading sys-
tem and, second, in the ways competing inter-
market trading systems evolve.

Evidence of the strength of the first form
of competition in the market is seen in
Archipelago’s recent purchase of the Pacific
Stock Exchange’s stock trading business.
When Archipelago takes over, it will have
access to the current ITS system. Members of
the current system can execute in-house all
incoming orders as long as the members
match the best price in the system; they do
not have to route orders to the market that
first displayed the best price. The Archipelago
program will automatically route incoming
orders to whichever market has first posted
an opposite order at the best price. That is,
Archipelago will voluntarily offer “time prior-
ity” in an effort to woo customers.® " The SEC
did not need to legislate the practice.

Evidence of the strength of the second
form of competition in the market comes
from Internet businesses that interconnect
various retail markets to offer customers the
best price alternatives. The travel market,
consisting of airline tickets, hotels, rental
cars, and tourist event tickets, is the best
example. Anyone can log on to one of those
popular Internet sites and compare prices
from a variety of businesses. The securities
trading markets can and will develop com
peting market linkage sites that will include
not only American markets but also markets
abroad (London, for example) that trade
American stocks. The SEC should not retard
the development of either of these two forms
of competition.

The SEC, despite its rhetoric, has not cre-
ated a national market system in which
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regional exchanges can survive, nor, for that
matter, has it created one in which many of
the new ECNs can survive. Regional
exchanges are merging in an effort to remain
profitable, viable entities. A recent article in
the Wall Street Journal notes that many of the
nine ECNs are not generating sufficient rev-
enue to survive.® > After a “shakeout” only one
or two ECNs might survive. The NYSE and
NASDAQ will no doubt attempt to buy one
of the successful ECNs when those
exchanges succeed in going public. It would
be very easy for the trading markets to con-
solidate further, not fragment, given the state
of the SEC’s regulation.

Trading markets are no different from any
other service market: the more competition the
better, the less government intervention the bet-
ter. The majority of the critics have it upside
down. The SEC already is too intrusive and try-
ing to micromanage markets too much.

The Optimal Goal?
A More Market-Based
System of Regulation

In light of the problems with the current
SRO regime, what kind of regulatory system
would be appropriate for the future? SEC
chairman Levitt is correct when he maintains
that a for-profit NYSE should not run an SRO
as it has been mandated to do in the past.
Further, NYSE chairman Grasso is correct
when he maintains that his exchange cannot
currently be expected to run like some sort of
public utility and, if it is sold to shareholders,
most certainly will not be run like anything
but a for-profit enterprise. The major problem
with an SRO is its bizarre hybrid nature. An
SRO is an odd mixture of agency authority
and private business incentive.

Grasso also is correct that the NYSE
should have internal rules to foster investor
confidence in the exchange’s activities and
that, if it did not act as an SRO under law, the
NYSE would still maintain and advertise a
private disciplinary system. Before the 1934
act, all the exchanges had internal discipli-



nary systems in place. The NYSE has always
had a business incentive to foster investor
confidence, just as, say, a pharmaceutical
company would have a business incentive to
foster user confidence in its testing proce-
dures even in the absence of the Food and
Drug Administration. If Congress were to
abolish SROs, this incentive would not disap-
pear. Individual trading markets would still
have private, internal compliance. Indeed, the
various trading markets would compete par-
tially on price and partially on the quality of
their service. The quality of their service
would depend on systems that guaranteed
the integrity of trades and the absence of con-
flicts of interest.

What is lost with the SRO system? An
SRO system retards competition among
markets on the quality of their internal sys-
tems. The SEC tends to drive all the markets
into a single format for their disciplinary sys-
tems. An SRO encourages both too little SEC
action and too much. The SEC has a tenden-
cy to meddle too much in the formal, written
operational mechanics of the systems regu-
lated by the SRO and a tendency to rely too
much on the SRO for the policing of floor
trading practices. The SEC has to approve the
written rules of SROs and, as a result, cannot
resist a tendency to tinker with the mechan-
ics of the operation of the trading markets.

The SEC buys into the “cop on the beat”
theory of SROs that leaves to the SROs the
policing of everyday trading practices.
Trading practices are extraordinarily com:
plex, given today’s multitude of instruments,
markets, and players. Insiders who know the
system can best take advantage of it and use
methods that are obscure to even sophisticat-
ed clients and traders. Under the theory that
it takes a crook to catch a crook, the SROs are
left to regulate this complex web of day-to-
day trading practices. And periodically some-
one, usually outside the system, in neither an
SRO nor the SEC, catches and publicizes
wrongdoing, and a scandal ensues. With the
SRO in place, the SEC is less accountable; it
can blame the SRO for lack of enforcement.®®
The SRO disciplines someone and, after
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some negotiation with the SEC, changes its
rules a bit. Without the SRO crutch, the SEC
itself would have to either gain the expertise
necessary to regulate the trading business or
close up shop.

Given the inadequacies of the SRO
regime, what sort of regulatory system would
be best in the emerging age of electronic trad-
ing? Levitt has found “intriguing” a sugges-
tion that one super-SRO regulate all the mar-
kets to “alleviate conflicts and reduce redun-
dancy, paperwork, and operational costs.”®*
NASD, if it were to spin off NASDAQ as a
for-profit corporation while retaining
NASDR as a division of the not-for-profit
NASD, would be making a bold move to
push NASDR as the single regulatory unit
for all the trading markets and all the securi-
ties professionals.®

In any case, in light of the emergence of
ECNs and the probability that exchanges will
go public, the SEC’s role will need to be rede-
fined so that market discipline on exchanges
is facilitated and the past problems of SEC
micromanagement of exchange rules are
avoided. In the future the SEC should, first,
be limited to enforcing the full and accurate
disclosure of the mechanics of exchanges and
the compliance systems under which they
operate. Second, the SEC should continue its
independent investigations and prosecutions
of various forms of fraud that historically
have been attempted by those operating trad-
ing markets—false touting, back-dated
trades, wash sales, unauthorized front run-
ning, and the like. To aid in the prevention of
fraud, trading markets will need to maintain
audit trails of quotes and trades. And third,
the SEC should ensure that markets are open
and competitive.

The exact details of the SEC's role vis-a-vis
these needs are open to discussion.
Unfortunately, the SEC seems poised to move
in the direction of more regulation rather than
less. For example, one proposal on the table at
the SEC is for a government-operated and gov-
ernment-controlled computer system in
which all market makers in the United States
would be forced to participate.

In any case the
SEC’s role will
need to be
redefined so that
market discipline
on exchanges is
facilitated and
the past problems
of SEC micro-
management of
exchange rules
are avoided.



Securities markets
are indispensable
for a prosperous
free-market
economy.

The core of capitalism is the accumulation
and use of capital by private individuals.
Securities markets are indispensable for a
prosperous free-market economy. That is
what is at stake in the discussion of the future
of SEC regulations, and that is why a system is
needed that fosters competition between
exchanges over safeguards while allowing the
flexibility that the current regime lacks.
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