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Over two  hundred years ago, j us t  shor t ly  af ter  the birth o f  our 
nation, the f i rst securit ies exchange was establ ished in Philadelphia. / 
do no t  th ink i t  was a coincidence that the Declarat ion o f  independence 
was s igned in the same c i ty  where our f i rst  formal  marketplace was 
established. The Virtually concurrent births o f  our pol i t ica l  and financial 
inst i tu t ions i l lustrate what  an essential role the marketplace has always 
p layed in this country. 

Dur ing the past  two  hundred years, the markets have changed 
considerably. You k n o w  that at the Philadelphia Stock Exchange, an 
exchange that is often referred to as the mos t  diversi f ied in the world. 
Technology has revolut ionized trading. Orders are executed within 
seconds. Markets are inter l inked globally. Market  products are also 
fluid. Instead o f  invest ing in plain stocks and bonds, investors are 
purchasing hybr id  products whose values are derived from the price of  
some underlying asset. But  after all, weren ' t  those f i rst  pieces o f  paper 
traded in Philadelphia also, in a sense, derivative products? 

M y  discussion today focuses on the Market  2 0 0 0  s tudy  recently 
released by the SEC's Division o f  Marke t  Regulation, and then on one o f  
the challenges to the marketplace that i t  is very t imely to discuss -- 
oversight o f  the exploding derivatives market. 

MARKET  2 0 0 0  

The SEC has a good  history o f  responding to the ever changing 
demands o f  the marketplace. The most  recent culminat ion o f  this 
ef for t  has been our Market  2 0 0 0  Study. 

/ f  you compare the " Inst i tut ional  Investor S tudy"  conducted by 
the SEC in the mid-1970"s  wi th the Market  2 0 0 0  Study, you can see 
h o w  much  our equi ty  markets have changed. The Inst i tu t ional  
Investor Study led to the un-f ix ing o f  commission rates; the 
development o f  consol idated quotat ion and transact ion reports among 
U.S. exchanges; the Intermarket Trading System; and the ini t iat ion 
o f  transact ion report ing for  NASDAQ securities. /n the t w e n t y  years 
since that  study, the U.S. equi ty  markets have enjoyed a tremendous 
g row th  in trading volume. In addit ion, advances have been made in 
trading technology, inst i tu t ional  investors are increasingly dominat ing 
the markets, derivative products  are becoming s igni f icant  instruments 
in the marketplace, and cross-border transact ional ac t iv i ty  has 
boomed. 

A l though these developments have resul ted in s igni f icant  cost 
savings, convenience, and variety to the invest ing public, they also 
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raise important issues of  market transparency, liquidity, efficiency, 
and domestic and international competition. 

What the Market 2000 Study basically concludes is that today's 
equity markets operate efficiently within the existing regulatory 
structure. As a result, the Study does not call for broad structural 
changes to the regulation of  the equity markets. Instead, the Study 
concludes that the Commission should continue to focus on 
enhancing competition and allowing economic forces, interacting 
within a fair regulatory field, to determine that appropriate variations 
in market practices and services. 

Notwithstanding its basic confidence in the integrity o f  the 
equity marketplace, however, the Study does contain a number of 
proposals with respect to improving transparency, fair treatment of 
investors, fair market competition, and open market access. 

TRANSPARENC Y 

The Study suggests several methods for improving transparency. 
First, transparency can be improved by displaying all l imit orders in 
listed stocks or NASDAQ stocks when these orders are priced better 
than the best intermarket quotes or NASDAQ quotes. Displaying the 
real quotation spread would prevent market fragmentation. Second, 
intramarket transparency could be improved by eliminating the one- 
eighth pricing system and reducing the minimum variation permissible 
for bids and offers to one-sixteenth, for example. In preparing the 
report, the s ta f f  concluded that the current minimum is too wide 
because much o f  the trading in stocks on proprietary trading systems 
is done in stocks quoted in eighths, by parties who trade inside the 
quotes at prices of  one-sixteenth or finer. Third, the Study 
recommends that the NASD consider ways of  improving access to 
information with respect to orders entered into SelectNet. 
Competitive pricing of  a security is inhibited i f  there is l imited 
availability o f  information regarding SelectNet orders. 

In addition to intramarket transparency concerns, Market 2000 
considered after-hours trading and the  feasibility o f  an  order exposure 
rule. According to the Study, in the first half of  1993 about 17 
million shares per day in NYSE and NASDAQ/NMS securities were 
executed after regular trading hours. Approximately half o f  these 
were faxed to off-shore trading desks for execution. The Study 
recommends that the SRO's develop a transaction reporting system to 
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capture trades in U.S. equit ies that are only nominal ly  executed 
abroad. Final ly,-with-respect-to-order-exposure, the New York Stock 
Exchange and GAO have recommended that the Commission 
reconsider implement ing  an ~order exposure rule. The Study suggests 
that the NYSE and other SRO's coordinate the development o f  such a 
rule for  fu r the r  Commission consideration. 

FAIR TREATMENT OF INVESTORS 

With respect JtO the  fair t reatment o f  investors, the Study 
contains f ive specif ic proposals. F i rs t ,  the Study recommends that 
the Commission require greater disclosure o f  payment  for order f low 
and broker-dealer order handling practices. As  you wel l  know,  
payment  for order f l ow has deeply div ided the securit ies industry, and 
has been extensively debated  and analyzed. Opponents o f  payment  
for  order f l ow liken this pract ice to a payoff ,  while proponents 
consider i t  a legi t imate business pract ice in a highly compet i t ive 
market. 

/n ant ic ipat ion o f  the Study's proposal, the Commission 
proposed rules last October that a t tempt  to str ike a balance between 
these compet ing  v iewpoints -- and do so in a manner that I believe is 
who l ly  consistent  wi th the core principles o f  the federal securit ies 
laws. 

In October, the Commission publ ished for  comment  a proposal 
regarding Payment for Order Flow. Under this proposal, Rule lOb-10 
wou ld  be amended to require a broker-dealer to include on the 
conf i rmat ion o f  each transaction whether  payment  for  order f low was 
received. / f  such a payment  was received, the broker-dealer must  
report t h e a m o u n t  o f  any monetary  payment  or monetary  equivalent 
received w i th - respec t  to the transaction. 

/n addi t ion, the release also proposed to add n e w  Rule 1 1Ac 1-3 
that wou ld  require a f irm t o  disclose i t s  pol ic ies-regarding payment  for 
order f l ow  pract ices in exchange-l isted and NASDAQ nat ional  market 
system securit ies on each new account  s ta tement  and on the annual 
account  statement.  The proposed rule also wou ld  require these 
statements to include informat ion regarding the f irm "s aggregate 
amount  o f  monetary-based payment  for  order f low. 

By advancing the not ion o f  a disclosure-based solution, the 
Commission steered clear o f  p ick ing "w inners"  and " lowers"  between 
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compet ing market  part icipants. Instead, by  requir ing relevant 
disclosure, investors wi l l  have the informat ion necessary to make 
in fo rmed decisions for  themselves. As  Just ice Douglas once said, 
"Government should keep the shotgun, so to speak behind the door, 
loaded, wel l  oiled, cleaned, ready for  use but  w i th  the hope i t  would 
never  have to be used."  

Market  2000"s second proposal  wi th  respect to the fair  
treatmen~t o f  investors relates to sof t  dollar practices. The Study 
suggests t h a t  disclosure o f  such pract ices should be improved. In 
many  respects,  sof t  dollar and payment  for  order f l ow  are two  sides 
o f  the same coin. While ~ there certainly are technical  differences 
be tween the two  practices, both represent payment  o f  cash and non- 
cash compensat ion for al locating business among market  participants. 

Third, the Study recommends that broker-dealers using 
automat ic  rout ing procedures assess market qual i ty on a periodic 
basis. By regularly examining the qual i ty o f  compet ing markets to 
ver i fy that  order f low is directed to markets that provide the most  
advantageous pr ices and speed o f  execut ion for  customer orders, 
broker-dealers wi l l  bet ter fu l f i l l  their duty  o f  obtaining the best 
execut ion for  customer orders. 

Fourth, the Study suggests that market and market  makers in 
l is ted s tock  of fer  price improvement.  This addresses the concern that 
automated, quote-based execut ions favor speedier execut ions at the 
cost  o f  pr ice improvement. 

Finally, the Study recommends that the NASD amend its rule 
proposal  to prohibi t  broker-dealers from trading ahead o f  customer 
l imi t  orders for  NASDAQ/NMS securit ies. The NASD's  current 
proposal  wou ld  prevent a NASDAQ market  maker  f rom trading ahead 
o f  i ts o w n  customers" l imi t  orders. However,  the proposal  does not  
pro tect  customers from this pract ice when their orders are routed 
from the f i rst  market maker  to another for  order handling. 

FAIR M A R K E T  COMPETITION 

The Market  2 0 0 0  Study makes three proposals wi th  respec t to  
fair market  competi t ion. First, the Study recommends strengthening 
the survei l lance and order handl ing responsibi l i t ies for  th i rd market 
trading. Currently, third market  makers and f i rms execut ing their own 
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order f l ow o f f  the exchanges handle almost 10 percent o f  the orders 
in l isted stocks. The Study suggests that the NASD develop and 
submit  to the Commission a comprehensive program for examining 
third market activity. /n addition, the Study recommends that the 
NASD adopt-Pules With respect tO third market trading to  ensure that 
such tradih~j-does=-not-affect adversely the integrity or fairness of  the 
price discovery process. 

Second, Market 2000  suggests that the Commission propose a 
new-rec-b~d-keepmg and reporting rule-for broker-dealers that operate 
certain automated trading systems, including proprietary trading 
systems. This would provide the com=rnission wi th addit ional 
information wi th which to moni tor  the impact o f  automation on the 
market. 

Third, the Study suggests that transaction fees apply equally to 
both l isted and NASDAQ securities. Currently, under the Exchange 
A c t  a transaction fee is imposed on all national securities exchanges, 
and on broker-dealers effecting O TC trades in exchange-listed stock. 
The Study contends that such a distinction provides the O TC market 
With an unfair competit ive advantage because NASDAQ is n o w  the 
second largest marke t in  the world. Accordingly, the Study 
recommends such transaction fees be extended to NASDAQ 
securities. 

Finally, the Study recommends that the Commission expedite the 
process o f  reviewing SRO system changes. 

OPEN M A R K E T  A CCESS 
o .  

Recognizing that the increased competit ion for order f low may 
result in marketplaces attempting to restrict the activities o f  their 
competitors, Marke t  2000PrOposes three ways o f  opening market 
access. First, i t  recommends that off-board trading restrictions be 
removed for  after-hours trading. Second, the Study concludes that 
NYSE Rule 500  and Amex  Rule 18 should be modif ied to provide 
companies wi th  a reasonable opportunity to move to another market. 
Finally, i t  recommends extending the ITS-CAES link to all l isted 
stocks, rather than only to securities covered by Rule 19c-3 under the 
Exchange Act.  
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.DERIVATIVES 

One of the greatest challenges facing the marketplace and 
regulators alike is concerns over the recent explosion in the use of  
derivatives. This-$7.5 tri l l ion market  clearly fi l ls a market-place 
demand. Last year, a Sunday N e w  York Times article cal led 
derivat ives the greatest g rowth  industry  ever. 

No t  surprisingly, derivatives are becoming an increasingly 
impor tan t  source o f  revenue for  f inancial  entit ies. Accord ing to the 
Off ice o f  the Comptroller, 626  banks had posi t ions in derivatives as o f  
the end o f  last September. In i ts annual report, Chemical Bank 
disc losed that derivatives accounted for  approximately 4 0  percent o f  
i ts  $1. 1 bil l ion in total  trading revenue last year. Merr i l l  L ynch's 
recent ly  issued annual report revealed that i ts revenue in 1993 from 
derivat ives was greater than from stocks. /ts revenue from trading 
swaps  and derivatives rose to $761 mill ion, a 57  percent increase 
f rom 1992. 

Derivat ives are so at t ract ive because o f  their versati le uses. 
They can be used to hedge a por t fo l io  against loss, as wel l  as to 
enhance the return o f  mutua l  funds. Municipah'ties have found that 
using them can lower  f inancing costs. For instance, New  York City's 
deputy  comptrol ler  for f inance est imates that derivatives, pr imari ly 
in terest  rate swaps, have saved the c i ty  $10 .8  mil l ion in f inancing 
costs. 

However ,  increased use o f  these instruments is raising concerns 
about  their  impact  on the stabi l i ty  o f  the f inancial  markets and the 
health o f  the banking system. Some commentators are blaming the 
recent  sharp drop in bond and s tock  prices to traders who borrowed 
heavi ly  or leveraged through derivatives and then l iquidated their 
holdings when they received direct or indirect  margin calls. Moreover, 
recent  reports o f  bil l ion dollar losses result ing from derivatives usage 
have no t  improved publ ic conf idence in these markets. For instance, 
the p ress repor ts  that Metal lgesel lschaft  pos ted  a $1 .35  bil l ion loss 
/ate last  year on  i ts U.S. oi l  derivatives trading. Such stories are 
becoming commonplace. 

These f inancial  press reports have done much to fan the flames 
o f  publ ic  concern over use o f  derivat ives; last  month  the cover o f  
Fortune, this week the cover o f  Time. Congress has become so 
concerned lately about the impact  o f  derivat ives on the markets, that 
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several legislators have raised a clarion cal l  for  action. Two weeks 
ago, commi t tee  aides to Representative Henry Gonzalez announced 
that he intends to introduce a bi l l  on derivatives later this month. 
Last January, Representative Leach in t roduced a bi l l  to create a 
Federal Derivat ives Commission to oversee this market. 

In addi t ion to Congressional init iat ives, regulators have focused 
their a t tent ion on overseeing the derivatives market. Since Gerry 
Corrigan sounded his ini t ia l  warning about two  years ago, 
representat ives o f  the Board o f  the Fed, the CFTC, the Treasury, the 
SEC and the N e w  York Fed have met  regularly to discuss derivatives 
regulat ion as par t  o f  the Working Group on Financial Markets. The 
Working Group is quite concerned about enhancing the disclosures 
available for  dealers and end-users both in the Uni ted States and 
abroad. I t  also is at tempt ing to devise a uni form internat ional  format 
for  report ing derivatives act iv i ty  to regulators. Finally, the Working 
Group is concentrat ing on internal  controls for  the di f ferent  types o f  
dealers present. Historically, bank regulators looking at banking 
inst i tu t ions have had dif ferent concerns than securit ies regulators 
looking at securit ies firms. With both entit ies n o w  act ively 
par t ic ipat ing in the same market, regulators should compare notes to 
see h o w  their  requirements staCk up against other object ive 
standards, such as the Group o f  30  Report. 

Der ivat ives are not  j us t  a "ho t "  topic domestical ly. Regulators 
are focusing on these issues in the internat ional  context.  Just  last 
month,  the SEC, the CFTC and the Brit ish Securit ies and Investments 
Board-toOk the f i rst formal step toward  internat ional  cooperation in 
the-regulat ion o f  the derivatives market. We issued a Jo int  Statement 
that establ ishes an agenda for oversight o f  the O TC derivatives 
market. 

Some o f  the goals set forth in the Joint  Statement  are regulatory 
in nature. For instance, the three agencies have agreed to enhance 
the ex is t ing arrangements for  the exchange o f  f inancial  and 
operat ional infOrmatiOn regarding the major  securit ies and futures 
f irms they each regulate. The mot iva t ing  force behind this 
arrangement is simple: You can' t  regulate ef fect ive ly  what  you don' t  
know. / f  our goa l  is to address the potent ia l  for  systemic risk, we 
must  f i rst  k n o w  i ts source and i ts size. 

Ano the r  regulatory goa l  is the establ ishment o f  capi ta l  standards 
that encourage incentives for good r isk management.  The agencies 
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are continuing to review and modify, as appropriate, their capital 
standards, in the hopes o f  creating prudent risk-based charges for 
firms. 

The Joint Statement also addressed nett ing arrangements, and 
their impact  on capital standards. Legally enforceable nett ing 
arrangements are important to market players who are trying to 
control  and manage their counterparty credit exposure. A f te r  all, 
credit r isk can be jus t  as dangerous as market risk. The agencies 
agreed that applicable capital standards should reflect the risk- 
reducing characteristics o f  legally enforceable nett ing arrangements. 

In addition to these regulatory goals, the Joint Statement 
addressed what  / term as market or industry goals. Among these 
goals are the desire to promote the development o f  sound 
management controls, to encourage greater standards for customer 
protect ion, to improve accounting and disclosure standards and to 
establish a f ramework for multi lateral c/earing arrangements. 

= = 

Although these regulatory initiatives wi l l  improve the stabil i ty of  
the derivatives market, I believe that the industry and the market 
part icipants hold the key to meeting the concerns that have prompted 
the regulators to call for action in these areas. The best way to 
control  the systemic risk presented by the increased use o f  derivatives 
is for  the industry i tsel f  to take bigger steps to self-police and self- 
discipline market participants. Systemic risk control  begins wi th 
market part icipants controlling risk at the f irm level. This is why  the 
Joint  Statement spotl ights this issue, and why  the agencies involved 
are commi t ted  to working with industry groups to improve systems 
for  monitor ing and controlling derivatives activities. 

Reading between the lines Of the Joint Statement, I think it is 
fair to say that the SEC is commit ted to fo l lowing up with the 
appropriate SRO's to see i f  some type o f  industry code o f  conduct is 
feasible, as others have suggested. C/ear/y, we are concerned about 
suitabi l i ty and whether the "know thy customer"  rule is being applied 
in the derivatives marketplace: I f  the industry moves forward to 
address these concerns, then both Congress and the SEC wi l l  have 
less to worry  about. 

Similar/y, the Joint Statement ca/Is for  consideration o f  a 
regulatory f ramework to apply to clearinghouses and other multi lateral 
arrangements 0 TC derivatives transactions. This represents another 
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area where the industry can act and suggest a solution, rather than 
react to a government requirement. 

For the industry to effect ively police this market, however, i t  
must  ensure that the users o f  derivatives ful ly understand these 
products. According to a survey recently released by the Group o f  
30, the boards o f  many dealers and users o f  derivatives do not have 
this f i rsthand knowledge. The senior management o f  a f i rm needs to 
have a f irm grasp o f  i ts firms derivatives activit ies. 

CONCLUSION 

As der ivat ivesdevour  an ever increasing share o f  the 
marketplace, regulation, by either the industry or government, 
becomes a certainty. To ensure that the well- intended efforts of  
regulators do not  unduly burden the market, market part icipants must 
take an aggressive role in controll ing the risk, and the publ ic 's 
perception o f  the risk, in this market. 

Indeed, as the Market 2000  Study points out, competi t ion and 
economic forces, wi thin a stable regulatory f ramework,  should 
determine appropriate market practices. Al though Market  200.0 offers 
several proposals to improve investor confidence in the marketplace, 
these proposals cannot succeed wi thout  input and cooperation from 
the market players. That's not an idle observation. / say that 
possibly because I have now worked on both sides o f  the fence. It is 
now  clearer to me than ever before that, at least at one level, we are 
all in this together. That level is how U.S. markets are going to be 
posi t ioned g l o b a l l y . . ,  and how competi t ive we wi l l  be. 

I look fo rward  to working wi th you to keep U.S. capital markets 
the pre-eminent markets in the wor ld -- this century and the next. 


