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POST 390 - ORDEAL OR OPPORTUNITY?

-
Today I would like to discuss with you some of the problems and opportunitic:

wvlidch I Lelieve lie ahead for the sccuritices Industyry.

The last decade has seen massive changes in the industry. When living throu;
change, it appears slow. Only in retrospect can we appreciate the speed and

magnitude of the restructuring which has occurred.

The next decade will bring a series of new changes which will make the recent
events appear tame by comparison. There will be more trauma, uncertainty and
conflict. However, there will also be tremendous opportunity for profit.

This profit will be reaped by those within the industry who can anticipate the
changes, take advantage of them and most importantly, comtribute to the con-

structive reordering of our business.

I shall address the important issues in sequence, as I view them, beginning with
the key issue in the National Market System. This issue is the survival of the
traditional role of broker and dealer within the same organization.

Much has been written and more said about the internalization of order flow and

{ts importance to market makirg. There is a widely held belief that in a "390-
less" world and an amorphous concept called a National Market System, agency
functions will diminish, if not vanish. In addition, so goes the assertion,

vast sums of capital will be required to be employed by all remaining broker/dealers
as market makers so they can compete and attract agency order flow to survive

in the world of the future. ¢

These beliefs,and assertions have no basis in fact within a properly constructed
Natfonal Market System. A ;ignificant characteristic of a properly designed

system will be its ability to provide for total interaction of all orders, whether
those of market makers, or of customers entered via their agent brokers. If
system-wide priorities of price, and time of entry within price, obtain, all orders
will compete with all other orders, and market making may be viewed separately

as a profit center, divorced from the agency function. Broker/dealers may telect

to be agents, market makers, or both, secure in the certainty that their professional

skills, rather than their size or locationm, will be the measure of their success
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or failure. The only system with this characteristic 1s known by various nam-.:
The Marfonal Rook Svstem (Peake-Mendelson-Williams), the Merrill Lynch systorw,

‘the Weeden WHAM or the "hard CLOBY.

Any system other than one which assures system-wide time/price priority for c.ch
order will (1) force flow, size and location to be cssential criteria fer suci. o

and profit, (2) be more costly, (3) be ‘far less efficient and (4), evolve evor-

tually into a hard CLOB. !

There is a regulatory method which can alternmatively force the centralization of
order flow. This method is to segregate the broker/dealer function. Presented
as an anti-overreaching rule, it would prohibit a broker/dealer from acting ac
ptincipai in any agency order he receives from certain classes of customers.
This forces the broker to enter the agency order into a system which will assure
that a competitor will interact with his hard-earned order, if no customer order
on the other side matches, even though the originating broker may have a better

Bid or offer at the moment.

Segregation of the broker/dealer function was the subject of extenmsive hearings
in 1934, The public policy determination then was that both functions could be
retained without harm to the investor. To provide de facto segregation in the
name of centralization of order flow will cause potentially mortal injury to the
industry. If it is wrong to deal with a customer as principal in listed stocks,
doesn't it follow that it is worse to do so over-the-counter? That would be the
next prohibition. Later corporate and municipal bonds would be added. Finally,
undervriters would be separated from brokers. The industry would be totally re-

structured.

-

° . ‘ S

If there is to be a segregation of the broker/dealer functior,and I don't believe
there need be, it should come only after the Congress reverses its earlier deter-
mination and as the result of extensive hearings which clearly show the public
benefit. We should not back into such a regulatory scheme without a specific

Congressional mandate. .
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On the other hand, the Commission cannot and should not permit the creation
of a market system in which brokers must be large to be successful. Agency
orders must not have an "added vnluc"-whgn'rcceiycd in large numbers. A
huadred agency orders shkould be worth, in the Nutlénnt Markaet Sysiem, only
.one hundred times a single agency order. If they are worth more, there will
be an economic incentive to be large. The only - -two methods which prevent this
incremental value of order volume arc: (1) the scgrepgation of the broker/denlay
function which we have alrcady discarded, and (2) the development of a marke:
in which there is system-wide time/price priority for each order. Imn such a
system, the first bid at a price will always be executed if the security trzdes
at that price. This assures that best execution is guaranteed on each trans-
action, whether the contra side is an agency or a market maker order. There

will be no premium for bigness.

In the present over-the-counter equity business, a large national wire house has
certain advantages over a smaller firm. In the absence of a specific buy or sell
recommendation, for example, the order flow for the top 50 to 100 OTC stocks, while
discontinuous as to the time of the arrival of buy and sell orders, should tend to
even out over the course of a trading day. If a stock is 20-1/2 in level 3 of
NASDAQ, a large firm may buy from its customer at 20 less commission, and sell to
another at 20-1/2 plus commission. At the end of the day if there is a modest
long or short position, the firm will probably close it with another wire house
with an opposite position, thus becoming even. . .

Order flow thus is important now in the over-the-counter market. Real market
making, in order to narrow spreads,to act as jobber, or to provide needed additional
liquidity is minimal. In the National Market System, all eligible securities,
including most OTC stocks, should trade under the same time/price priority rules.

It will be posdible to sell ;s principal to your retail or other agency customer
only if your market maker order is entered at a better price or is already the
first order in the system at the best price. Order flow will thus be incidental to
market making, and a competent firm, such as a regional broker/dealer, will be able
to select securities in which it chooses to act as market maker by reason of under-

writing relationship, research interest or local character.
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A firm in Kansas City will be able to compete with large institutional or wire

houses on an order by ovder basis. Since there will o couplete cudar Inter

gize and location of the finc will not be important, either in Liic agency or

parket making function.

A National Market System should provide incentives for broker/d2alcrs and others

to invest in the market making function. Presently, such incentives are either

a monopoly franchise, as held by New York Stock Exchange specialists, or the

opportunity to see and to interact with a portion of agency order flow, such zs

an over-the-counter market maker, by advertising in NASDAQ.

A properly designed National Market System will have the best attributes of both
exchange markets and over-the-counter markets, and none of the shortcomings of
either. It will be a substantial improvement over both of its predecessors, but

will not be an exchange or an over-the-counter market.

Presently, exchange market makers abide by affirmative and negative obligation
rules which are alleged to provide a greater amount of price continuity and liqui-
dity than a market system without such a franchise holder. Most specialists do
well financially. They do so in their market making activities by having access
to almost all, if not all of the order flow. A specialist almost never generates
agency order flow; he just interacts with it. Under a hard CLOB, all market makers
will interact with all order flow. Markets will be better, and spreads narrower.
The over-the-counter market maker presently acts within a rule which says he must
Be a continuous two-sided market maker in his selected securities on NASDAQ. This
his

A J
rule is 1mpos§}b1e to enforce. A current over-the-counter market maker uses
him

advertising as a market maker to attract the flow of inquiries which permits

to trade as a wholesaler at a hoped-for profit. Under a National Market System
o make markets, confident that

he will be free to sclect any security in which t
he will sec all orders, and can interact as he chooses.
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In the systea of the future, the incentives which will be offered tvr "iket '
3 .lla-r to rake
aThet

coking should create an environment which wlll encourape the =avhe

actions whlch promote an efficicut and liquid market, rather chaa (o '

I ' hae

Lo
to perforn acts which will, if carried out according to the iezger «f M ™

occasion economic loss, if not bankruptcy.

In this regard, it is important to remember that capital should be !

eater the National Market System arena in total, rather than to spec 117 -

yosattl aped 1

s e

ties in which to be committed. Capital should seek profit.

Certairly, stocks like General Motors or American Telephone arnd Tele«itf el

relatively little, and infrequent, market making. However, when the? e requlr®

market making capital, it will probably be needed instantly and in '/

a, " lllﬂO"n 4

s !
Under a systea which requires registration as a market maker bv secw!!'7 ' 2
——— . s " j .
than as a class of broker/dealer, capital may not be available when gl b€
tn add

needed. Market making capital should only be used to narrow spreads "/

1iquidity, rather than to make "riskless" principal transactioas.

How can this environment be created? I suggest that market making

Loes TR L AR

by a series of rules which will provide incentives. These rules should &#=7UF%”
market makers to:

1.

2.

Comnit the greatest amount of capital to the market making fun!!""
consistent with safety to the National Market System, and an n#4"4%F
rate of return to the dealer.

b3 4
Take sinultaneous long and short positions of approximately L Anll
value :ln different securines, so that the market makers will h* uhle to

provide liquidity on downward movements, and have an available wiyw 17 e
Inveatory to sell in rising markets. Both kinds of transactiv? will
dampen price movements. In addition, an approximately equal 1w/ and
short position will minimize the dealers'overall market risk. F/*f!°

vill be made on the spread, not market movement.

will =°

ol .
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-
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3. Turn over their inventory at a rapid rate. If this encouragement is
not present, brokers may misuce thelr market moker status by awaking o
term investments in their market maker accounts. This practice 1is in
abuse of the present specialist system. Market making should fill in

temporary disparities within the order flow, and add liquidity.

4. Use options wherever possible, vhich will permit market makers to hedee
their positions and to provide needed inventory and liquidity to the

options market.

Without being specific at this time, both capital and margin rules should be drafted
vhich.wiil achieve the four objectives enumerated above. These should not be
difficult to write.

How will this change impact present market participant§? Certainly a market cystem
of the sort suggested earlier will remove some from their favored positions. On
the other hand, it will provide the “eair field of competition" called for by the
Congress. Only a person or firm unsure of their ability to survive in a competitive
environment will object to a system like this. The privilege and monopoly aspacts
of the securities industry are fading away. They will inexorably and inevitably
vanish, and with them will go the specialist system.

I will comment briefly on the use of a hard CLOB for the trading of optioms. Pre-
gently there is an inability for the industry to add to new options products because
the trading of overlying options and the underlying stocks cannot properly be
gurveilled. The instantaneous audit trail, order by order, tramsaction by trans-
action, available only in 2 hard CLOB, will eliminate the abuses which have led to
a moratorium in the options market. If you wish to restart growth of options
trading, a National Book System will get you underway. '

From Here to There

‘°

The next major topic is "how do we get from here to there?" One first step to
analyze the present facilitles. One test of the quality of a facility is to ask
yourself, "If it were to be burned to the ground, would I build it the same wdy

aonin?"
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Let us look at the present facilities for the secondary trading of securltles.

ke

‘Tbcy are two centuries old in concept, have multiple trading arenas, monopoli
at the ccater, and employ armics of people who spend most of the day rushing .
in cavernous rooms yelling at cach other and scattering tons of scribbled papc: .n
 the floor. Yet, despite this scenc of chaos, we boast that we have the most
efficient pricing mechanism in the world.

’

P T T GROUE U S
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I question whether a single person in this room today would rebuild the securiti:s

T SO PR

markets exactly as they presently exist. Certainly no systems designer would.

-l -y

A systems designer would analyze the functions to be performed, determine user

needs and then select an appropriate technology to accomplish the objectives.

: National Market System Characteristics

Let me briefly list some characteristics of the National Market System.

oo A

First, it should be able to bring all buy orders together in competition
‘with each other, and 2ll sell orders into competition with each other.

] Second, it should employ auction principies, enabling orders to inter-
act with other orders, without unnecessary dealer intervention.

doscade

N |

Third, it should enable dealers to compete in the market making preccess.
This will narrow spreads and permit a more efficient pricing mechanism.

S

S aade b o

Fourth, it should be cost effective, providing service to all users at

at an.econonic price.

ol .

: ® 8 =,
Fifth, it should be a fair market place, permitting competition on an

equitable basis by investors of all types as well as dealers.

1 Sixth, it should be financially secure. This characteristic implies
that it will be well-regulated from a financial standpoint.

! ~-

P Ry e
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I could add more characteristics, of course, but these will do for a start. Let

wr evarine the present systen to sco hntww it measures up.

The present market system docs not bring together 211 orders and warket maker Lids
and offers. Multiple exchaage floors, coupled with third market makers, make total
order interaction an impossibility. Iu over-the-counter securities, there is no

1irit order book, thus requiring dealer tranmsactions in almost all cases.

The present market system, does cmploy some auction principles. However, size
takes precedence, and later orders arriving in a crowd are treated with parity
with those already in the book. In addition, .third market maker bids and offers
do not have an opportunity to interact with the orders on exchanges. Finally, the

existence of multiple exchange floors renders’ the auction principle of time/price
priority futile.

The present market system does not permit all dealers who wish to do so to compete
in the market making function. Physical location, franchises, and restrictive rules
inhibit fully competitive market making. This lack of competitive market mcking

is the most serious deficiency of the present system.

The present market system is mot cost effective. Independent studies estimate
potential operating savings ranging upwards from $100 million annually ‘if. rerlaced by
automated facility.

The present market system is not equitable, since certain participants such as
specialists are treated more favorably by rule in some areas, and less favorably
in others. Also, large orders take size precedence over similar priced orders of

smaller size. | :

The present market system is financially secure, although its lack of cost effective-
mess will eventually put a scvere financial strain on its participants, thus

weakening the integrity of the system.

By the criteria I have enumerated, we should not, if it were to burn down, rcbuild

our system. We would build a better one.
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Why arc we having such difficulty getting to a better system?

The ansver lies in the unique political structure of our industry. We perwit

the operators of the present market mechanism to make policy and to evaluate tli
merits of a possible successor system which they will not, in all probability,
control. ‘ )

Let me make an analogy, although I recognize that analogies are often dangerous.
Let us assume that the Pony Express had been in business for 200 years, rather than
for the eighteen months it really was. New communications technclegy had éprung
up all around it, but the horse and rider weré still king.

Let me further suggest that the Congress passed a law which said the communications
industry should use new technology to improve service. However, the users, the
senders of messages, looked to the operators of the Pony Express Companies to set
policy. You can imagine what happened. The Express Company heads decided that
the solution was to use modern technology to link —- that word always receives 2
lot of attention — to link the Express Companies! This they called IME - Inter
Message Express. Now users of the service would know where the rider was - say
between Hannibal-and Fulton, Missouri. They would not use the system to replace
the horse and rider. You appreciate the ridiculousness of this situation. How-
ever, this is exactly where the securities industry is today.

We have new technology, we have a law which says we should use it, and we ﬂave

an existing set of market facilities. However, instead of the users — the broker/
dealers doing a public business and performing a market making function —— developing
the new systemz they are waiting politely for the very group which dogsn't want a

new system to develop it. ‘ .

Where then, may you ask, are the industry leaders? I hope there are more than a
few in this room. To paraphrase a famous quote, "For inefficient manual systcms

to triumph, it is only necessary that good brokers do nothing". I hope the leaders
in this room start to develop a National Market System. ’
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Here today are industry leaders who, working together and independently can puide
the bullding of a Natjonal Morket Systcﬁ. What is wrong with a little dndepes-tonee?
Why doifou have to wait to cee what the exchanges will do? Will you regain couirol
ovesrr the marked wechanivos? L not, I Euggbut kutpwarfully oot when the ¢ !
trading restrictions are lifted, as lifted they will be, and yeu do not have .

able National Market System in place, don't blame the exchauges. Blame your i t.a
You will have a scries of chuolete floors linked together with the modern techio-
logical equivalent of rubber bonds. Therefore, the IME type system will ot -

and will not last. The hard CLOB will.inevitably be constructed, at greatcr cest
and effort.

The battles which will remain to be fought after the implementation of a Nationzl
Market System are the battles which will be most important. As I see the industry's

future, the next conflicts will revolve around the following issues:

First, the 11(a) issuve, the separation of money management from brokerage. It

is interesting to observe, as a footnote to the legislative history of this issue,
that institutionzl membership, which so many were fearful would result without
such a prohibition, has become a non-issue as a result of the institutions' eccnomic

access to exchanges because of competitive rates.

Second, the issue of appropriate compensation for research. Soft dollars, like a
soft CLOB, are transient at best. This issue used to be political in nature, but
4s now strictly business. At some point in the near future, I predict, brokerage
firms will offer their institutional research for hard dollars. If the resecarch

‘product is not saleable to institutions at a price which will return a fair profit,

it should be abandoned. A collective sigh of relief probably will be the result
either way. I can't imagine why many brokerage firms are still seeking unprofitable
institutional ggency business. Market share does not necessarily equate to profit.
It is almost tragic that many of the principal proponents of the "paying up" clause
for research have closed their doors or merged. I conjecture that if they had
opposed the clause as vigorously as they supported it, they would probably still be
in business today. They would be in business not as broker, but as a purveyor of

research, free from the troubles of a National Market System and with hard dollars

to show for hard work.
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Third, an extremely important issue,is the question of the future method of com-
pensation for underwriting. As we know, with Eixed compensation arvangenonls in
underwriting fecs, the give-up is back. Human nature is not subject to a lot of
change, and when underwriting compensation becomes competitive rather than fixed,
as it surely will, the industry should not be surprised. If there is enough
cushion in the amount of underwriting or selling fee to permit reimbursement for
fesearch, a loss on securities taken inrexchangcs, or other devices, it is clear
that those fees may be considcred excessive. Underwriting fees are supposed to be
paid to compensate for market risk, capital committment and the maintenance of a
distribution network. I suggest that you review your practices. If you justily
research in part, for example, by giving that department a mental credit for a
portion of underwriting income, you may be fooling yourself. This battle will be

brief and fierce, but its outcome is not in doubt, even now.

Fourth, and finally, will come the industry's Armageddon. I am here at the invi-
tation of a representative of one of the combatants, and am asked to address the
other faction. This battle is the economic one between the commercial banks and
the brokerage industry. Each side has advantages and disadvantages. The commer-
§ial banks have size, money and economic clout. However, at present they are
limited in their marketing area. There is no nation-wide banking. The brokerage
comnunity has nationwide distributive capability, unlimited product lines, is
adaptable and can be creative. However, it expends most of its political effort
fighting internecine wars of attrition, such as the one on a National Market System.
To keep their independence, the brokers must develop the political skills of the
bankers. To contrast the two styles, just compare an agenda at an ABA annual
meeting with a‘comparable SIR meeting. Need I say more?
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I would like to counclude with a posltive theught. The securltivs induutry fis.

in my judgement, at the threshheld of a marvelous new cra of opportunity, and

profit potential. Leancr,

of recent hard times con have a lot of fun worx

huugrier and smarter than ever before, the survivors
ing hard and being croative. A

word of caution, however. Remember the business you are in. That business is

services to individuals and institutions, and

providing sound, economic financial
Do not let the

to engage in the functions of market making and distrioution.

m of the means let it become an end in itself.

.

romanticis

The market mechanism is just that, a mechanism. TIt, 1ike the airplane on which

I arrived here today, is a transportation facility.
The airlines do not make business

Instead of people, the market

facilities transport trading information.

policy for their travellers, but the securities market mechanisms have been doing

so for you.

Time is short. You cannot afford to play .Alphonse and Gaston with your business

If you wish, you can mark this date as the start of the real building

future.
of the National Market System. The alternative is for you to note that it is
novembet lo’ 1977. "4"-:!'. >:.’--:-.~_ R

I have enjoyed this opportunity to share my thoughts with you.

Thank you.
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