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EXECUTIVE SUMMARY

STATEMENT OF BRANDON BECKER, DIRECTOR
DIVISION OF MARKET REGULATION
U.S. SECURITIES AND EXCHANGE COMMISSION
REGARDING THE MARKET 2000 REPORT AND
THE UNLISTED TRADING PRIVILEGES ACT OF 1994 (I1.R. 2515)

R. 4535; nli Tradi vileges Act of 1094

The Commission believes that H.R. 4535, amending Section 12(f) of the Exchange Act, would
remave unnecessary regulatory delays that inhibit market competition with respect to unlisted
trading privilepges ("UTFP"). The exchange application, public notice and Commission approval
process existing under Section 12{f) have been in place since 1936. H.R. 4533 would eliminale
these procedures, thereby enabling exchanges to extend UTP immediately to most secorities that
are listed on another exchange or traded on Nasdag.

Currently, the Commission processes hundreds of exchange applications yearly for extension
of UTP. Comments on these applications are exiremely rare, which seems to indicate that the
rigid procedures for considenng individual applications o exiend UTP are no longer
appropriate.  Thus, the Commission suppons the Subcommittee's efforts to streamline the
regulatory process in this area.

The Commission is aware that some concern may exist regarding immediate UTP in securities
that are the subject of an initial public offering ("IPO"). H.R. 4335 provides a temporary
2-day delay of UTP in such cases. The bill also requires the Commission 10 undertake
rulemaking 10 determine whether 2 delay for IPOs is appropriale.  The Commission believes
that this is a balanced and prudent approach and will consider public comments in this complex
arey,

Market 2000

Over the past 20 years, our securilies markets have changed dramatically in response 1o
technological advances, new product developments, and global economic expansion. These
changes led market participams to raise questions regarding whether the existing reguiatory
framework had kept pace with market developments. In response to these concemns, the
Division of Market Regulaiion underniook the Market 2000 Study. The Repon concludes that
today's equity markels are operating efficiently within the existing regulam?' structure.
Nonetheless, recommendations were formuolated to make the markets work better for investors
and 1o make Comipetition work better for the markets.

Thie Cominission is aware of the impontance of timely implementation of the recommendaticns
of the Report, and already has published for public comment three proposed rules ansing from
the Market 2000 recommendations. Specifically, the Commission has sought public comment
on proposed rules that would enhance disclosure of payment for order flow practices and related
issues, require broker-dealers sponsoring automated trading systems 10 maintain cerain records
and make certain periodic repents to the Commission, and expedite Commission review of SRO
proposed rule changes in many instances. The Commission staff cerrently is reviewing the
comments received concerning these proposed rules.  Although the Commission is encouraged
by the SRO efforts in response to the Repon, the Commission looks forward to further
initiatives by the SROs w0 implement fully the recommendations.
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Thank ycu Chairman Markey and members of the Subcommittee.
I welcome the opportunity to discuss with you the report, Market
2C00: An Framination of Current BEguity Market Developments [ "Market
2000 HRepocrt" cr "Repeort"), prepared by the Commission’'s Divigion
of Market Regulatian‘1 The Report, issued this past January, 1s an
important part of a continuing dialogue among the Commission,
investors, broker-dealers, and the markets about how best to ensure
the most fair, ocpen, and efficient equity markets. In addition,
I am p.eased to have this copportunity to wveoice the Commission's
support for H.R. 4535, the Unlisted Trading Privileges Act of 1994,
which also results from this dialogue and the work of members of
your Subcommittes. The Commission believes that H.RE. 4538 would
remove unnecessary regulatory delays that inhikit market
competition with respect to unlisted trading priwvileges. Thus, the
Commission supports the Subcommittee's efforts to streamline the
regulatory process in this area.

Over 20 years ago, the Commisszsion undertook an examination of
the equity markete similar to the study that led to the Market 2000

Report. A7 that time, guesticns had arisen as to the fairness,
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competitivenesgs, and efficiency of the U.8. markets. As a result
pf the Commission’s examination, then Chairman William J. Casey
Eent to Congress the first of a series of reports which would
culminate in the restructuring of the United States eguity markets.
A growing market crisis at that time affected both institutional
and individual investors: increasing wvolume could not be
accommodated: fixed commission rates had caused inefficient
relationships between market participantes and unnecessarily high
transaction COSLS; restricticons on access to markets prevented
competition from working to serve the investor. The Commission
proposed a vision of how our markets could be enhanced to provide
a foundatior for the future as well as to fulfill a compelling
public need. This vision was premised on the use of technology to
link markets and market participants efficiently within a fair
regulatcry framework, The orders placed by large and small
investors alike would be exscuted in the best market, with market
information available to all. Within this system competiticn would
drive the evoplution of the markets. Where diversity of interests
impeded progress, the Cormission would be autheorized to act
directly.

This wvision was enacted into law in the Securities Acts
Amendments o©of 1%7% ("18975 Act Amendments"), in which Congress
directed the Commisgion to facilitate the development of a

2 The principies Congress empraced to

"national market system".
guide the development of this system have =merved ocur markets and

cur country well, enhancing a marketplace that by any measure isg
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the fairest and most efficient in the world. The strength of the
U.8., eguity mazrkets i1is evidence of their effectiveness. Cur
national maryket system enjoys the benefits of the following
developments over the past 20 years:

» Technolegical advances that have made it possible to

display, expose, and execute orders in volumes that were

unheard cof even ten years ago.

® Instantanecus and inexpensive communication among markets

and participants.

® Execution of orders at the best bid or offer gQuoted across

a gpectrum of markets.

® Resiliency that enables cur markets successfully to weather

crigegs that would paralyze the financial systems of other

nations.

While these developments have generated positive results, the
evolution of our eguity markets and the implementarion cof the
national market systeﬁ have posed difficult and vexing questions.
The dramatic changes of the markets in response to advances in
technology, new product devslopments, and global economic expansion
caused many commentators to gquestion whether the regulatory
structures had kept pace. Concerns about market fragmentation,
inadequate discleosure of market information and unegual regulation

were raised.
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The Market 2000 Report is an attempt by the Division to review
these concerns and suggest changes where appropriate. The Division
took on the task of conducting a comprehensive assessment of the
stace of our eguity markets to provide guidance for the continuing
development of the naticnal market system. Concurrent with the
study, Congress held a series of hearings in 1993 that raised many
of the issues covered by the Report.3 In addition, the U.5.
General Accounting Office {"GAO") released a report on market
structure.¥ The informatiorn from those hearings and the GAO Report
substantially contributed to our understanding of the difficult
structural issues facing our markets teoday. With the support of
your Subcommittee and cther members of the Congress we were able
to produce a comprehensive assessment of the state of our eguity
markets that we hope will provide guidance for the continuing
development of the naticnal market system.5

The response by the securities industry and by the news media
te the Report attescs to the enormous amount of hard work and
careful analysis by &l11 the many participants in this process of
review and :‘:mal}-rsis.E We look forward to continuing to work with
you as we move forward on the implementation ¢f the recommendations
in the Marker 2000 Report.
. The EReport makes clear that our markets are not in crisis
today . By all measures, our gystem is working well to raise
capital and provide a wide range of investment copportunities for

an even wider rangs of investors. The trading envirocnment that



5
was envisioned by Congress in 197% has been largely realized. The
Feport reaflfirms that the chjectives delinesated by Congress which
have conferred =¢ many benefics on our markets remair wvalid as
guiding principles for the Commission.

Nevertheless, the Diwvigsion found that in several areas the
markets could work becter for investors and competition could work
better for the markets. The Division formulated specific
recommendations for action in these ATEAS. While the
recommendations are incremental, some address highly contentious
issues. In many instances, there are noe clear answers, but there
are sewveral egually wviakle or plausible alternatives. In those
cases, the Division has ofifered recoammendations which it believes
are most appropriate, based on its experience and accumulaced
knowledge.

Proterting investeors while maintaining a fair field for
competitior is thke touchstoneg of the Report’'s recommendations. To
achieve this end, Markset 2000 didentified three broad themes.
First, arrangements between customers and kroker-dealers should be

7

as clear as possihle. Eeoond, marketfs should have a5 much

information about supply and demand as is congistent with customer

g Third, competition and innovation inm the provision of

interests.
trading services should be enccuraged.9 The Market 2000 Report
recommends specific action in each of these areas.

The importance of the first goal, clear arrangements between

broker-dealers and customsrs, iz self-evidentc. Investeors’

decisions to participate in the eguity markets are critical to the
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success of the economy and our national well-being. The decision
Lo participate is predicated on the perception, and reality, of
fairness and integrity. Well-informed customers and fulfilled
expectations regarding the obligations of brokers toward their
customers are the essence of fairness and the basis of investor
confidence. Market 2000 recommends that investors be put first and
that broker-dealers be reminded of their cbligation to provide best
execution,

In addition, the Eeport calls for enhanced disclosure with
TESpeCt to praﬁtices such as payment for order flow and soft dollar
arrangements . 1° Bacause broker-dealers have a comparative
advantage ipn monitoring the gquality of executions, Market 2000 alsc
calls upon breoker-dealers that use automatic routbing procedures to
assess market guality on a pericdic basis, and for markets and

) . - o . . 11
markaet makers in listed securities to offer price improvement.

In addition, Marker 2000 reccmmends acticn to improve order
handling practices for securities guoted on  the National
Aesociation of Securities Dealers Automated Quotation {("Nasdag")
system and toc improve the owverall guality of the gver-the-counter
("OTC"} market . 12

The second theme, the desirability of well-informed markets,
is premised on the Commission’s long-standing belief that
transparency plays a fundamental role in the fairness and
efficiency of the secondary markets. The principle of transparency

iz a fundamental aspect of investor protection and efficient

markets. There are many benefits associated with enhanced market
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transparency. Firgt, transparency enhances investor protection.
Second, by encouraging investor participation in the market,
transparency promotes market liguidity. And third, transparency
fosters the efficiency of securities markets by facilitating price
discovery and cpen competition, thereby counteracting the effects
of fragmentaticon. Each of these benefits both promotes and is a
function of the others. For example, by providing protection for
investors, transSparency encourages dreater participaticon  in
securities markets and, therefore, enhances the liguidity of those
markets. This increase in liquidity, in turn, increases market
efficiency. Similarly, by reducing the effects of fragmentation
and increasing the pricing efficiency of securities markets,
transparency alsc promotes the fairness of the markets. Thus,
timely and comprehensive disclosure of information on gquotations,
trading volums, and trading practices is essential to the market.
Selective or partial disclosure impairs market pricing mechanisms,
weakens competition and prevents customers from monitoring the
quality of their executions. In assessing whether information on
customer prders should be publicly disclesed, or only available te
market professicnals, Market 2000 advocates giving more information
to marker participants, including investors.

The high level pf transparency in the U.8. markets today can
be attributed largely to Commission action that resulted in the
creation of a consclidated guotation system, the consolidated tapa,
and last sale reporting for Nasdag securities. The Commission has

ensured that data concerning market transparency i1s available
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egqually to investors, analysts, and all other participants in the
U.5. eqguity markets. so that they may have a complete picture of
trading activity. This has secured the role of the U.5. equity
markets as the most efficient, liguid, and fair markets in the
world. To ensure that the U.8. eguity markets maintain their
preeminent position in an increasingly global market place, the
Report urges continued Commission efforts to enhance transparency
in all markets. Greater transparency would unite the wvarious
market segments by enabling market participants to assess overall
supply and demand. Moreover, greater [Transparency would promorte
fair competition between markets and preserve an efficient price
discovery mechanisrn.

The Reporr's recommendations regarding increasged transparency
focus on the scock pricing system, the display of customer arders,
and after-hours trading. To improve transparency, the Report
recommends that markets move Zrom the current pricing system for

13

stocks to a decimal system. Market 2000 recommends additional

display and exposure pf customer orders and more complete and
arcurate reporting cof trades, including after-hours trades and
trades in U.S. securities nominally executed abroad.? In
addition, Market 2009 recommends that the SRC0s consider the
feasibility ©of an order exposure rule.1?

The third theme is that competition and innovation should be

encouraged. Technological advances have_changéd dramatically the

way that the securities business is conducted and promise to change

it further. Market 2000 points out that many of the innovations
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in the markets during the past 20 wyears have been generated by
competition. The introduction of new technologies that benefit
investors has been the result of competition between and among
markete and market participants. Congress recognizeﬁ the central
role of competition when it instructed the Commission to
facilitate, but not design, the national market system.

Market 2000 calls for increased oversight of automated trading
gystems and recommends recordkeeping and reporting reguirements for

these systerns.l6 The Repor: recommends that the National

Aszoriation of Securities Dealers ("NASD") assert greater oversight

over the trading of listed stocks in the over-the-counter market

7

to maintain market integrity.l Additional recommendations involve

securities transaction fees,'? Commission review of SRQ proposed

i@ 24

rule changes, cff-kocard trading restrictions, sharehelder

21

approval of delisting decisiegns, and the Intermarket Trading

System.22

The Commission is aware of the importance of timely
implementaticn of the recommendaticons of the Report. Under the
leadership of Chairman Levitt, the Commission already has initiated
action on all of the recommendations of Market 2000 that require
Commission acticn. The three rulemaking proposals that have been
initiated cover payment for order flow, automated trading systemg,
and the review process for SRD rule changes. These proposals also
discussed '"goft dollar" and decimal pricing issues. I would like

to discuss briefly the Comuission*'s efforts in these areas.

Generally speaking. payment for order flow is a practice
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whereby market makerg or exchange specialists compensate brokerage
firms for direcring customer corders to them for execution. This
practice has generated much debate and controversy within the
securities industry regarding the potential benefits and harm to
public investors. Those market professionals who receive payment
for order flow confront a potential conflict between the interests
of the customers they serve and thelr own interests. This conflict
raiges, in turn, disclosure, bast execution, agency and market
structure issues.

Lasy OQOcicber, the Commissicn published for public comment a
proposed rule thar would reguire enhanced disclosure of payment
for order flow practices on customer confirmations, annual account

23

statements, and new acoounts. The Commission also scught comment

on various alternative aporoaches to payment for order flow, such
as banning the practice putright, passing-through the payment to
customers, and adopting a decimal pricing system. In addition, the
Commission scought comments concerning the extent of payment for
order flow in goods and services, and whether the proposals would
lead to an increase in this type of payment for ordey Ilow.
Oppeonents of payment for order flow cite Beveral facrors that
make cash payment for order flow incongistent with market
principles. They hkelieve the practice compromises the broker’s
legal obligation to obtain best exscution of the customer’s order,
distorts competition among markets, and viclates the broker's
fiduciary obligations under common law agency precepts. Suppoerters

of payment for order flow argue that the practice provides economic
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benefits that flow to the customers. They wview the payments
received by firms that route order flow as volume discounts that
regult in Bubsrantial savings to these firms. Moreover, supporters
claim that payment for order flow enhances competition that has
resulted in reduced execution costs in all markets. The comment
period on the proposed rule on payment for order flow practices has
expired. The Division staff iz analyzing the 54 comments received.

The adoption of a decimal pricing system ta replace the
current system based on eighths (12.5 cent increments) not only is
a part of the payment for corder f£low debate, but also has been the
subject of a fair amount of debate In its own right. Adopticn of
a decimal-based system would permit narrower spreads and greater
flexibility in the pricing of securities. This narrowing of the
spread might mitigate some of the sconomic incentiwve behind payment
for order flow arrangements. Some commenters favoring decimal
pricing argue that market maxers' willingness to pay for order flow
indicates that current spreads are toc wide. COpponents  to
decimalization argue that costs of conversion to a decimal system
would far exceed the potential bernefits to investors. Market 2000
recommended that the current system be revised, at a minimum, by
aoing to sixceenths (€.25 cent increments).

' The current pricing syster dates back to the 1700s and,
apparently, Spanish curreﬁﬁy+ Thé current federal securities laws,
however, do not dictate what pricing system the markets should
empley. It iz impertant that the issues associated with revising

the pricing of stock be fully explored by all those invelved in the



12
decision making process. The potential cests of converting to
decimal pricing must be balanced against the benefits of more
precise pricing,zi In addirion, it is impeortant to consider the
effect that a conversion could have on the competitive posture of
the U.S. eguity markets relative to the gleobal stock markets.
There is likely to be a lively discussion on these issues.

A separate Commission rulemaking propasal arising from Market
2000 dinveolves automated trading systems coperated by broker-
dealers. Exigting technology has facilitated the develcopment of
private trading systems that automate the execution of orders based
on guotaticons of the system sponsor or its affiliates. Other
systems have developed that automate both the dissemination or
coliection of guotations, orders, or indications of interest and
complement transaction execution. To date, the Commission largely
has regulated these systems as automated broker-dealers.

Some traditional markets nave argued that proprietary trading
systems compete with them for order flow and therefore should be
subject to comparable regulaticon. The Division concluded that its
experience with these systems and their current level of activity
do not warrant extensive regulaticn by the Commissicn. The Report
indicated that - the regulatory structure contained in a prior
proposed rule, proposed rule 15¢2-10, that would have subjected
proprietary trading systems to less substantial reguirements than
those applicable to the SROs but more substantial than those for
broker-dealers was not appropriate at this time. Market 2000

highlighted the nesd to obtain the informaticon necessary for
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evaluating the operation of these automated trading systems with
regarg to naticmal market system goals, and for monitoring the
competitive -effects of rhess systems, among other objectives.

As & result, the Commissicon published for comment iast
February a proposed rule that would reguire broker-dealers
sponsoring these systems te maintain participant, wvolume, and
transaction records, and to report system activity pericdically to

the Commission.2®

The preposal would cover beoth proprietary
trading systems operated by broker-dealers and some automated
trading systems operated by third market makers.

The comment peried feor this proposal has ended. The
Commicsion has received six comments on the proposed rule. Five
af the six comment letters supported the concept of a recordkeeping
and reportirg rule, but recommendsed that it be amended to address
specific concerns. For example, commenters argued chat the
recordkeeping reguirements of the rule may be overiy burdensome,
and expressed concern about whether the reports required to hbe
filed with the Commission would be confidential. The sixth comment
leteey, from the NASﬁ, opposed adoption of the rule, arguing that
the Commissicn should reinstate proposed rule 15c2-10, which it
withdrew ceoncurrently with the proposal of rule 1i7a-23. The NASD
argued that, with respect to systems that merely automate
traditional marker maker functions by a regjstered broker dealer,
the rule is overly burdensome . The NASD also argued that, with

respect to auctomated trading systems that act as markets, the rule

should address the competitive concerns of the SR0Os by imposing
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requirements more similar to those applicable to SROs. The Divigion
currently is reviewing the comment letters and is considering the
commenters’ suggestions.

Market 200C alsc reviewed the role of the Commission in
guiding the continued development of the U.S. eguity markets. The
Report recommends improvementz in the Commissicon's oversight of the
SROS. In particular, Chairman Levitt directed the Divigion to
review itg procedures for processing proposed rule changes by SROS.
The goal of this review was twofold. First, to reduce the number
c¢f filings with unresolved issues that had accumulated over the
vears, and, second, toe estaklish a mechanisem to accelerate the
Commission’'s review of future rule filings without compromising
investor protection.

As a result of Chairman Levitt’s efforts, old rule filings
have been dramatically reduced and new procedures have been
proposed. Specifically, the Commission has published for comment
amendments to Rule 19b-4 and Form 19b-4, the rule and feorm that
set forth the procedures for the filing by the SR0Os of proposed
rule changes under the Securities Exchange Act of 1934 ("Exchange
Act™] . The amendments would expand the scope of proposed rule
changes that may become effective upon filing pursuant to Section
19¢(b) (2) (A] of the Exchange Act. In particular, routine procedural
and administrative modifications to existing order-entry and
trading systems and noncontroversial rule proposals would become
eligible for expedited review. The proposed amendments are

intended to expedite and screamline the process through which
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proposed rule changes are filed and became effective. The
Comnissien alse preoposed to amend the rules and forms applicable
to the annua: filing of amendments to registration statements of
national securities exchanges, securities associations, and reports
of the Municipal Securities Rulemaking Board, to streamline those
regquirements.

One recommendation of Market 2000 reguires legislativg action.
The Report recommends that transaction fees apply equally to listed
and Nasdag sscurities. Secticn 31 of the Exchange Act imposeées a
transaction fee on all naticnal securities exchanges, based on &
fixed percentage of the aggregate dollar value of executed trades.
The Report recommends that Section 31 be amendad to extend
transacticn fees to  Nasdag securities. The  House of
Representatives passsd a Commission authorization pill (H.R. 2Z38)
that contained a provision for self-funding which included
extending Section 31 fees to Nasdag securities. A Commission
autherization bill has not been considered Ly the Senate. The
President s proposed budget for fiscal year 19%5 provides for
Section 21 fees on Nasdag securities. This bhill currenﬁly is under
consideration in the appropriaticns committees of both the House
and the Senate.

As you can see, the Commigsion has actiwvely pursued prompt
implamentaticn of the Market 2000 recommendations directly related
to Commission action. All of the remaining recommendations of the
Market ZzZ000 Report reguire acticon by the SROS. I would like to

discuss briefly the SR0Os' efforcs and comments concerning the
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Report’'s recommendations, along with the Commigsion’s work with the
SRUs to implement the remaining Market 2000 recommendaticons.

Upon release pf the Report, Chairman Levitt sent letters to
the SR0s asking. for their response to the Division’'s
recommendations. Subsequently, your Subcommittee asked the ESROs
to respond to Market 2000 recommendations. The SROs responded
favorably on the Division's owverall approach and agreed that the
7.5, markets are working well. The ESR0Os, howewver, raised issues
about a numkber of the difficult structural proposgals and suggestead
that further study wasgs reguired regarding some of those proposals.

The &RGCs have started to implement &a number of the
recommendations in Market 2000. For example, the NASD has made

significant progress with respect to recommendations affecting the

OTC market. The NAZSD has filed with the Commission proposed rule
changes concerning the protection of customer limit orders?® and
disgplay o©of EBelectNet interest to non-NAED members . 27 The

Commission believes that efforcs by the NARSD represent a
significant step 1in  implementing recommendations concerning
transparency and limit grder practices in the OTC market. The NASD
alsc pledged to work with the Commiesion on the remaining
recommendations, including recommendations concerning surveillance
and order handling responsgibilities for third market trading.

In addition, the SROs agresd with several of the
recommendations in Market 2000 that reguire specific action or
rulemaking by the SROs. These include increased tryansparency

through the display of customer limit orders and the display of
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after-hours and overseas trades, and improvement of market
executions by assessing market guality on a pericdic basis and by
markets and market makers in listed stocks offering price
improvement .

For several of the recommendations, however, the SROs believe
that additicnal examination is necessary, or did pot comment at
all. These recommendations concern eliminating the one-eighth
pricing system, the feasibhility of an order exposure rule, off-
board trading restrictions for after-hourse trading, shareholder
approval of delisting, and extending the ITS/CRES link to all
listed stocks.

Cooperaticn with the SECs is essential to implementation of

the Repori's recommendztieong; the Commission intends to continue
working with the SROs to resoclve any outstanding issues. In this
regard, the Commisgion gtaff has discussed with the BROs

implementation Sf the Market 2000 recommendaticons. The Commission
believes that more needs to be done by the SROs. It expects that
the non-controversial proposals will be implemented expeditiously
and hopes that other recammendations will be implemented in a

timely manner.

Unlisted Trading Privileges
In the release initiating the Market 2000 Study, the Division
noted that the regulatery process asscociated with unlisted trading

privileges [("UTP") could bz a potential area for reform. Shorcly

thereafter, members of your Subcommittes began working on draft
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legislaticon that would amend Sectieon 12{£) of the Exchange AcCt
regarding UTPF. H.R. 4535, the Unlisted Trading Privileges Act of
1994, is the result of your efforts in this area, working with
market participants and others to streamline the regulation of UTP.
The Commission supperts H.R. 4535, and believes that it will ramave
unnecegsary regulatory delayg that inhibit market competition.

As wou are aware, Section 12{(f} of the Act specifies the
circumgtances undsr which a national securities exchange may extend
UTPF to a sSecurity. Currently, Secticn 12(f) of the Act requires
an exchandge teo apply to the Commissicon before extending UTP Lo any
security. Sectiocn 12(f) alsc reguires the Commission to publish
the application for netice and provide opportunity for hearing.
If the Commission decermines that Ccertain criteria have been met,
the Commission then issues and pubklishes an corder approving the
application. H.E. 4535 would remove these procedures.

The existing exchange application, public notice, and
Commission approval process for UTF has been in place since
1936.2% Prior to the enactment of the Exchange Act and Section 12
cheresf, exchanges were freese to trade both listed securities and
gecurities not listed on any exchange. Thus, exchanges freguently
extended UTP to securities pursuant to exchange member reguests.
Sectien 12 of the Acy altered this practice by ﬁrohibiting an
exchange from trading a security that was not listed and registered
on the exchange, subject to the limited exception provided in
subsectcion 12(f!.

Subsection 12i{f:, as enacted in 153&, allowed an exchange,
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subject to Commissicon approval, to extend UTP to securities that
were listed and registered on ancthef exchange, or to Securities
that were traded OTC for which there was available information
substantially eguivalent to that available for iisted securities.
Prior to 1536, concern had been raised as to whether the markets,
rather than the iesuer, should have autheority to determine the
location in which & security may be bought or sold. The
restriction on UTP in OTC securities addressed concerns regarding
possible public reliance on a misperception that OTC securities
traded on an exchange were subject to the same registration and
disclesure reguirements placed on exchange-listed esecurities.

CTercain gecgraphical and telecommunicacvions dissues also
existed during the early years of the Act, which led to concern
that sufficiently widespread public distributicon of, and sufficient
public trading in, & security should exigt in the wvicinity of an

29 Thus, Secticn 12 (f£), as

exchange extending UTEF to a sscuricy.
enacted in 1%3¢, established the 10-day notice and opportunity for
hearing provisions for any party with a bona fide interest,
including the issv.er.r::f the security, regarding a UTP application
filed with the Commission so¢ that the Commission could address
these issues and concerns on & case-hy-case basis with each
exchange application for the extension of UTP.

Congress made 1its most recent revisions to Section 12(f) in
conjunction with the 1%75 Amendments. At that time, Congress chose

to maintairn the exchange application, notice, and Commission

approval progcess that had been in place since 1%36& regarding an
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exchange's extension of UTF. In 1975, Congress also added criteria
for Commission approval of UTP applications, such as consistency
with the maintenance of fair and crderly markets and the protection
of inovestors. Congress also listed particular areas that the
Commisgion must consider with respect te any application for the
extension of UTP to OTC securities. Among these is the progress
that had been made toward a national market gystem. In additioen,
the Commigsion is regquired to make & finding that the exchange
making the application does not have any rules in place that would
unreasonably restrict competition between or amcong OTC dealers and
specialists.

The Commission processes hundreds of exchange applications
for the extension cf UTP each year. In 1993 alcne, the Commissicn
processed over 1,600 exchange reguests for UTP. Comments regarding
UTP applications are extremely rare. Indeed, virtually no comnents
have been submitted to the Commission on a UTP application in over
ten years. This lack of comments seems to indicate that the rigid
proceduregs for considering individual applicaticons to extend UTE
are no longer appropriate.

As discussed above, the notice and opportunity for hearing
reguirement has not been substantively changed since 1536, and
reguires the Commission to process each application, ensure that
notice of the application has been published in the Federal
Eegigter for a minimum of 10 business days, evaluate the
application, and issue an approval order. Thus, regional exchanges

must walit unt:l a security has been trading for several weeks
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before competing with the exchange that lists the security. This
waiting period, while originally designed to provide a forum for
“public input in the Commission’'s determination, now has the effect
of providing the listing exchange with sole trading rights until
competing exchanges’ applications are published and processed. The
impact of the delay may be particularly significant because the
initial bar to competition among the markets may influence order-
entry firms’ decisions in long-term arder-routing determinations.

H.R. 4535 would eliminate the application and approval
procaess, cthereby removing unnecessary regulatory delays and
enhancing the oppeortunity for competition among markets. he a
general matter, H.R. 4535 would authorize immediate UTP in
eXxchance listed securities and those traded on Nasdag. Therefore,
removal of the regulartory delays that result from the netice and
cpporiunity for hearing reguirements should serve to further the
objectives of the Act, particularly with respect to free, open, and
competitive markets, and generally should serve to streamline the
regquiatory process regarding UTP.

H.R. 4535, however, provides a Cemporary exception to
immediate exchange authority to extend UTE in in=stances where a
gecurity is listed on another exchange and is the subject of an
initial pukblic offering ("IPD"}. In these instances, during the
180-day period following the enactment of this bill, an exchange
must wait until the third tradina day in the security before
extending UTP to the security. H.E. 4335 reguires the Commission
to undertake rulemaking within 180 days of the epmactment of the

Bill to determine whether any delay in trading an IPO pursuant to
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UTPF should be reguired.

The Commisgsion supports this approach to the potentially
complex issues sgsurrounding multiple marketr trading of IPOs.
Several months ags, Commission staff became aware of scme market
participants’ concerns that multiple market trading of a security
while it initially is being offered to the public may hinder
efficient pricing and distributicon of the security. The
Commission, however, has not received concrete evidence or any
thorough analysis of the potential harms associated with UTPR in
IFOs.

Commission staff, ied by Chairman Levitt, have worked to forge
an appropriate approach to this area. The Commission supports the
approach taken inm H.E. 4535, It attempts to balance the interests
cf those whe wish te level the competitive playing field and
streamline the UTF process against those who have expressed concern
with the effects of the change on the stability of the markets and
the capital formaticn process. The Commission believas that, given
the market uncertainty that 1s associated with any significant
change in how and by whom IPOs are traded, the compromise pressented
in H.R. 4535 is a prudent and balanced approach.30

During the 180-day pericd following the enactment of H.R.
4535, the Commission will seek public comment £from the national
market centers and participants regarding this topic. In
particular, the Commissicn plans to seek comments concerning the
benefits associated with streamlining the regulatory process and

enhancing competitive opportunities among market centers with
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respect to UTF and IPOs, and identification of the negative effects
that immediate UTF may have on the distribution of these
securities. Specifically, we will look to the markets to provide
data on the nature and effect of trading activity in connection
with IPO listings.

For 60 yvears, the Commission has worked with the Congress and
the Senate to ensure chaﬁ egquity market regulation protects
investors, aids capital raising., and keeps pace with the changing
dynamics of the gsecondary markets. The Market 2000 Report and H.R.
4535 are new steps in this process. The recommendations of the
Market 2000 Report address existing obstacles te investor
protection ancé fair competition. H.BE. 4535 removes URNBCeSSary
delayse that Inhibit competition among markets. The Commission
looks forward to continuing to work with the Subcommittee in the
future 1in our effprts te identify and implement sclutions to
provlems and concerns that arises as the U.S. market enters 1into
the 21s: Cenrtury.

Thank you.
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Divisiorr of Market Regulatienh, Securities and Exchange

Commisgion, Market 2000: An Examipation of Current Eouity
Market Developments (Jan. 1924 (Hereinafter Market 2000] .

Fub. L. No. 24-29, 8% Btat. 97 {1275}.

ersi Hearing on th uture of t tock Market fo 1n

& Nation at orea he Sub . on
Telscommunications agnd Finance of the mm . o Eneray
and Commerce, 103d Cong., 1st Bess. (April 14, 195%3);
A% igHr Hearin F h k Market ing
pn  Inducements for Order Flow Befgore the Suybcomm. on
Telecommunications and Finance of the Housge Comm. on Enerdgy
and Commerce, 103d Cong., 1st Sess. (May 13, 1993} ; Oversight
Hearing on the Future of the Stock Market focuging on
i r i Il Before ubcomm., n

Tesecommuinications and Finance of the House Comm. oh Energy
and Commerce, 1024 Cong., lst Sess. (May 26, 1983}); Qversight
Hearipng on the Futurye of the Stock Market focusing op Soft
Collar r iceg Befor Su mm. on Telecommup] ipns and
Finance of the House Comm. on Energy and Commerce, 103d Cong.,
1st Sess. [July 13, 15%3).

GAD, SEC Actions Neaded to Address Market Fragmentation Issues
{1293} ; Owversight Hearing on the b4 h tock Market
focusing on the Resgults of 5 GAD S5t n rket Fr en ign
Before the Subromm. on the Te nications and Fipan £

the House Comm. on Energy and Commerce, 1034 Cong., 12t Sess.
{June 29, 1%23).

In respense to the release of the Market 200C¢ EKeport,
Representative Markey stated:

The recommendations set forth in SEC staff report will
help assure that the key public policy objectives that
Congress has set forth over the years in the federal
securities laws, such as fair treatment of investors,
transparent markets, vigorous competition between
marketplaces, and open access to the national market
system, will continue to be advanced as our naticn's
stock markets move into the 21st century. I'm pleased
to see that the SEC staff has reached many of the same
conclusions that the Subcommittee came to during the
course of its hearings last year on the future of the
stock market, such as the need for regulatory changes
dimed at improving disclosure of inducements for order
fiow, soft -dollar practices, and adoption ©f an order
exposure rule.

News Releass, Edward J. Markey, Chairman, U.2. Houss of
Representatives, Subcommittese on  Telecommunications and
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Finance of the Committee on Energy and Commerce {Jan. 27,
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See, g.9, Sharon Walsh, "SEC to Propose Broad Financial Market
Changes, " Waghingten Post, Jan. 27, 1%%4, at D10; Eichard
Waters, "More Power to Investors, ™ Finangial Timeg, Jan. 28§,
1884, at 7; EBam Scott Miller, "Market 2000:; Modest Proposals

or Revgolutionary Seeds?" Prentige Hall law & Business
lnsights, Vol. 8, No. 3, (Mar. 1854} at 20. :

Eee giligg lecter from William H. Donaldsgn, Chairman and Chief
Execurive Offirer, New York Stock Exchange, Inc. ("NYSE"), to
The Honorable Bdward J. Markey and The Honorable Jack Fields,
House Telecommunications and Finance Subcommittee, (Mar. 31,
1994 ; Letter from James E. Duffy, Senior Vice President and
General Counsel, Legal & Regulatory Policy Division, American
Stock Exchange, Ing. {("Amex"), to The Honorable Edward J.
Markey and The Honorable Jack Fields, Houge Telecommunications
and Finance Subcommittee, (Apr. 12, 1994); Letter from Joseph
E. Hardiman; FPresident, HNASD, to The Honcrable Edward J.
Markey and The Honorable Jack Fields, House Telecommunications
and Finance Subrcommittes, (May 3, 19%4):; and Letter from
William G. Morton Jr., Boston Stock Exchange, Inc., Homer J.
Livingsteon, Jr. Chicage Stock Exchange, Inc., Leopold Keorins,
Pacific EZtorck Exchange, Inc., and Nicholas A. Gicrdano,
Fhiladelphia Stock Exchange, Inc., to The Honorable Edward J.
Markey and The Hongorable Jack Fields, House Telecommunications
and Finance Subcommittee, (Apr. &, 15924},

Market 20040, Study V.

Market 2000, Studies IV and VII.

Market 2000, Studies III, VI, and Appendix II.
Market 2000, Stpdy V, at 9-1%5.
Market 2J043, S:udy-?, at 3-5.
Markef 2000, Study V, at 5-9.
Market 2000, Study IV, at 8-10.
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Market 20080, Study VI, at B-10.

Market 2000, Study III, at 8-10.

Market 2000, Study VI, at 11, 1Z.
Market 2000, Appendix II.

Securities Exchange Act Release No. 33028 (Oct. 6, 1993}, 5B
FR 52934 (Ocrp. 33, 1983).

Iin their letters to Representatives Markey and Fields, the
SROs stated that they are reviewing the implications of moving
to a 1/16ths or a decimal pricing system. See pupra note 6.

Securities Exchange Act Release No. 2323605 (Feb. 9, 1294), 55
FE 0B3gE (Fek. 18, 19924},

Securities Exchange Act Releaze No. 33657 [(Mar., 1, 1924}, B8
FE 128a4Z [(Mar. &, 1534,

Securities Exchange Act Release No. 33232 (Apr. 20, 15%4), 5%
FR 22033 {(Apr. 28, 19%4).

For discussione o©of the history of UTP in U.S5. markets and
Section 121f) o©of the Exchanae Act, gee, e.g., EStephen L.
Parker & Brandon Becker, Unlisted Trading Privileges, 14 Rev.

Sec. Reg, BS53 (198:1); and Walter Werner, Adventure in Social
Control of Finance: The Natlonal Market System for

Securities, 75 Colum. L. Rew., 1233 {(157E5).

See Amendments fc Securitiss Exchange Act of 1834, 5. Eep. No.
1729, 74th Cong., 24 Sess. 1%3g; SEC, Repprit on Trading in

Unlisted Secorities upon Exchanges (1936); and Hearings before
the Senate Comm. on Banking and Currency on 5. Res. B84 [(72d
Cong.) and S. Res. 5& and 87 {73d Cong.}, Stock Exchange

Practices (1%34,.

Letrer from Arthur Leviet, Chairman, SEC, to the Honorable Ron
Wyden, U.S. House of Representatives (Nov. 2%, 1883).



