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It is always a pleasant task to tall fo membgrs of the
Securitiés Industry Association, particularly in my home state
of California. However, I must confess that I would be far more
pleased Lo zstand bkefore you in an atmesphere of great optimism
ahd prosperity for the securities indusftry. The securifies
business is -- and has been for some time -- In a difficult pericd
of transition., It would be pleasing if the razstructuring of the
securities markets almed at establishing a central market system
could occur in more tranguil times., In my view, however this
system offers great hope for the industry in this period when
change and transition are, in any event inevitable, and T would
like today to touch on some of the questions which have been
raised by those of you in the business and try to deal with them.

As you kﬁaw, the central market systern invelves, at least
initiailly, linking togethér the existing market centers for
listed securities. The two basic elements of this natilonwide
communication system are a c0m5%site tape for reporting the
last sale informaticn and a compesite quotation system. These
two fundamental elements, together with ancillary facilities,
would enable a broker with an order for a listed security to
guickly find and go to the best market, HRather than speaking to
the theoretical factors and the regulatory principles of this
s¥stem, which are covered in detail in ocur Policy Statement on

the Structure of a Central Market System, I want to explore with



-2 -
you gquestions on some of the more practical aspects of the system.
These guestions include: When will the proposed changes take
place? What will the system lock liké? Yow much will 1t Qﬁst?‘
Whe will pay for it? These are questions that both people in
the business and investors properly have begun to ask.

fefore getting down to these ﬁraetieal points, I would
like to wventure a general ﬂbservatiﬁn avout tapes and guotation
systems, The tape has heen a 2ymbol of the exchange marketé
for many years and we are all familiar with the dissemination
of quotations either by telephone or tore recently by NASDAQ.
Theze famlliar devices serve two somewhat distinct marposes.
They are, ffirst, a disclosure system by means of which brokers,
dealers and lnvestors can observe what is currently going on
in the markets., PEut they also serve a function which I think is
very real, although it is net so oftén commented uoon. They are an
advertising medium, and a powerful one, by which markets and
market makers bring to the attenticon of prospective users the
services which they have to offer. I suspect that it is partly
for this latter reason, as well as from 2 committment to full
disclosure, fthat the various markets have gone to great effort
and expense to make their tapes and quotation systems available
in every city and town from coast to coes2t. When, therefore,
we consider the composite tape and the composite quotatian system,

we are talking not only about improved disclosure, but also about
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who will be allowed to avail themselves Qf this advertising
medium and how and on what fterms. Resolving these guestions
fairly and without discrimination has-created many of the -
problems which have been encountered in activabting the super-
ficially sirple proposal of a composite tape and a composite
guotation system.

Turning now to the nuts and polts, the first i= the
timetable. As many of yvou know, the composlte tape for reporting
last sale Information will be the first element of the system to
25 intc operation. The Commiszion in recent weeks submltted ita
c aments by letter to the Wew York and. American Exchanges, the
NASD and the regicnal exchanges involved in puiting tGEEthEE_ﬂ;f
a composite tape plan last March, We expect a response to our
comments shortly. We will then progeed to declare the canposite
tape plan effective, with whatever cﬁanges ApDEAr NEecCe35ATY.

Once that happens, the clock will begin running on a 40-week

Implementation period, at the end of which we expect Lo see an

operating compozite tape. Before the tape starts cperation,

—_—

we will propose for comment_and adopt a revised uniform rule to
.—-—'—'_'_r T

—

———

govern shorg =elling in all marketz, including in the third merketi,

where shori sales now are unregulated.

"7 T THe Second el18ment of the central market system, which
may well be at the heart of i, iz the quotation system. Work

on the guotation system a2t the Commission began more than a
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year ago.. We published.in March of 1572 a proposed rule 17a-14
under the Securities Exchange Act covering a bid-asked reporting
system for listed scourities, Since that time2, we have had a very
significant amount of Information and opinion -- from the industry
advisory committee on market disclosure, from the reports of two
Congreasiconal siudies, and other sowrces.

The final timetable as to the quotation system ;s prescntly
not so olear, I suspect that we, and by we I mean not only the
Commission but also the industry and its regulatory bodies, have
a variety of what is galled the "chicken and the egg" problem,
Some suggest thgt before fully implementing the composite tape
and particularly the composite gquotation system, we chould have
in place essentially the full regulstory scheme for the central
market system. Others suggest, with at least equal plausibility,
that we can hardly design a regulatory scheme until we have first
seen what the animal we are going to regudzte leooks like. I
think the two programs will have to proceed, to & considerable
degree, in tandem. The quotation system will not be implemented
until after the compeosite tape has been 1In operation for some
reasonable pilot pericod. Prior to impelementing the guotation
system, we will need scme regulatory mechanism to glwve substance
to our conclusion that the privilege of entering gquotaticns in the

ﬁsystem must carry with it & respensibility for the falirness and

orderliness of the market in the securitiss quoted.
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The issues ilnvelved in determining these responsibllities were
discussed 2t some length in our Policy Statement on the Structure
of the Central Market System of Mareh 29, 1GY3 and I will not
repeat that discussion here. Under the existing system the
specialists cn the primary markets, the New York Stock Exchange
and the American Stock Exchange, occupy a piveotal role in the
market and are subject tec a rather elaborate regulatory system.
Speciaiists on the regicnal exchanges znd third-market makers
have a less central position and are less regulated. With a
composite tape gnd a composite quotation sysien, these market
makers will come more directly into the malnstream, and regulatory
changss will bé called for., This raises the issue, indeed, it
may almost be called the slogan, of "equal regulation" and the
cpposing argument that “equal regulation" of people in unequal
positions is itself inherently unegqual. I do not have ail the
answers now. The Folicy Statement said that the exemption from
Rule 11b-] now enjoved by the regional exchange specialists wowld
be rescinded and that the NASD would be asked to provide for
further regulation of third market makers "in a manner as nearly
corparable to the regulation of specialiste as circumstances

iy permit.” This could mean as a minimum, that the markets made

i

!

mast be reasonably contlnuous and crderly and that the trading

rules referred tc in the Folicy Statement must be observed.
This, of course, would make it necessary to adopt trading rules
of this zort prior to implementaticn of the composite guotation

system,
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These include rules designed to preserve the best elements
of the auction market ard those designed to protect limit
orders throughout the system, to reduce market fragmen;atién,
and to require dealers to yield priority and orecedence o the
orders of public investors,

Another regulatory move ﬁhat would precede the operation
of the compesite tape wWill bhe ©o eliminate anv barriers to the

el -

flow of orders between markets, This means the end of Rule 304
——

—

—_
of the New York 3tock Exchange, which bans exchange members from

taking orders off the excha_nges: We will also seek in effect a _

T ————

substantial increase in the professional dissount nod glven

broker-dealers taking orders to exchanges oy which they are not

members, so that these brokers can truly zeelt best execution

for their customer™s orders without making a financial sacrifice.
Once the composlte quotation system is in operation

and we have had a chance to study its operation and the impact

of the regulaticn I have dezcribed, we will nonsider whether

i there remains a regulatory justification for rules of the Kew

York Stock Exchange and American Stock Exchange which now bar

direct dealing betweaen specialists and financial institutions

in those stocks handled by the specialists,

e

The next point is what will the new system look like
and what changes in orocedures will be required. As to the

composite tape, 1t is ocutlined by the joint plan of the exchanges
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and the HASD, The new tape would consist of £WQ atreams of
last Salé prices corresconding roughly te the New York and
Americar excharge tapes, The {irst date stresm would consist of
all tradecs, wherevocr they occur, in stocks listed on the New
York Stock Exchange. The sccond stream would show trades in
all stocks listed on the American Exchange and some 2elected
reglional listings., Symbols would identify the markets where
these trades teok place when not on the New York or American
Exchanges, In addition, broker interrogation devices would be:
programmed Lo show the last sale in a securiiy traded through
the central market syétem.

Of coufse a numbsr Gf-changes in existing procedures
would he reguired Lo make the tape functional. However, I don't
think these are as sSweeping or as far-reaching as you mlsht
imagine. For example, the NASD, which currently deoes not report
over-the-counter transacticrns on a real time basis, wouwld have
to repreogram its system as o listed securities to make real
ftime ¢collection cof this Information possible for input infto the
tape and for interrcpation purposes, In addition, some of
the regional exchanges may have fo Improve thelr reporting
procedures so that all trades can bhe reported within the time
limitations required by the system. But I think it is fair to
say that the brokerage firms and the great majority of investors

Wwill see very little charge in the reporting of ftrades.
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Onice the tape he=s begun operation, the impelemntation of
the composite gquotation system will follow. As many of you have
sensed, the concept of the quotation'system 15 similarlb: fhe
NASEDAG zystem we now have in use for over-the-counter gquotaticns,
altheough the central market quefation system probably will
contain refinements not yet &vaiiable in FASDAG. Por example,
each market maker could display the size of the market being
quoted. The sysfem would also be capable of distinguishing,
perhaps with a symbol, between public and non-public orders

in erder to provide for the functiconing =f the public preference
rule in the system. That would require dealer interests tc better
any public bid or offer before effecting a cransactlion with a

public customer, thus giving up precedence based on order size and

priority based on time of entry.

Let me turn to the eguipment involwed iIn the composite
gquotation system as it will affect the various people in the
order flow,

First, market makers. 3Specialists and other market
makers will need terminals with keyhoards ard screens for
inserting guotati ons and Keeping track of tie markets in their
securities. They will also need new programming to enable this
equipment fo perform its function. A& program Lo provide these
terminals already is underway at the MNew York Stock Exchange.

Some other eXchanges already have terminals capable of performing
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these functions, ot are planning tﬁ install them. HNon-exchange
members, primarily third market makers, already are in a position
to use their existing terminal esquipment sc only minor scfiwarc
changes probably will be reguired for these dealers. 1 want
to emphasize that at this point it does not seem that the central
market system will reaquire any significant investment in equlpment
for market mekers that has not already been cantemplate?, z2lthough
substantial preogramming may be reguired,

Less scphisticated terminals will be regquired for rogistered
representatives who deal with cusfomers but are not responsible
for executing orders. They probably will nesd only a device
capabde of displaying last sale information, which they now
have, or at most a2 simple tegminal coptaining a representative
.bid—ask, conparable fo what you see on Level 1 on FASDAGQ.

Traders or order room perscnnel will need more complste terminals,
but many of these already are in existence and operaﬁian.

However in both cazes, softwa?e or nrogramming changes will be
required,

The system, of course, will have to be serviced by
2 main computer in conjunction with several zatellite computers,
Surveillance eguipment will be required for monitoring, but
again there seems to be little reason whylexisting facilities
cannot be adopted for this purpose,

This brings me to the gquestion of costs, Costs there

will certainly be, For example, the system will requlre a



- 10 -
central repository for limit orders, which represents fthe only
means of assuring system-wide limit crder protection e all
investors., Initiadlly, z2cocess to the limit order information in
the repositery would be obhtalned through specialistis. They
ﬁould probkably be able to use their quotation sysztem terminals
for this purpcse, 1t also appears that the repository would oe
able to malke use of the merory and storage facilities of the
quotation system's computers. OFf course, the repository woul@
only have to be utilized when a transaction is proposed to be
executed away from thc current market price. The cxecuting
broker would préﬁent the proposed vransacticn te & specialist
chosen by him who would in turn key the transaction into the
syStem. The zecreen would then display all intervening Limit
orders 1n other markets which would have to be satisfied hefore
the proposed trade could.take place,

We believe that the limit order repcsitory could work
vary smocthly, and, a5 I have just noted, should not involve
any investment inadditional eguipment, although 1t ecould
involve significant programming costs.

The gother important implication o2f the quotation sysfem
ig in the operaticns arca. Onee brokers ars able to obtain
current quotaticn Information frem all applicable marxets,
they will then face the problem of directing crders to the

appropriate market for execution. Obvviously, this may require
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significant modificatlon of the entire order-handling process,

at ieast for large retall firms which have z2utcmaced the

order-switcehing process. Agsin, 1 believe the costs a;sociated
with this effort primarily will involve programming changes for
these firms, not cutlays for new egquipment.

I cannot put a2 dellar Sién on all this, tut therc are
several polnts to be kept in mind;

In the first vlace, it seems that most of the hérdware

and much of the communicaticns eguipment that the new srstem

wWill require iz either already in place, or is being Installed

or designed in order to serve immediate needs, Thus, as I
mentioned earlier, the New York Stock Fxchange already has under
way = program to provide new terminals for specialista. To
the extent that ithe industry chooses to make the maximam use
of exigting facilities, howewver this may offend those who
pride themselves on the fzeilities they have developed for their
ownt purpeses, the greater will he the reduction in the costs to
be incurred to establizh the central market syztem. In other
words, I believe the industry should think long and hard before
deciding to start all over again from scratch, I do not think
the industry can afford this mistake.

Segondly, the changes to he effected will be for the
customer!s henefit; and I think the customer will be willing
to pay if ke Mmows he is paying for better serviece, which is
more comparable to that currently available primaerily to large

investors.



Thirdly, we are talking about an area in which the
broker has not only an oppcrtﬁnity to beftter his service but a
duty to do so0, once the proper tools are at his dispesal,
Firnally, we may very well find, particularly as we
look ahead to the locked-in trade and sutomated clearance and
settlement, that before long cost savings may begin to cutpace
added expenses, Thus, the brcker-dealer may be gnavled to
of fer rot only sotteor services but to provide them at lower
costs. The fransiticon will not be easy but ¥ think the industry
realizes by now that the use of medern technelogy to inprove

its service is necessary to its future,



