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The Central Market System appears to be an idea whose time has
almost come. It seems to have gtarted wicth the Commigsign's letter crang-
mitting the Institutionsl Study Eeport to the Congress on March 10, 1971,
Thet letter sald:

"In summary, our objective is to see a strang

central market system created to which all inmvestors

have access, in which, all gqualified breoker-cdealers

and existing marketl institutions may participate

in accerdanee with rtheir respeciive capabilities,

and in which is contrelled not only by approprizce

regulation but also by the forces of competition."

Later that yeer, Mr. William MeChesney Martin pub forward che
idea in somewhat different Form in his report to the Mew York Stock Exchange,
and the Commission has further developed the concept in its Policey Statementcs
af Fehruary 2, 1972, end Mavch 29, 1973, Several pripcipal features of rhe
system have now emerged. It will ewentually be a system for trading in

. r
listed stocks, the over-the-counter market and the bond markebs are too.
diverse to be pagily fitted inte the svstem, ALl markerts for listed stocks
will be livked together by a system of communications Luile around a
econgolidated transaction reporting system, and a conseolidated quotations

evatem. This will ocpen up the market-making fupnction to competition. At

prezent this essential function is fragmented, there iz opne specialist in each

* The Securicics and Exchange Commission, as g8 mavter of policy, dizclaims
responsibilicy Ear any private publication or speech by any of its members
or cmployecs. The views expresscd here are my cown and do not neceszarily
reflect che views of the Commission or of my fellow Commissioners,



of four or five exchanges, there ave block pdsitioners, up-stairs marker-
makers and third market-makers each operating in isolation and separvated hy
various exclusionary Ttules. 1n the Central Market System all qualified
market-makers w111 have the epportunity to p%rticipate and can he oblipated
to do zo.

This emphasis on strengthening the dealer fuaction has led some

i

to fear that the central market will be a dealer marker, and that che values L o«

=
of the auction market will tbe lost. Thiz need not and should not happen. i
b L

e

Io its 1973 statement Lhe Commission proposed two rules. The first rule
would require that public orders enterved in en electronic repository would be
entitled to price pricrity protection throughout the system, much as orders on
a speciglists book are now protected on gach exchange. The second rule would
gccord preference to public orders by preventing say dealer from participacing
ps principal in any system Lrangaction uniesa hisg ﬁuruhase price is higher ot
his sales price Jower than any public bid or cffer recorded in the sttem..

In view of the ewmphasis {requently placed oo the desirabilitcy of
an auction market 1t seems in order Lo consider how Che auckion market
operates now on the principal exchangez. The auction matket i= ofren

described in termg of public orders meeting in the "erowd" on ;he_flunr

affgg exchange. This really doas not happen toe often, except In very

e

active stocks. About BY of the wvolume on the ¥ew York Stock Exchanpe is

executed in this way,_ Tt appears, however, that n very substantial part

of this velume is accounted for at the opening., Of course, execution of

public orders on the specialists book account for & much larger percentage.

+
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Thiz type of execution, which iz the more impurtant aspect of the muction
—— Ce - .

market under present conditions, would be better served under the Central
Mathker System since with a mation wide repository for public orders, such
erders would have the opportunity Eo meet puﬁiic prders anywhore in
the system and would enjoy participation and prierity over zll
dealor trades _anywhere in the system, not merely the dealer
tfqﬁES of a particular specialisc. Moreover, a primary justification
for the auction market is that it affords a better execution than a dealer
matket since it eliminates the dealers spread. If, howcwver, dealers
perform satisfactorily and, under present rondirions this may be racher large
if,the advantages of the auction market in terms of better executions is
limited te the gap between the dealers bid and the dealers effer. On .
Falance it would appear that the values of the auction market would notc:?’o/
cnly be preserved but enhanced in the Cenfral Harke;_sY?EEE;

The idea of a Central Matket System-has achieged wide acceﬁtance,'
It has becn endorsed by the New York Stock Hxehange, the Treasury Department,
the Commission, and impertantly by the Congressicnal Committees which have
jurisdiction over securities regularion in borh the Senate and the Houze.
Indeed rhe main securitiesg bill which has passed che Senate, 5. 2519 is
entitled "The Natiomal Securities Market Systems Act of 1974", and Title VI
pf the comprehensive House Bill, H.R. 3050 which is now awaiting action on
the fioor of the Houze includes a proposed finding by rhe Congress that a

national securities market system should be established. Moreover the

creation of the Cencral Market System lhas started. The pilot phase of che
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Consolidated Tape is now in operation and the Commission has proposed the
adoption of Rule 17a-14 calling for & compesite quotations system. Most
slgnificantly the Commission has sppointed an able, broadly reopresentative
and hard working Advisory Commnittee on the implementation of & Central
HMarket Svstem, gnd that Committee is holding fts sixth meeting today. That
Committec hopes to be able to distribute a statement on the "Basic Characteristics
and Principles of the Central Market System" following todays meeting.

Yet all is not clear sailing ahesd. While the basic concepts
uf the central market system, or the national market system as Congress
proposes to christen ik, are coming clear, it will not be easy to translate
those concepls into concrete realities. T do not think, however, that this
task iz inhertently overwhelming, The necessary rules can be wrictan and the
necessary hardware and soeftware can be p;evided, indeed mueh of iF iz already
in exisrance. Somewhat comparable achievements by the securities industry
come to mind such as the network of cnmmunica;iuns linking the MNew York Stock
Exchange with 811 parts of the nation and the world, or, on a smaller scale,
the creation of NASD&QL " Thie problem is not-Low to da it, the problem is how
do we agree on what to do and how do we get from here to there. TFor example,
it has heen sugpested Lhat it would be hetter if we postponed the conselidated
quetes wntil the Central Market System has been designed, agreed upon and put
intc place. Gertaiﬁly this seems more crderly and in an ideg]l world it might
well.be the hest way. But if we shelve the consolidated guotes.indefingtely,

will we also shelve the Central Market System indefinitely and what wze will

—

the consolidated tape be if no one need pay any attention to it? It may be

o

that the (entral Mavket System cannct be agreed upon unkil it has_ te be.
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These problems raise guestions which tr%nscend'the mere mechanics
of & new svstem for the transmission and ezxecution of orders, the Central
Harket System becomes involved with other issues. These include the question
‘of fixed or competitive commissions, imstituticnal membership and the relacted
question of combining brokerage wich money management, and rthe impacr of

*

financial institurions on the securities markets and the securitiss industry,

jfwmiggjons wire the cement that held the exchange marlet together. That
cement, however, has come ungtuelk lJargely by a weason of the pressures of
fingnecigl institutions which have fragmented the markels in their gquest for
comuissions oot artifically determined and for bettor execdtion of their
large orders.

In any event the fixed minimuam conmissipn se=ms Ea be on its way
out. HNot only is Congress inclined thar way, but the Board of Directors
of the ¥ew York Stock Exchange in their resolution of Qctober 16, 1974,
tecegnized that competitive rates must come, at least for public orders,
bur wants what I interpret as a version of the Central Market Syscem firvst.
I will not here discuss the gquestion of whether the fixed minimum cosmmizsion
should end ﬂnIHay 1, 1975, =inee that 15 a questien which we will be called
upon to decide after heazings o commence on Movember 19,1974, But there
is one point which I think has been largely overlooked in the debate over

fixed versus competibive cormissions., It sometimes seems fo be assumed

that the tlioice is between the dangera and uncertainties of competitive



commissions and the comforcable world of fized cuﬁmissioﬁs as it exisced
hefore, say, 1960. 1In theose days the New York Stock Exchange fixed |
commrissions pretty much as it plegsed with no very discernable principle
except perhaps the idez that when volume went.dawn comnission rates should
E® wp. Since then . there has been a 'search for a more rational basis farl

.fixing commissions for this di?eE?E_EPd velitile industry, but it has. not
vet heen found and the Exchange has been pretty well reduced te periodically
seeking emergency relief. We must realize that in this society of free
and competitive enterprise the privilege of fixing prices has been reserved
for public uvrilities, and the securitigs indestry cannet hope Lo he the sole
exception forever. We should think a little about what bei;g a4 public
utility means,

Tirst of all it means entensive and pervasive povernment regulation.
& public wrility mwust get permission Lo g& inte husiness. It must sell only
what it is suthorized to sell, and only where it is authorized to sell it.
Its expenses must appear prudent te its vepulators end its income must be
predictable, so Lhat its revenues just cover its necessary cxpenses plus a
reasonable return on capital. While in the present time of trouble some
ef you might find the security of guch confincment comforting, I do nor believe,
nor do T think you believe, that it would previde egither a viable or desirvable
future for the securitiesz industry.

I rathex su;pect that by this time you may feel that koo much is
happening all at once in the sacuritieslindustry_and to the securities industry,

and that it is happening at khe wrong time, when the securities industry. is

suffering froem its own privare depression, If you do feel chat way I do not

- W em— =
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biame you, indeed I rather share that feeling. It would be pleasant if
we could proceed at & leisurely pace deing oneé thing at & time, and then
only when the time seemed to be right., But I doubt {f that leisure will be
granted us, for a number of reasons. In the first place the Cengress Seems

Lo be on the point of adopting far-veaching securities legislation. 1 do

2

not, it will probably come fairly early next year. _¥HE Senate bills were
passed some time ago. On the House side, the Subcommittes an Commerce and
Finance developed a comprebensive bill, H. R. 5050 mentioned abowe which

was lavorably reported on by the full Committee on Interstate and Foreign
Commeree on October 10, by a vote of JQTEEﬁ;; It is Expecged that this

bill will be considered on the floor of the House faivly preaptly after
Comgress re-convenes. [ it passes, which seems likely, it will be necessary
to reconcile the differcnce between rhe Hbuse and Zenate billg in a
Confevence Committee,

This legislation is complex and its final form cannet be known
until after the Cunference Committes acts. The following are the principle
features contained in both the House and Scnate bills and, likely therefore
to be inc]udcé in one form or anofher in the final legislation., Progress
towards the Gentral Market System will be mandated, including provision for
the development of an improved national system for securities precessing
facluding the immohiiizatiﬂn vf stock certificates, and increased reliance
upon competition, particularly among deélers. The Comnission's authority gver
the Exchanpes and the E@%P_wil{_?g_strengthﬁn;d and clarified including

authorlty to require changes in Exchanges and WASD rtules. Instituticnal

2
membership will probably by preobibited. The House bill prevides fot the



elimination of fired rates on May 1, 1975, but would authorize the
Commisgsion to extend that period if necessary, while the Senate bill
does not set a desdline but docs clarify the Commission's authoricy to
do so. .

The Congressional Committees have ‘been studying these matters
for about four years and they clearly will now.expect action.

Even aside from Congressione]l mandates, the presont condicien
of the seCUr;ties fndustry is profoundly distrubing. Beither we nor
you can do much to change the basic causes of declining markets and low
volume. These spring from fundamental econamic problems such as inflarian,
high imterest rates, and general uncertainty concerning future developments
in éhe economy. But rhe existing uncertainty concerning the future
structure and functioning of the securities markets i; cerTtainly mot
helpful and wa can at least do something gbout that. There seems o be a
desire in some guarters to postpone the painful dislocations, trials and
tribulations of change in the expectetion that the markert will turn around,
which we 811 believe it.will, e&nd that when it does, change will somehow
become either unnecessary or painless, T de QEE_;hiEETEg“Egn afford- to-gamble
on._this., If jhe_5qu§ifig§_iudug;;y"dges not adjust ta the future, there is

"

= —no necessary gssurance that the independent securities industry as we now know
-{.- ot — e — T . .

4

it will be there when the future arrives,
My friend, Chariles Ellis of Gyreenwich Reseavch Assoclates, who
iz quite often gullty of original thinking about the securities markets

has written & paper which makes gome intercscing points, I do naotb endorse

his ultimate conclusion which scems to be thac the institvcions and the
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banks are likely to take aver a large part ofF the brakerége function, but
his insights are instructive. He makes the point that we are now in the
midst, for the second time in this century, of a fundamental change in the
‘structure of the securities markets, The compelling reason for both chaqges
is the same, the emerpence of 2 new kind of predominent user of the markecs
whose ilmportant needs were nobt well met by the existing structure. The
first chanpe ¢ccurred in the 1920's and the 1930's. EBefore Weorld War I

the predominent users of the equity markets were a relatively small group

of comparacively wealthy and sophisticacted investors ard traders, most of
whom Were the ownerg or managers of buginegges. To 1920 thgse ware lavpely
supplanted by tens of thousands of smaller individuzl amateur investors
loceted throuvghout the country and not just .in & few financial centers.
During the succeedinpg decazdes an extremely effective mochanism was developed
te meet the needs of these small investﬂr; whorever they mipht be, at
comparatively low cost for eazeh indiwvidual trade. . T might add, although

Mr. Ellis does not explicitly make this point, that this change way not
wholly accomplished by the voluntary initiatives of the industry. It took
féderal 1egisl§tion te provide chanpges in market operalions necessary {or Lhe
proctection of these investors and initially this legislation was not exackly
weleomed in some guatiers and there were those who sugpested that it would
réesult in "“grass prowing in Wall Street". Further this part of the change

came only aficr adverse market conditions had exposed the need for 1t
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Similarly, Mr. Ellis supggests that current fundamental changrs
ate attributable to the emerpence of a new type of predouninent user,
the financial institutions such as pension funds, mutval {unds, investmant
counselors and bank trust departments whe, aceording to his reckoning, aqt
on behalf of between 40 and 50 miltion individual investors. The present
gsystem, he concludes, ig not well suited to their needs. In the firstc
place execution of their large and freguent orders costs too much,
pacvticularly as they have no need for a large and expensive nebtwork of
branch pffices z2nd salesmen. They also need a stronger execution system
than can be provided by a8 single modestly capilalized specialist enjoying
g monopoly franchise, and altermative channels to meet their needs that
gre evolwving., lMerecover, the ingtitutions have their own trading capability
gnd could execute their own orders, &5 intermediaries for the individuals
they serve. It is akoub here that I part ;ompany with ¥Mr. Ellis insofar
&85 he says so little about the individaal investor who still prefers to
inveskt separately not collectively and to make his own investment decisions.
Mr. Ellis concludes rthat he should be protectdd wichout geoing into derails,
exCcept ko sugggst thay an individugl whe wants te make his own decisions
could have them executed at low eogt throuph a commercial banle,

Since Mr. Ellis is discussing the trading market he does nok
sdy a great deal about the capital raising function except fo sugpgest that
if individual investors increasingly choocse Lo act through institutions as
intermediaries then the inztitutions wiil become -the intermediarvies through
whom capital is raised. Inh recent discussion-great stress haz been placed
on the importance on the capital raising function of the sccurities industry

and there can be do doubt that this funecrion iz vwital. It is not 50 clear,
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however, that the trading markets should be organized and cperated in an
inefficient mannev in order te subsidige the capital raising functien of
the securities industry. Traditionally the raising of capital by the
distribution of new issues has not only been.ane of the most essential
functions of the securities industry but alsec one of iEs most rewarding.
Unfortunateiy the current depressed condition-of the sacurities markets has

been accompanied by a dearth of new issves to distribute. When an attractive

igssue comes along there seems to be no lack of capacity to distribute it =-=-
fleating rate notes and money market funds are recent cxamples. {learly,
howewver, one reason for seeking to bring che individual investor back into
the equity markets is his imporfance as a source of capital for industry.

I tﬁink, hawever, that the individual investor will_gcturn_?hgggfgfﬁhg“
finds the opportunities for profit in the equity mﬂrkéLs both [or new issues
and for ocutstanding scocurities Lo be attréctively both absolutely and in
comparvison with other available investment oppartunities. The equity matkats
gimply gre net attractive so laong as the stock market persists in geoing

down and so long as high }ntgrest vates make fized income securities
appealing. There is not much that the secvrities industry or the

Commission can do to remedy the ha;ic economic problem:s that have given rise
ta these conditionsg. There are some deterrents Co equity investments which,
however, are not the necessary product of hazic ecannmia problems and about

which I hope we could do something. One of these ig the extent to which the

——_—— RN o
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tax laws discourage £quity invgstment In praductive centerprise, including
double taxation of dividend income gnd the structure of capital gains

. taxatioo. There iz, I think, another tax deterrent to productive eguity
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investment with respect to which the securities.industrj and alsoc the
[
Commission have not spoken out and that iz the prelification of so called
"tax shelters. Under this label various esoteric investments of dubious
ceconomic merit including all kinds of schemes for speculation in real
estate, oil drilling, cattle feeding and what have you, are marketed on
'

the basis of tax deductions rather than on the basiz of invescment Lncome
or growth. These offerings distract the attenrion of the securities
indugtry from ics basic funcrion of raising cepital for productive
industry and they provide the Commigzion with a prolifie source of fraud
cases. They aluo lure away from the equity markets that segment of the
population which aheould be your best customers, that is, wéalthier
invegkors in the higher income tax bracket who are best able to take
the risks and reap the vewardz of egquiily investmentc. 1f we are sincere
in our zllcgiance to_the Taizsing of cnpitﬁl for American industry, we might
well join in the effort to close some tax lauphules which cauge a
legkace not anly of vavenue for the treasury but of canital for industry.

Returning to ﬂ?, E}lis, even though we may hope that his
predictions do nol come fo pass, I think he has provided a2 very useful
insight as to how we pob Co where ﬁe are now. But the scenarico he supgests
could happen unless something else happens. Theve will, I believe, be

Toom in the Central Marker System for the broker and his clients as well

as the institution and its bencficiaries. But, I submi;,_y;zghgqld gel_

on with implementing the Central Hggket;stiem.



