
.:.' ' , .  T -  [ " 

:,,~! , Zz.C',e~" 

.i- , JE COMPTROLLER GENERAL. BY.TI c " , r .  I 

Report_1To The Congress 
OF .THE UNITED STATES " 

I 

~:~ 

• if•}' 

u. s. ¢~.zv~z, ACCOut¢ZZZ~G On~zc:~ 
0 - - - -  

~;Improvements Needed In The .Securities 
And E x c h a n g e  Commission's Efforts To 
Establish A National Securities Market 

/ •  

In 1975 the Congress directed the Securities 
and Exchange Commission to improve market 
operations bybr inging about a national mar- 
ket for the trading o f  securities. •GAO does 
not believe it is possible to determine what : ;- - ; . . .  . . . . .  

progress has been made or when the national 
market will become operational because the 
Commission has not developed an overall 
plan. 

GAO recommends that the Congress. 

--require the Commission td develop a 
• national market plan and 

.--establish a time frame for designing and 
implementing the system. 

The staff of the Commission's national mar- 
ket Unit does not have the skills and is no t  
large enough • to carry out and evaluate na- 
tional market activities. 
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To the President of the Senate and the 
Speaker of the House of Representatives 

• This report discusses management improvements needed to 
guide efforts of the Securities and Exchange Commission in 
establishing the national securities market called for in the 
Securities Acts Amendments of 1975. In 1978, the securities 
markets--stock exchanges and the over-the-counter market-- 
accounted for the trading of 12.4 billion shares of stock 
valued at $285.4 billion. 

Copies of this report are being sent to the Director, 
Office of Management • and Budget and to the Chairman, Securi- 
ties.and Exchange Commission. 

Comptroller General 
of the United States 
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Time did not permit GAO to make its own 
estimate ofthesavings which would result 
from a national market system. However, 
some data on this issue is available. For 
instance, in 1976 the Staaford Research 
Institute estimated that a national market 
that efficiently used modern technology 
would save up to $i00 million annually. 
Others estimate the savings robe at least 
$50 million. (See p, i0.) 

The Commission is using evolutionary pro- 
cedures to bring about a national market. 
Under these procedures, the Commission 
directs the industry to design and operate 
components that fit with those already in 
place. GAO believes that these procedures 
are successful only when guided by a plan. 
(See p. ii.) 

The Commission's national market efforts 
are influenced by its long experience in 
regulation and generally result from rule- 
making initiatives. GAO reviewed actions 
which had been taken on Commission rules 
intended to assure the national dissemina- 
tion of securities price data. Using its 
rulemaking approach, the Commission took 6 
years to bring about a system component which 
enabled investors to see the prices =t which 
others are willing to buy or sell securities. 
It took ithe Commission 4 years to establish 
a component~which showed the prices at which 
securities were sold. Industrysources 
stated that both components could have been 
placed in operation within 9 months. (See 
pp. 11-13.) 

The staff Of the Commission's nati0nal market 
unit does not have the skills and is not large 
enough to carry out and evaluate national 
market activities. 

None of the unit's personnel possess a ready 
data processing capability. GAO believes 
that if the unit had this capability, it 
would have been better prepared to prevent 
technical problems• that developed. For 
example, delays of up to 20 minutes were 
experienced in a component which provides 
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information on the prices at which others ~ 
are willing to buy or sell securities. The 
delays were attributedz to inadequate proc, 
essingcapacity during periods of heavy 
trading. Because~up-to-the-secondinforma- 
tion is needed, the 20-minute-o!d prlce 
information•was of little or no value. 
(See pp. 14-15.) 

In June 1975 the unit consisted of six 
attorneys. In April 1979 the staffing was 
the same. The Commission in 1979 asked the 
Congress for additional national market 
positions. Because the national market 
was a top priority project, GAO believes 
the Commission could have allocated more 
positions to the national market unit. 
(See pp. 15-16.) 

REGISTRATION OF EXCLUSIVE 
INFORMATION PROCESSING FIRM 

The Congress considered the likelihood that, 
as securities markets shifted from indepen- 
dent, self-contained units to a national 
system, the economies of scale• would bring 
about exclusive securities information proc- 
essing firms--firms which•process securities 
information under exclusive arrangements 

with stock exchange or other market groups. 

The Congress mandated that national market 
• •trading be conducted with accurate informa- 
tion supplied by neutral sources• in a fair 
manner. It required the Commission to regu- 
late firms which process securities informa- 
tion for those who use the national market. 

The Commission registered the Securities 
IndustryAutomation Corporation as an exclu- 
sive processor of national market information 
without independently verifying whether the 
firm could promptly disseminate reliable and 
accurate data. Moreover, because of the 
importance of having exclusive processors 
operate in a fair manner, GAO believes the 
Commission should have taken steps to assure 
the firm's neutrality. (See pp. 19"21.) 
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-,~ CHAPTER 1 

I INTRODUCTION _ 

The Securities Exchange Act of 1934• established the 
Securities and Exchange Commission to regulate the securi- 
ties markets. In 1978, these markets--stock exchanges and 
~he over-the-counter market--accounted for the trading of 
12.4 billion shares of stock valued at $285.4 billion. The 
value of these shares is equal to 13.5 percent of the gross 
national product. 

I The Securities Exchange Act of 1934 was passed to prevent 
the recurrence of manipulative activities that were charac- 
teristic of the speculative atmosphere in the 1920s. The act 
did not attempt to impose uniform methods for the trading of 
securities nor deal with the problems of market communica- 
tions and coordination. 

When the act was passed, the markets' practices, rules, 
and methods of handling securities transactions varied widely. 
Communication among markets was limited and imperfect, and 
little effort was made to coordinate trading among the mar- 
kets. For about its first 40 years, the Commission took the 
securities markets essentially as it found them and attempted 
to establish and preserve a high degree of openness and fair- 
hess in the markets through its regulation. 

Over the decades, structure and operating procedures of 
the securities markets changed little, but by the early [970s, 
the Congress began to study their structure. 

  ET STRUCTU  THZ 
CONGRESS STUDIED 

The ~ Congress studied two types of securities markets-- 
/the stock exchanges and the over,the-counter market. (In- 
cluded in the over-the-counter market is the "third" marke-. 

Stock exchanges 

A stock exchange provides a "trading floor" fcr a ccn- 
tinuous auction of securities among exchange members. Ccm- 
panies pay stock exchanges for the privilege of "listing" 
their securities on the exchange. A listing permits use cf 
an exchange's facilities when trading the security. An ex- 
change can request that the/Securities and Exchange Commis- 
sion approve its listing of a company's . security. 
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! For a fee, stock exchange members act as agents in 
~ecuting customers' buy and sell orders on the exchange. 
Members •also buy and sell orders on the exchange for their 
own inventory. A customer wishing to buy or sell a stock 
contacts a sal~s agent of a brokerage firm. The customer's 
order is generally transmitted to the firm's floor broker, 
who takes the order to a designated location where that par- 
ticular stock is tr aded- The broker can accept the quoted 
market price from a specialist trading in the particular 
stock or, if other• floor brokers are present, can attempt 
to get a better price. When the price is agreed upon, the 
trade is executed and recorded and the customer receives a 
report of the trade. Information on the quantities and 
prices of trades for that exchange are then disseminated to 

the public. 

The map on the following page shows the location of the 
ten stock exchanges regulated by the Commission. 

0ver-the--counter market 

The over-the-counter market operates without a physical 
trading floor. The market operates through a communications 
network which connects many brokerage firms throughout the 
country. Typically the firms buy and sell securities for 

..... their own inventories for later resale to their customers. 
For the most part, this market trades securities that are 

not listed on the exchang es. 

A customer wishing to buy an over-the-counter security 
contacts a firm trading in this market. The firm, using a 
device similar to a~television screen, determines the quoted 
pricel being asked by other traders. The transaction is com- 

pleted ~ over the phone at the quoted price or possibly at an- 
other price after further negotiation. Unlike the stock ex- 
change, info~--mation on the quantities and prices at which 
trades were executed in the over-the-counter market are not 
in~aediately disseminated to the public • 

i 

The third market 

The third •market Is not a separate •marketplace in a 
physica! sense. The term refers to over-the-counter trading 
in.securities listed on an exchange by persons who are not 
members of that exchange. Securities are traded in ~ the third 
market •because investors believe that a •better price, reduced 
costs, or faster execution may be obtained outside the ex- 

changewhere the security is listed. 
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~T THE CONGRESS SOUGHT TO REMEDY 

I! ..... -After studying the market stuctures, the Congress 
¢0n~luded that legislation was needed to make the securities 
~arkets more-efficient and competitive. Prices • of securities 
t~aded in the markets--the exchanges and over-the-counter-- 
ere based on the information known in that particular market. 
For•example, a broker on an East Coast stock exchange with 
customer's order to purchase a particular stock could not 

etermine the price that someone was offering to sell that 
rock in•Midwest exchanges or• the over-the-counter market. 

Stock exchange rules also prevented the broker from 
onducting business with parties outside certain exchanges. 
Consequently, trading in a given security was fragmented 
among the various•exchanges and the over-the-counter market 
and relied heavily upon paper records and manual processing. 
Under these circumstances, investors had•no assurance that 
their brokers obtained the best price for their orders or 
that brokerage costs for their orders were reasonable. The 
Congress recognized that greater use of modern communications 
and data processing technology would a!!ow up-to-the-second 
price information to be disseminated to all markets and would 
• lower processing costs as well. 

THE CONGRESS CALLS FOR A NATIONAL 
M~KET SYSTEM 

On June 4, 1975' after 4 years of study, the Congress 
enacted the Securities Acts Amendments which added Section IIA 
(!5 U.S.C. 78k-i) to the Securities Exchange Act. The amended 
act directed the Commission to facilitate the establishment 
of a national market system for the trading of securities. 
Neither the Congress nor the Commission has defined what the 
national market should be. However, according to various 
industry representatives a national market system cou!d make 
information and processing facilities available for securities 
tracing. Those facilities will 

--provide all market participants with up-to-the-second 
information on securities • prices throughout the coun- 
try, 

--enable trading transactions originating in one market 
to be sent to another to obtain :a better price, and 

--temporarily hold orders which are to be executed at 
prices that may differ from current market prices. 
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~'~' The•: congressional objectives for the national market 
.~ ~i~plicitly require that modern data processing and communi- 

I~ions technology be used to improve operational efficiency 
~J~a to enhance competition •in the securities in~ustry ~ ~ • The 
~'ngress also directed t_he Commission to regulate those who 
~o~iocess securities information. 

T • he Commission was directed to "facilitate the estab- 
lishment of a national market system for securities." The 
~ngress intentionally provided the Commission with broad, 
~ear power and discretion to shape the system. The Congress 
~ve the Commission extensive power to develop•and•regulate 
!he national market system and the activities of the persons 
nvolved in that system. It directed the Commission to be 
old and effective and to act quickly. 

IONAL CONCERN OVER 
NATIONAL MARKET PROGRESS 

i Beginning in 1977, the chairmen of the Senate and House 
~/subcommittees directly involved with the Commission's admin- 
4! •istration of Federal securities ~ laws expressed c~ncern about 
~;~ the Commission's progress in creating a national market sys- 
i • tem. As a resu!t of joint hearings, two House subcommittees 
: concluded that the securities industry had failed to move 

toward a national market and that the Commission• had not 
..... vigorously exercised its authority or exerted leadership to 
bring a national market system into being. 

The House - subcommittees directed the Commission to exert 
leadership and to take whatever steps were • necessary to put 
the •system into operation. A •Senate subcommittee chairman ~ 
reached similar conclusions. •• •• 

In 1978, the Commission stated that national market sys- 
tem development had been impeded by the securities industry. 
The Commission views its role as that of monitoring and en- • 
couraging the industry progress, of acting • as a •catalyst. 

SCOPE OF REVIEW 

The objective of our review• was to evaluate the manage- 
ment exercised by the Commission in establishing a national • 
securities•market. 

We interviewed officials of the Commission and•other 
Government agencies. We also visited five stock exchanges, 
observed trading operations, and obtained exchange officials '• 
views regarding the national market. •We also met with offi- 
cials of the over-the-counter market. We interviewed offi- 
cials.of trade associations, large and small brokerage firms, 
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~which process securities trading data. We held 
~ons with members of the: academic and consulting 
~i~ies, former: members of panels created to provide the 
~ionwith:advice relative to the national market, and 
~uals who, as congressional staff membersi observed 
libera£ions leading to the national market legislation. 
, we interviewed 120 individuals. 

[., 

.... . . . . . : t h e  subject for mid-September. Consequently, we were unable 
tO give the Commission the normal 30 daysto prepare written 
comments,, and therefore, asked it to comment orally. However, 
theCommission said that suitable oral comments could not be 
prepared in the short time available 

.the ecu ities c s en   nt of. 1 9 7 5 a n d  
related legislative history, Commission and industry re- 

~ ~>ts and statements, and the Commission's internal national 
~rket management records. 

~:: Because the national market must use data processing 
~and communications technology, we obtained the advice of a 
<~:: consultant with more than 20 years of experience in planning 
and developing large-scale computer systems and:whose past 
assignments included automating systems for a Canadian stock 
exchange. 

Our review was performed primari!y in Chicago, Cincinnati, 
Los Angeles, New .York City, and Washington, D.C. 

Our review was self-initiated. Subsequent to under- 
taking this review, congressional hearings were scheduled on 
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CHAPTER 2 

LACK OF OVERALL PLAN MAKES PROGRESS 

/ 
J f~ 

DIFFICULT TO MEASURE 

i~:~i The Securities and Exchange Commission does not have an 
i~t~overall plan to guide development of a national market system 
~t~and to monitor progress toward that goal. Consequently, we do 
~ not believe it is possible to determine the Commission's direc- 
~tion or how far along it is in reaching the goal of a national 

I/ market. 
~,/ We are concerned that, without an overall plan, compo- 
[!i~ nents of such a system that may be individually approved by 
ii$ ~ the ComInission will not be compatible with each other, and 
~=~.:~ therefore the desired results will not be achieved. Moreover, 

&i !. we believe that a plan would enable the Commission to Promptly 
~ carry out its congressional mandate for establishing such a 
i ~ system. Prompt establishment of such a system is important 
!i because estimated annual savings of up to $i00 million for the 

i~ ~ securities industry and investors can be achieved once such 
~ a system is in place. 

~ ~ The Commission's normal regulatory approach does not 
seem well suitedto the role it needs to play in establishing 

..... this system. It is using evolutionary procedures to bring 
~i .... about the national market one step at a time. Further, the 

Commission has assignedtoo few peopleto the task, and the 
staff assigned does not have the skills needed to carrY out 
its responsibilities. 

NO BASIS FOR MEASURING PROGRESS 

To measure progress, it is necessary tc have a means 
of comparing actions taken with stated objectives. Although 
the Commission has Stated that ' significant progress is being 
made in establishing a national market, without an overall 
plan or specific objectives, it is not possible to measure 
this progress. 

The Congress provided the Commission with general ob- 
jectives for a national market. Those objectives should 
assure that 

--securities transactions are executed econcmica!ly and 
efficiently; 

--fair competition exists among market participants; 

I! • 



--information on price quotations and securities 
transactions is available to brokers, dealers, and 
investors; 

--brokers can execute investors' orders in the best 
marke~;~and 

,-the opportunity exists, consistent with economic effi- 
ciency and best market execution, for investors' orders 
to meet without the assistance of a dealer. 

!~ i Further, the Congress found that modern automatic data 
processing and communications technology provided the means 

i~< • for establishing a national market. ~ 

~ The Commission has stated that none of the'national mar- 
~ ket objectives has been fully met and that much remains to 

be done. 

ACTIONS TAKEN BY THE COMMISSION 
TO ESTABLISH TEE NATIONAL MARKET 

The Commission has advised us that-it is taking many• 
actions to establish the national market system, and industry 
observers consider the following actions as important steps 
toward achieving that goal. 

Intermarket Trading System • 

An industry group•developed the Intermarket Trading Sys- 
tem, which was a communications connect•ion for six stock 
exchanges. In April 1978, the Commission temporarily author- 
ized the exchanges £o implement the system which cost about 
$720,000. 

• In September 1978, the commissioners were informed by 
their staff that it wouldbe difficult•if not impossible 
to effectively monitor the operations of the System without 
the industry group incurring significant additional cost. 
The Commission requested system changes to improve monitoring, 
and industry representatives estimate that the requested 
changes, which are still under consideration, would cost 
about $i00,000. In March 1979 the Commission issued a state- 
ment questioning whether the system could continue to be used 
in a national market without substantial improvement•because 
of the system's siow response time. Despite this, in August 
1979 the Commission,extended the Intermarket Trading System's 
authorization until 1982. 

8 
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C•.•icinnati 
Automated Trading System - ....... 

In April 1978, the Commission temporarily approved the. 
cinnati Stock Exchange's experimental use of a fully auto- 

mated electronic trading-system. The-system uses a central 
computer,.rather than the: facilities of'.an exchange trading. 
floor, to match buy and sell orders. Because little use had 
been made of the system, which has been described as an ex- 
change without walls, the Commission requested the industry 
to make more use of-it. 

On December 15, 1978, the Commission extended the experi- 
ment for another year. .Two weeks later, however, the Commis- 
sion.informed a White House regulatory .council that in the 
national market,:brokers and dealers will likely continue to 
meet on exchange trading floors to match buy and sell orders. 
If that is the case, the automatic trading.of the Cincinnati 
system could be ruled out. 

.Composite auotation and consolidated 
last-sale reporting components 

As a result of Commission rules to .provide securlty 
price information from all markets to market participants, 

. two market components have been developed by industry groups-- 
composite quotations and consolidated last-sale reporting. 

:----Composite quotations give the prices at which others are. 
willing to buy Or sell-a security. Consolidated last-sale 
reporting gives the pricesat which trading transactions 
actuallytook place, In 1972 the Commission-recognized the 
need for these two types of price information, several years 
before, the .passage of the.national market system legislation. 

The tWO systems involve col!acting, transporting,~ com- 
paring, and displaying data. The systems are based on uncom- 
plicated applications .of data processing and: communications 
technology, and industry sources stated-that both Components 
could have been put in operation within 9 months. 

-.. . 

However, -implementation of consolidated last-sale report- 
ing was not completed until:April 1976, and composite quota- 
tions'.became effective in August 1978. 

HOW THESE ACTIONS FIT INTO A NATIONAL .~ 
MARKET SYSTEM IS NOT CLEAR 

Because~the Commission does not have an overall plan, it 
is not possible to determine how the individual components 
being created will eventually form a national market system. 
For instance, the Intermarket Trading. system links only 6 of 
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~/~!~9 exchang es,and~dOes not include the over-the-counter market. 
~urthermore,• it has•been found to be too slow; as much time as 

i•i0 minutes is required to communicate with all participating 
• exchanges. How this system would fit into an overall national 
market system linking all exchange and over-the-counter mar- 
kets is not predictable without an overall plan, • 

The Cincinnati Automated Trading System operates differ- 
ently--instead of linking individual markets by computer, it 
is centralized. If implemented, the Cincinnati System would 
appear to make both the Intermarket Trading System and• the 
component for consolidated last-sale reporting unnecessary. 
Without an overall plan, we cannot judge whether these systems 
would be used together , whether one would be phased out •and 
the other take its place, or just how the Commission would 
bring the variousprojects together•into a cohesive •whole. 

EFFECTS OF NOT BEING ABLE TO 
DETERMINE STATUS OF NATIONAL 
MARKET SYSTEM DEVELOPMENT 

We are unable to accurately assess the •effect of the 
~! • Commission's• approach, to establishing •a national system, but 

we believe that the agency would progress more rapidly if it 
il had an overall plan. • 

Time did not permlt us to •estimate the savings which 
• would resu!t from a national market system. •• However,~some 
data on this issue is available. For• instance' in 1976, the 
• Stanford Research Institute conducted•a comprehensive review 
of the securities industry. The sponsors of the review 
included stock exchanges and firms•in the securities•, finan -~ 
cial, and business fields. The Institute concluded that a 
national market system which used modern technology•effi - 
ciently would save participants up t0 $!00 mi!!ion annually. 
Other estimates have placed the savings at $50 mil!ion 
annually. • 

Another effect of operating without a plan is the uncer- 
tainty that is attached to which direction the Con%mission 
will take in establishing a national market. This •uncertainty 
increases the risk that the operating facilities, which the 
securities industry is developing at•considerable expense, may 
have •to be substantially altered or discarded, Over the next• 
2 years, three of the stock exchanges we visited are expected 
to spend about $18 million to improve their operating facili- 
ties. 
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CO ISSION NOT DEVELOPED 
OVE L  PLAN 

: We believe that the Commission's •lack of an overall plan 
can be attributed primarily to_three factors. ~ ~ 

--The Commission's approach is basically a regulatory one 
which•may not be the most effective for this task. 

--The staff assigned does not have the skills needed to 
do the job. 

--The staff assigned appears too•small to accomplish the 
necessary tasks to move ahead quickly. 

The Commission's approach is 
basically regulatory 

•I 
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The Commission is using "evolutionary procedures" to 
bring about a national market. Under these procedures, the 
Commission requests--or, if necessary, can order--industry 
groups to design and operate system components, each•of which 
is intended to fit with those already inplace. 

In June 1978, 3 years after the act was passed, a top 
Commission official said that the eventual national market 

..... system could not be foretold. He found the notion of a final 
national market to be misleading if it conveyed the impres, 
sion that the system, like a construction project, would be 
finished atsome predetermined point. 

We recognize that system Components may be placed into 
operation one at a t~ime as they become availab!e. •However, 
to be successful our experience has shown that such procedures 
will rarely be effective unless guided by an overall plan 
which fits the various components together. 

A top Commission official• has observed that overseeing 
the development of the national market has given the Commis- 
sion new mandates which go beyond its traditional enforcement 
responsibilities •and has placed the Commission in an unaccus- 
tomed role. We agree•with this view because creating a na- 
tional market requires the effective use of systems management 
techniques and processes; in contrast, regulating existing 
• markets relies upon rulemaking. 

Commission attorneys draft rule •proposals for considera- 
tion of the commissioners. After being approved by the com- 
missioners, a rule proposal is published to allow affected 
parties to present their viewpoints so they•may be considered 
in the rule's development. The Commission generally does•not 
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~ndependently validate the information submitted by the 
industry and public, but instead relies on the regulatory 
approach in which responding parties attempt to persuade the 
Commission on the merits of their positions and to rebutop- 
p6sing positions. Such~proceeedings frequently require a 
great deal of time. For instance, 6 years elapsed before 
composite quotations pertaining tostock exchange securities 
were developed in 1978. The following chronology shows the 
steps that were followed. 

Date 

Mar. 8, 1972 

Event 

The Commission proposeda rule 
for composite quotation s- 

Aug. 14, 1974 The Commission revised its rule 
proposal. 

Mar. ll, 1975 The Commission deferred further 
consideration of the proposed 
rule. (The nationalmarket 
legislationwas enacted in June 
1975.) 

July 29, 1976 

June 14, 1977 

Jan. 26, 1978 

Apr. 26, 1978 

Aug. l, 1978 

The Commission proposed a rule 
revision. 

The Commission issued a revised 
rule proposal. 

The CommisSion adopted a rule 
effective May i, 1978. 

The Commission changed the rule's 
effective date to Aug. !, 1978. 

The Commission rule became 
effective. 

Four years elapsed before consolidated last-sale report- 
ing for the same type of securities was developed in 1976. 
The _ =o!lowing chronology sets forth some of the regulatory 
delay encountered in developing the component. 
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Event 

Jan. 3, 1973 

The Commission adopted a rule 
requiring industry groups to 
file a plan. 

The Commission granted a delay 
for the plan's submission. 

Mar. 2, 1973 

June 13, 1973 

Apr. 22, 1974 

The Commission receiwed a plan 
and then requested public 
comments. 

The Commission requested a plan 
revision. 

A revised plan was Submitted 
to the Commission. 

May 10, 1974 

Oct. 3, 1974 

Oct. 18, 1974 

The Commission approved the plan. 
Phase I implementation was to 
begin Oct. 4, 1974. 

The Commission granted a delay in 
impl emen tat i on. 

Phase ! implementation began. 

We believe that pro3ect management•is the appropriate 
approach for overseeing the development of a national market 
system. Under this approach, an overall plan would be estab .... 
lished to •guide Commission efforts and those of the securities 
industry. For example, such a p!an would 

--provide for defining the market system and determining 
its requirements, including user needs; 

--set forth policies to guide the developmen: of the 
national market; 

-'determine• the components that are to comprise the sys- 
tem and establish milestones for bringinc them into 
the system; 

--determine the Commission staffing resources needed to 
carry out management •responsibilities relative to the 
system; and 

--call for the development of management processes to 
identify problems and monitor progress. 
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~ enerated during periods of heavy trading. •Delays of as long 
s 20 minutes were experienced. Since up-to-the-second data 
is needed , such delays undermine the usefulness of the in- 
formation. We believe that with adequate technical staff 
the Commission would have been in a good position to detect 
this problem before the system was implemented and provide 
for appropriate corrective measures. 

Inefficient transmission of order data. In April 1978, 
the ~ Commission approved the implementation of the industry -~ 
designed Intermarket Trading System--a computer-based com- 
munications network connecting 6 of the 10 stock exchanges. 
The trading system enables a member of one exchange to send 
order information to another exchange. The Commission is 
now aware that the lengthy time required to enter data into 
the computer terminal discourages the system's use when trad- 
ing is heavy. We believe that with adequate technical assis- 
tance, the Commission could have advised the industry that 
faster data entry procedures were needed. 

Inadequate safe@uards over data processin 9. An elec- 
tronic trading network, sponsored by the Cincinnati Stock Ex- 
change and approved by the Commission in April 1978, allows 
participants to enter buy and sell orders through computer 
terminals. The orders are then automatically matched by a 

<,central computer and the trades electronically executed. 

The computer facility of the Cincinnati Stock Exchange 
is located in Jersey City, • New Jersey. We found •that basic 
protective safeguards over data processing operations were 
lacking. Power failures had occurred• there, but the facility 
lacked a back-up power source. Anyone• could walk into the 
installation and shdt down the system because the main power 
source switch was•unguarded. The operating •and back-up com- 
puters were located side by side in the installation exposing 
them • to the same risk. 

Adequate technical staff could have been able to detect 
and point out these security problems to the Commission for 
correction. 

Staff appears too small to move 
ahead rapidly 

The Commission's national market Unit is staffed with 
attorneys. In 1975, when the market system legislation was 
enacted, the unit had six; in April 1979, the authorization 
also was six. This staffing level• appears to be inadequate. 
For example, of 18 regulatory tasks scheduled to be•performed 
by the unit in 1978, only two were completed on schedule. 

.... ,•V• • 
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The attorneys' efforts are channeled into rulemaking and 
related regulatory activities. ~Commission officials believe 
~hat to become proficient in national market activities, an 
attorney needs 1 year of experience to absorb background and 
development perspective. InApril 1979, only two of thesix 
attorneys met this proficiency standard. In addition to the 
working-level attorneys, we were told that one attorney took 
his management-level position with the intention that he 
would remain in it for only 2 years. He has left the Commis- 
sion's employment. 

Other circumstances have also contributed to inadequate 
staffing of the national market system unit. In fiscal 1979, 
the Commission 

--took away a market system position and assigned it 
elsewhere in the agency, 

--gave low priority status to filling a national market 
unit vacancy, and 

--assigned a national market unit attorney for about a 
year to a 30-person task force that was not related 
to national market development. 

• For its fiscal 1979 budget, the Commission requested 14 
additional positions for national market activities. These 
positions were to be used to respond to a conclusion of two 
congressional subcommittees--that is, the Commission should 
exercise greater initiative in establishing a national market. 

" Because this was a priority project of the Commission, we be- 
lieve it could have allocated more positions to the national 

market unit. 

• Commission officials advised us that many~ persons 
;throughout the Commission also worked on national market 
activities but were not counted in the numbers cited above. 
These persons, however, have•other tasks for which they are 

primarily responsible or else they perform supervisory and 
review functions. We believe that more staff must be assigned 
directly to the tasks of the national market unit if the work 
is to proceed rapidly. 

CONCLUSIONS 

The Commission does not have a plan to guide the creation 
of a national market. The Commission relies on a regulatory 
approach which uses evolutionary procedures to bring sys£em 
• components on-line one at a time. To be effective, this 
approach requires planning which the Commission has not•done. 
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itionally, the Commission's staff is inadequate either 
in terms of numbers or skills, " 

/I R_!CO ZNOATIO STO ¢ONGRZSS 

~ --~n ~ savings that such a system may 
• ~ realize and the congressional mandate requiring its prompt 

development, we recommend that the Congress: 

--Require the Commission to develop and submit a national 
market system plan to the Congress by a specified date. 
At a minimum, the Commission plan should define the 
system and its requirements, assign responsibility for 
designing components, and include an implementation 
schedule. 

--Give interested parties the opportunity tO present 
their views on the Commission's plan. 

--Establish a time frame for designing and implementing 
thenational market. 

-RECOMMENDATION TO THECOMMISSION 

We recommend that the Commission establish a national 
....... marketproject team staffed with enough technically-oriented 

members to carry out its responsibilities. 



CHAPTER 3 

IMPROVEMENT NEEDED IN THE COMMISSION'S REGULATION 

...... ~i~ -OVER_PROCESSING OF NATIONAL MARKET INFORMATION ~ 

The Congress mandated thatnational markettrading be 
conducted with accurate information supplied by neutral 
sources. Therefore, it required the Commission to regulate, 
through a registration process, firms which will process 
securities information for those who use the national market. 
The Commission registered the Securities Industry Automation 
Corporation (SIAC) as an exclusive processor of national mar- 
ket information without an adequate basis for determining 
that the firm could promptly disseminate reliable and accurate 
data or that information would be made avai!able to market 
participants on a fair basis. SIAC is currently the exclusive 
processor for consolidated last-sale reporting, composite 
quotations, and Intermarket Trading System data. 

REASONS FOR REGISTERING 
INFORMATION PROCESSING FIRMS 

The Congress considered the likelihood that, as securi- 
ties markets shifted from independent, self-contained units to 
a national market system, the economies of scale would bring 
about exclusive securities information processing firms-" 
firms that collect, process, prepare, or distribute securi - 
ties information under exclusive arrangements with stock ex- 
changes or other market groups. Section llA of the Securities 
Exchange Act requires exclusive processors to register with 
the Commission. Before it can approve a registration request, 
the Commission must find that the processor can promptly dis- 
seminate, reliabledata to the public. 

The Congress also intended that an exclusive processor of 
national market information should operate fairly. Recogniz- 
ing the competitive advantages that one market group might 
have over others if it had a controlling interest in an exclu- 
sive processor, the Congressgavethe Commission broad powers 
over exclusive processors. Congressional intent, expressed 
in a Senate report on national market legislation, states 
that any exclusive processor is, in effect, a public utility, 
and thus must function in a manner which is absolutely neutral 
with respect to market centers, market makers, and private 
firms. The Senate report states that the Commission is re- 
sponsible for assuring the neutrality of the processor in 
practice as well as concept. 



VALUATIONS MADE TO REGISTER SIAC 

SIAC was created in 1972 by the New York and American 
Stock Exchanges to operate dataprocessing and communication 
systems. In 1976 it was registered with the C~nmission as an 
exclusive data processing firm. SIAC plays a key role in 
disseminating information to market participants as theex, 
clusive processor for last-sale reporting, composite quota- 
tions, and Intermarket Trading System data. The reliability 
of its processing affects investors' trading decisions. In 
1978, SIAC processed stock transactions with a market value 
of $225 billion. How SIAC determines who may report data 
through its facilities and in what manner can affect the ex- 
tent and nature of competition in a national market. 

Evaluation of data processing efficiency 

The Commission approved SIAC's registration in January 
1976 without independently verifying the firm's data process- 
ing capability. Before the Commission can approve the regis- 
tration of an exclusive processor, it must find that the firm 
can assure prompt, accurate, and reliable data processing. 
Data processing experts told the Commission that findings re- 
garding SIAC's data processing capabilities would require ex- 
haustive, on-site testing by an independent team of experts. 

~ ~ ...... The Commission's staff recognized that it did not have 
the expertise to evaluate SIAC's data processing operations. 
The staff reasoned, however, that SIAC performed unique func- 
tions; consequently even a team of experts would lack stand- 
ards to judge SIAC's data processing efficiency. The staff 
resolved questions about SIAC's capabilities by making limited 
inquiries of the firm'sheadquarters, 

When the CommiSsion asked for public comments regardinc 
the registration of SIAC as an exclusive infor-mation proces- 
sor, it received 10, None challenged the accuracy and adequacy 
of SIAC's information processing and the Commission staff con- 
• cluded that the lack of challenge indicated users' satisfac- 
tion with SIAC's data processing efficiency. 

The staff recommended that the Commission use SIAC's 
past performance--July 1972 through January 1976--as an indi- 
cation oz a mlnimum competence in data processing rather than 
as an affirmation of an appropriate degree of data processing 
efficiency. 

We did not evaluate SIAC's processing operations and 
therefore do not know whether its capabilities meet the 
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/r~equare ents of the act. Under the•act the Commission was " m 
i responsible for the evaluation before it could approve SIAC' s 

registration. 

Evaiuation of organizationa ! 
inaependencelJ . ~  

i When it approved SIAC's registration request, the Com-- 
ii' mission was aware that the New York Stock Exchange had a 

controlling ownership interest in SIAC. By virtue of its 
ownership of two-thirds of SIAC's stock, the New York Stock 
Exchange is capable of exercising control over all of SIAC's 
activities. The New York Stock Exchange is a dominant force 
in the securities industry, accounting for about 85 percent • 
of trading volume, and members of that exchange hold between 
31 and 60 percent of the director positions on the governing 
boards of seven other exchanges. In September 1978, the 
American Stock Exchange told the Commission that the New•York 
Stock Exchange's vast economic resources and concentration 
of capital combine to give it unmatched advantages and that 
most securities firms are subject to its pervasive influence. 

The legislation does not prevent a market group from own- 
ing a controlling interest in a registered exclusive processor. 
A Senate report, however, expresses concern•over the potential 
competitive market advantage the •group will possess in such a 

......... relationship. According to the report, the act imposed re- 
sponsibility on the commission to assure the•neutrality of 
exclusive processors. Commission staff conc!uded, however, • 
that • the lack of public comment challenging SIAC's processing• 
gave some indication of the•fairness of its activities. The 
Commission has not conducted any•evaluations of SIAC's acti- 
Vity and does•not plan to in the near future. 

The following •• discUssion regarding efforts of the Mid- 
west Stock Exchange to obtain access to a SIAC-operated facil- 
ity indicates that the Commission needs to take a more active 
role in overseeing• operations of exclusive processors. 

Inl February ~i977, the Midwest Stock Exchange asked SIAC 
for access to an order-routing facility. This facility, oper- 
ated by SIAC for the•New York and American Stock Exchanges • 
provides for the routing of orders from a broker's office to 
a specialist on the exchange floor and reporting back to the 
broker on completed trading transactions. In replying to 
the Midwest's request, SIAC stated that it lacked authority 
to permit access to the facility by any exchange other than 
the New York and American Stock Exchanges. 

. • . . .  
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On March 22, 1977, the Midwest Stock Exchange asked the 
)mmission to review SIAC's denial of access at the earliest 
)ssible date. The Commission has not yet made a decision on 
%e Midwest Exchange's request. Commission staff said that 
~e Commission is holding the Midwest's March 1977 request in ~ 
Deyanoe because in February~1979 the New York StQck Exchange 
~de a proposal, still under consideration, which would allo~ 
idwest access to the SIAC facility. 

DNCLUSIONS 

In approving SIAC's registration, the Commission did not 
ndependently verify SIAC's data processing capability. More-- 
vet, because of the importance of having exclusive processors 

_perate fairly, we believe the Commission should have taken 
steps to assure SIAC's neutrality. 

More than 2 years have passed without the~Commission 
requiring a resolution on the Midwest's request for access 
to SIAC-operated facilities. This delay does not of itself 
indicate, and should not be construed as indicating, that SIAC 
has acted unfairly in the handling of the Midwest's request. 
However, it clearly demonstrates the need for a Commission 
program to closely monitor the operations of exclusive proc- 
essors, given the market group's great dependence on the 
neutrality of such processors. 

RECOMMENDATIONS 

We recommend that the Commission have SIAC's processing 
facilities for national market transactions evaluated by a 
team of data processing experts. We further recommend that 
the Commission develop an evaluation program to assess, on a 
continuing basis, the status of SIAC's neutrality. We also 
recommend that any other exclusive processors be subjected 
to the same evaluations. 

(908040) 
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