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| -:improvements Needed In The Securities

And Exchange Commission‘s Efforts To
Establish A National Securities Market )

In 1875 the Congress directed the Securities
and Exchange Commission ta improve market
operations by bringing about a3 national mar-
ket for the trading of securities. GAD does
__ not believe it is possible 1o determine what LIBRAR
" "progress has been made or when the national Y
market will hecome operational because the

Commission has not developed an overall NOV 16 HJ"H
plan. us.

- SECUR
GAO recommends that the Congress ' ExcH.lmc; CJ;MES AND

~require the Commission to develop a
national market plan angd

-establish z time frame for designing and
impiementing the system.

The statt of the Commission's national mar
ket unit does not have the skills and is not

large enough to carry out and evaluate na-
tional market activities.
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON, DS, I0548

B=133227%

To the President of the Senate and the
1 Speaker of the House of Representatives

This report discusses management improvements nesded to
quide efforts of the Securities and Exchange Commission in
establishing the national securities market called for in the
Securities Acts Amendments of 1975. 1In 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 Commissicn.
. \é 'j
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Comptroller General
Qf the United States
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Time did not permit GAO to make its own
gstimate of the savings which would result
from a national market system. However,
some data on this issue is available. Ffor
instance, in 1976 the Stanford Research
Institute estimated that a natiocnal market
that efficiently used modern technology
would save up to $100 million annually.
Others estimate the savings to be at least

The Commission is using evoluticnary pro-
cedures to bring about a naticnal market.
Under these procedures, the Commission
directs the industry to design and operate.
components that fit with those already in
place. GRO believes that these procedures
are successful only when guided by a plan.
{See p, 1l1.}

The Commission's naticnal market efforts

are influenced by its long experience in
regulation and generally result from tule-
making initiatives. GAQ reviewed ac-iens
which had been taken on Commission ruisas
intended to assure the naticnal dissemina-
ticn of securities price data. Using irs
rulemaking approach, the Commission =ook §
years to bring about a system component which
enabled investors to see the prices at which:
others are willing to buy or sell securities.
It teok the Commissicon 4 years to estaplish

4 component whilch showed the prices at which
securaties were scold. Industry sources
s5tated that both components cculé have =e
tlaced in operation within 9 months. (Se
pp. 11-13.)

n
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The staff of the Commission's nationzl markat
tnit does not have the skills and is not large
enough to carry out and evaluate national
market activities.

Hone of the unit's personnel possess a rzacy
data processing capabllity. GADC Seliesves
that 1f the unit had this capability, it
would have been better prepared to preveant
technical problems that develoved. 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 attributed. to inadegquatse proc-
essing capacity during periods of heavy
trading. Because up—to-the~secend informa-
tion is needed, the 20-minute-~cld price
information was of little or no value.

{See pp. l4=-15.}

In June 1%75 the unit consisted of s5ix
attorneys. In April 1979 the staffing was
the same. The Comnission in 1979 asked the
Congress for additiconal national market
positions. Because the naticnal market

was a top priority project, GA0 believes
the Commission ¢ould have allocated more
positions to the national market unit.

(Sae pp. 15-16.)

REGISTRATION OF EXCLUSIVE
INFORMATION PROCESSING FInM

The Congress considered the likelihoed that,
as securities markets shifted from indepen-
dent, self-contained units to a naticonal
system, the economies of scale would bring
about exclusive securities information proc-
essing firms-—firms which process securitles
information under exclusive arrangements
with stock exchange or other market groups.

The Congress mandated that national market
trading be c¢onducted with accurate informa-
tion supplied by neutral scurves in a fair
manner. It reguired the Commission to regu-
late firms which process securities informa-
tion for those who use the naticonal market.

The Commission registered the Securities
Industry Automation Corporation as an exclu-
sive processor of naticnal market information
without independently vevrifying whether the
firm could promptly disseminate reliable and
aggurate data. Moreover, because of the
importance of having exclusive processors
operate in a fair manner, Ga0 believes the
Commission should have taken steps to assure
the firm's neutrality. ({See pp. 19-21.)
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CHAPTER 1

INTRODUCTION

.

The Securities Exchange Act of 1934 established the

',
o ot A0 i

cecurities and Exchange Commission to regulate the securi-
ries markets. In 1978, these markets-—--stock exchanges and
che over—the—counter market——accounted for the trading ol
12.4 billion shares of stock valued at $285.4 billion. The
galue of these shares is egual to 13.5 percent of the gross

| national product.

The Securities Exchange Act of 1934 was passed Lo prevent
the recurrence of manipulative activities that were charac—
teristic of the speculative atmosphere in the 1820s. The acs
did not attempt to impose uniform methods for the tradinc of
securities nor deal with the problems of market communica-
tions and coordination.

When the ach was passed, the markets' practices, rules,
end methods of handling securities trensactions varied wicely.
Communicaticn 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 1t found them and attenpk
t5 astablish and preserve a2 high degres of cpenness and &

ness in the markets through its regulation.

-2
gir~-

Qver the decades, structure and coperating procedures of
the securities markets changed little, but by the ezriv 19703,
the {cncress began to study their structure.
¥ARKET STRUCTURE THE
CONGERESS STUDIZD

The Congress studied two types of securities mariets—-—
the stocgk exchanges and the over-the-counier market. (In-
tluded in the over-the-ccounter market is the "third" markez.)

Stock exchanges

A stock exchange provides a "tradineg floor" g 2 czn
tinuous auction of securities amonc axchange memoers. Come-
ranies pay stock exchanges for the Srivilege of "listing”
thelr securities on the exchange. A ligting permitcs use o

an exchange's facilities when trading the security. AR ex
change can reguest that the Securities and Exchange Commis-—

Sien approve ilts listing of & company's security.

T

T
F e e me—m s = e

T P T T

- —F

"

L E R i ame s
ERFEL




P

WaiFiriv

[+

o
o o TR
P A e T

L
ol

o,

P

L'

. '
= P e

£

Hembers : ‘
wn inventory. A customer wishing to buy ©r

t as agents in

qecuting customers' buy and sell orders on the exchange.

also buy and sell orders on the exchange for their
sell a stock

1és agent of a hrokerage firm. The customer's

contacts a sa
grder 1is generally transmitted to the firm's floor breker,

Jho takes the srder to a designated location where that par-
picular stock 1S traded. The broker can accept the guoted

For a fee, stock exchange members ac

| ctock or, if other floor broke
| to get a better price. When t

- their own inventorles for 1

parket price from a specialist trading in the particular
rs are present, <an atctempt

he price is agreed upon, the

rrade is executed ang recprded and the customer receives a
report of the trade. tnformation on the guantitiles and
prices of trades for that exchange are then disseminated to

the public.

The map on the fallowing page Shows +he lacation of the
ten stock exchanges requlated by the Commissicn.

gver=-the—counter market

The over-the-counter market pperates without a ohysical
trading f£leoor. Tne market operates through a communications
netwerk which <onnects many nrokerage £irms throughout the

country. Typically the firms buy and sell securities for
ater resale to thelir customers.

for the most part, this market trades securities that are

not listed on the exchanges.

A customer wishing to buy an over—the-counter security
contacts a firm trading in rhis market. The [irm, using &
device similar to & television screen: determines the guoted
price being asked by other traders. The trapsactlon 1s com=-
pleted aver the ohone at the cguoted price c©r sossibly at an-
other price after further neqotiation. Unlixe the stock ax~

change, information on the guantitlies ard prices at which

trades were executed in the ovar—-the—counter market are not
inmediately disseminated te the public.

The third market

The thirdg market .S not a separate marketslace in a

physical sense. The term Te
in securities listed on an exchange by Dersons Who are not

members of that exchange. Securities are sraded

narket because lnvestors
casts, or faster execution may wa obtained outside the ex=

change where the security is listed.

fars to over—-the—counter trading

:n the third
helieve that a betier price, reduced

fe e m. o —EmEmpe—— =
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T TEE CONGRESS SQUGHT TOQ REMEDY

-hfter studying the market stuctures, the Congress
sapcluded that legislation was needed to make the securities
narkets more-efficient and competitive. Prices af securities
traded in the markets—the exchanges and over-the-counter—-—
were based on the informaticn known in that particular marketr.
ror example, a broker on a2n East Copast stock exchange with

a customer's order o purchase a particular stock c¢ould not
determine the price that somecne was offering to sell that
sgeck in Micdwest exchanges or the over—-the-counter market,

Stock exchange rules also prevented the broker from
conducting business with parties gutside certain exchanges.
{onsequently, trading in a given security was fragmented
among the various exchanges and the over-the-counter market
and relied heavily upon paper records and manuval processing.
Under these circumstances, investors had no agssurance that
thelir brokers ¢obtained the best price for their orders or
that brokerage costs for their orders were reaszonable. The
Congress recognized that greater use ¢F modern communications
§ 4and data progessing technolegy would allow up-to-the-~second

4 price information to be disseminated to all markets and would

74 lewer processing costs as well.

£l

2R

% THZ CONGRESS CALLE FOR A NATIONAL
AY MAREET SYSTEM

+

On June 4, 1975, after 4 years of study, the Congress
enacted the Securities Aets Amendments which added Section 11a
{15 U.5.C. 78k-1l) to the Securities Exchange Act. The amended
act directed the Commission to facilitate the estzblishment
¢f a national markef system f{or the trading ¢f securities.
Heither the Congress ner the Commissicon has defined what the
natignal market should be. However, according to varigus
industry representatives a national market systcem could make
information and processing facilities available for securities

trading. Those facilities will

-=provide a2ll market participants with up=to-the-second
information ¢on securities etriges throughout the coun-

try,

-——enable trading transactions origlnating in cne market
to be sent to anctiher o obtain a better price, and

-—temporarily held corders which are to be executed at
prices that may differ from current market prices.

4
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#+ The congressional objectives for the natiomal market
ghiplicitly require that modern data processing and communi-
Pliations technology be used to improve operational efficiency
i8¢ to enhance competition in the securities industry. The
¥;§hgr&ss alsoc directed the Commission to regulate those who
j{é%ocess securities information.

e

] The Commission was directed to "facilitate the estab-
Afiishment of a national market system for securities.” The
jicongress intentionally provided the Commission with broad,
J¥lear power and discretion to shape the system. The Congress
{Agave the Commission extensive power to develop and regulate
;§§the naticonal market system and the activities of the persons
Hginvolved in that system. It directed the Commiz=sion to be
Jgbola and effective and to act quickly.

§CUHGRESSIDH&L CONCERN OVER
‘WATIONAL MARFET PROGRESS

I 4 Beginning in 1977, the chairmen ¢f the Senate and House
w subcommittees directly invelved with the Ccmmission's admin-
; lstration of Federal securities laws expressed concern about
the Commission's progress in creating a national market sys-
tem. As a result of joint hearings, two House supcommittees
cencluded that the securities industry had failed to move
toward a national market and that the Commissiorn had not
[vigorously exercised its authority or exerted leadearship to
bring & natienal market system into being.

The House subcommittees directed the Cemmission Lo exert
i leadership and to take whatever steps were necessary to out
PLE%_ the system inteo operation. A Senate subcommittee chairman
i teached similar conclusions.

i
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In 1978, the Commission stated that naticnzl market sSys-
£ tem development had been impeded by the securicies industry.
- H The Commission views its role as that of monitoring and en-

Foil
#J;g couraging the industry progress, of acting as a zatalyst.
TEE.
"fm SCOPZ OF REVIEW
é? The objective of our review was to evaluate the manage-~
fi- mént exercised by the Commission in establishing a national

securitles market.

We interviewed officials of the Ccmmission znd other
Government agencies. We also visited five stock exchanges,
cbserved trading operations, and cbtained exchange officials’
views regarding the national market. We also met with offi-
clals of the over-the—counter market. We interviewed offi-
clals of trade associations, large and small brokerage firms,

i

I




; qﬁiwhicb process sacgurities trading data. We held i
gﬁ%ns with nmembers of the ag¢ademic and consultlgq .

v vies, former members of panels created to provide the -
fion with advice relative to the national market, and

Widuals who, as congressional staff members, observed

eliberations leading to the national market legislation.

31, we interviewad 120 individuals.

gR-the related legislative history, Commission and industry re-
Roorts and statements, and the Commission's internal naticnal
narket management records.

Because the national market must use data processing
and commupications 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
assicrments included automating systems for a Canadian stock
exchange.

OQur review was cerformed primarily in Chicago, Cincinnati,
Los Angeles, New York City, and Washington, D.C.

Cur review was self-initiated. Subseguent to under=
taking this review, congressional hearings were scheduled on
_the subject for mid-September. Consecuently, we wersa unable
to give the Commission the normal 30 days to prepare written
comments,. and thersfore, asked it to comment orally. However,
the Commission said that suitable oral comments could pot he
Drepared in the short time available.




CHAPTER 2

LACR OF OVERALL PLAN MARES PROGRESS

DIFFICULT TO MEASURE

, The Securities and Exchange Commission does not have an
overall plan to guide develeopment of a national market system
apé to monitor progress toward that geal. Conseguently, we do
not believe it is possible to determine the Commission's direc-
rion or how far along it is in reaching the goal of a national
market.

We are concerned that, without an overzll plan, compo-
nents of such a system that may be individually approved by
the Commission will not be c¢ompatible with each other, and
rnerefore the desired results will not be achieved. Mareover,
we believe that a plan would enable the Commission to promptly
CArrY out its congressional mandate for establishing such a
system. Prompt establishment of such 2 system is important
because estimated annual savings of up to $1l00 million {or the
securities industry and investors can be achieved once such
a system is in place.

The Commission's normal regulatory approach <€oes not
seem well suited to the role it needs to play in estaklishing

- this system. It is using evolutionary procedures to bring

about the naticgnal market cone step at a time. further, the
Commission has assigned too few people to the tasi, and the
staff assicned does not have the skills needed to carry out
its resconsibilities.

NO BASIS FOR MEASURING PROGRESS

To measurs progress, Lt ils necessary ¢ heve a means
o comparing actions taken with stated objectives. aAlthough
the Commission has stated that significant preogress 1s being
made in es=saklishing a national market, without an ¢verall
plan or scecific objectives, it is not possible to measure
this PTOgSress.

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

—=gsecirities transactions ars executed econemically and
efficiently;

——fair competition exists among market partizipants;




~=information on price gquotations and securities
ransastions is available to brokers, dealers, and
ilnvestors;

--broksrs can execute investors' opders in the best
market; and

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

Fyrther, the Congress found that modern automatic data
processing and commpunications technology provided the means
for estzblishing a naticpal market,

The Commission has stated that none of the national mar-
¥et cbjectives has been fully met and that much remains to
he done.

ACTIONS TAKEN BY TEE COMMISSION
TO TSTEELISH THE NATICHAL MARKET

The Commission has advised us that it 1s taking many
actiens to establish the national market system, and industry
cbservers consider the following actions as lmportant steps

toward achlieving that goal.

Imtermariet Trading Svstem

An industry group developed the Intermarxet Trading Sys-
vam, which wag & communications cconnection £or six stock
exchanges. In April 1978, the Commissicn temporarily author-
ized tihe sxchanges to implement the sysitem which cost apout
$720,006.

In September 1$78, the commissioners wers informed by
shel= sta*f that it would oe difficult 1f rnot impossible
to effzctively monitor the operations of the system without
~he iRGUSLTY Group incurring significant additional cost.
mhe Commission reguested system changes to improve moenitoring.
and industry representatives estimate that the reguested
changes, which are still under considerzticn, would cost
aEout S$190,000. In March 1379 the Cammission issued 3 atate-
zent cuestioning whether the system could continue to be used
in a national market without substantial imprevement because
af the system's slow response time. Desplte rhis, in August
1979 the Commission extended the Intermarket Trading Bystem’s
authorization until 1982,

8
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incinnatli Automated Trading Svstem

In April 1978, the Commission temporarily approved the
fincinnati Stock Exchange's experimental use ¢f a fully aute-
mated electronic trading system. The system uses a central
computer, rather than the facilities of  an exchange trading
£loor, to match buy and sell orders. PEecause little use had
been made of the system, which has been described as an ex-=
change without walls, the Commission reguested the industry
to make more use of it.

On December 15, 1978, the Commission extended the axperi=-
ment for another year. Two weeks later, however, the Commis-
sion informed a White House regulatory council that in the
naticnal market, brokers and dealers will likely continue to
meet on exchange trading floors to match buy and =ell orders.
I1f that is the case, the automatic trading of the Cincinnati
system could be ruled out.

e e ———

Comnosite aguotation and consolidated
last=s5ale peportling componenkts

As a result of Commission rules to provide sacurity
price information from all markets to markat participants,
two market components have been developed by industry groups-—--
composite guotations 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 prices at which trading transactions
actually took place. In 1972 the Commissicn recognized the
need for these “wo types of price information, several years
sefore the passage of the national market system legislation.

The two systems invelve collecting, transporiing, com-
paring, and displaying data. The systems ars vased on uncom-
nlicated applications of data processing and communications
rechnoleqy, and industry sources stated that both components
could have been put in operaticon witain 9 montas.

Howevey, implementation of consolidated last-sale report-
ing was not completed until April 197¢, and composite guota-
rions hecame offective in August 1978.

HOW TZEISE ACTIONS FIT INTO A NATIONAL
MARKET SYSTEM IS5 NOT CLEAR

Beczuse the Commission does not have an overall plan, it
is not possible to determine how the individual compeonents
being created will eventually form a national market system.
For inpstance, the Intermarket Trading System links only 6 of




?F'
{10 exchanges and does not include the over-the~counter market.
Furthermore, it has been found to be too slow; as much time as
10 minutes is reguired to communicate with all participating
exchanges. BHeow this system would f£it into an overzll natiocnal

.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
coemponent for consclidated last-sale reporting uhnecessary.
Without an overall plan, we cannot judge whether these 5ystems
would be usad together, whether one would be phased out and
the other take its place, or just how the Commission would
bring the various projects together into a cohesive whole.

EFPECTS QF NOT BEING ABLE TO
DETERMINE STATUS OF NATIONAL
MAREET SYSTEM DEVELOPMENT

We are unable to accurately assess the effect of the
Commission's approach to establishing a national svstem, but
we believe that the agency would pProgress more rapidly if it
-had an overall plan.

Time did not permit us to estimate the savirgs which
would result from a national market system. However, some
data on this issue is available. For instance, in 1976, the
Stanford Research Institute conducted a CORPYenensive review
cf the securities industry. The spansors of the review
tncluded stock exchanges and firms in the securities, finan-—
cital, and business fields. The Institute concluded that a
naticnal market system which used modern technolocy effi-
clently weould save participants up to $100 miilicn annually.
Other estimates have placed the savings at $30 million
annually.

Another effect of ¢perating without a plan is the uncer-
tainty that is attached to which direction the Commission
will take in establishing a national market. This uncertainty
increzses the risk that the operating fagilities, which the
Securities industry is develobing at considerable expense, may
have to be substantially altered or discarded. Over the nex*:
2 years, three of the stock exchanges we visited zre expected
to spend about $18 million to improve their operating facili-
ties.




THE COMMISSION HAS NOT DEVELOFPED

=
*fAND FOLLOWED AN QVERALL PLAN

"We believe that the Commissicon's lack of an overall plan
cah be attriboted 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 Lo accompliszh the
necessary tasks to move ahead gquickly.

The Commission's aporoach is

hasically regulatery

The Commission is using "evolutionary procedures” to
bring about a national market. Under these procedures, the
Commission reguests--or, 1f necessary, <an order--industry
groups to design and ¢perate system compenents, each ¢f which
is intended to f£it with those already in place.

In ‘June 1878, 3 years after the act was passed, a top
Commission official =aid that the eventual nzstionzal market

-svstem cculd not be foretold. He found the notion of a final

naticnal market to be misleading 1f it conveyed the Llmpres-
sion that the system, like a construction project, weould be
finizhed at some predetermined point.

We recognize that system components may be placed into
creration one at a time as they becomse availzile. However,
to ne successful our experience has shown that such procedures
will rarely be effective unless guided oy a&n cverall plan
which fits the various components together.

4 top Commission ¢fficial has observed that overseeilng
the gdevelooment of the national market has given the Commis-
sion new mandates which go beyend its traditieonal enforcement
responsibilities and has placed the Commission in an unpaccus-
temed role. We agree with this view because creating a na-
ticnal market requires the effective use of svstems management
technigues and proc¢esses; 1n contrast, regulating existing
markets relies upon rulemaking.

Commission attorneys draft rule proposals for considera-
tion of the commissioners. After being approved by the com-
missicners, a rule proposal is published to zllow affected
sarties to present their viewpolnts so they may De considered
in the rule's development. The Commission generally does not




independently validate the informaticn submitted by the
industry and public, but instead relies on the regulatory
scpreach in which responding parties attempt to paersuade Lhe
Commission on the merits of their positions and to rebut op-
pGsing pesitions. Such proceeedings fregquently regquire a
great deal of time. For instance, 6 years elapsed before
composite guotations pertaining to stock exchange securities
were developed in 1978. The following chronology shows the
steps that were followed.

Date Event

Mar. 8, 1972 The Commission proposed a rule
for composite guetations.

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

Mar. 11, 1975 The Commission deferred further
consideration of the proposed
rule. {The national market
legislation was enacted 1ln June
1875,

July 29, 1978 The Commissicon proposed a rule
revision.

June 14, 1977 The Commission issued & revised

rule proposal.

Jan. 26, 1378 The Commissicn adopted a rule
effective May 1, 1978.

Lpr. 26, 1978 The Commissicn chanced the rule's
effective date to Aug. 1, 1978.

Aug., 1, Lr278 The Commiscsicon rule became
effective.

~d Four years elapsed before consolidatad last-sale report-
. ing for the same type of securities was developed in 1976.

_ The frllowing chreonoclogy sets forth some of the regulatory

L delay encountered in developing the component.

12




Date Event

BWov. &, 1572 The Commissicon adcopted a rule
requiring industry groups to
file a plan. '

Jan. 3, 1%73 The Commission granted a delay
for the plan's submission.

Mar. 2, 1973 The Commission received a plan
and then requested public
COMMEnLS

June 13, 1873 The Commission reduested a plan
revision.

Apr. 22, 1574 A revised plan was submitted

tr the Commission.

May 10, 1974 The Commission approved the plan.
Phase I implementaticn was Lo
begin Cct. 4, 1974.

Qct. 3, 1874 The Commission granted a delay in
implementaticon.
Qct. 18, 1974 Phase I iﬁplementaticn hagan.

We heliewve that project management is the appropriate
aporoach for overseeing the development ¢f a national market
svstem. Under this approach, an overall mlan weuls be estah-
lished to guide Commission efforts and those of the securities
induystry. For example, such a plan would

-~provide for defining the market systsm and determining
its requirements,; Lncluding user needs:

==cpt forth pelic¢ies to guide the development 2f the
national markat;

——determine the components that are to comprise the sys-
tem and establish milestones £or bringing them into
the sy=tem;

—determine the Commission staffing resources needed to
carry out management responsibilities relacive to the

system; and

==call for the develeopment of management prccesses to
identify preblems and monitor progress.
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generated during pericds of heavy trading. Delays of as long
as 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 te detect
this problem hefore 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 Tradihg System=-a computer—-based com-
munications network connecting 6 of the 10 stock exchanges.
The trading system enables a member of cne exchange to send
order information to another exchange. The Commission is
now aware that the lengthy time regquired to enter data inte
the computer terminal discourages the system's use when trad-
ing is heavy. We believe that with adeguate technical assis=-
tance, the Commission could have advised the industry that
faster data entry procedures were needed.

Inadecuzte safeguards over data processing. 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,

Tne ccmputer facility of the Cincinnati Stock Exchange
is located in Jersey City, New Jersey. We found that basic
protective safsguards over data processing operaticns were
lacking. Power failures had occurred there, but the facility
lacked a back-up power source. Anyone c¢ould walk into the
instzllation and shut down the system because the main power
source switch was unguarded. The operating andé back-up com—
puters ware located side by side in the instzllaticn exposing
them toc the same risk.

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

Staff appears too small to move
ahead raplély

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 scheculed to he performed
by the unit in 1978, only two were completed on schedule,
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The attorneys' efforts are channeled into rulemaking and

related regulatory activities., Commission cfficizls believe
that to bacome proficient in national market activities, an
attorney needs 1 year of experience to absorb background and
development perspective. In April 197%, cnly two of the six
attorneys met this proficlency standard. In additicn ko the
working—-level attorneys, we were keld that one attorney took
hiz management-level position with the intention that he
would remain in it for only 2 years. He has left the Commis—

sion's employment.

Qther circumstances have also ceontributed to inadeguate

staffing of the national market system unit. In fisecal 1979,

the Commission

—took away a market system position and assigned it
elsewhere in the agency.

=gave low priorvity status to £illing a2 national market
aunit vacancy, and

==assigned a naticnal market unit attorney for about a
year to a 30-person task force that was not related

to national market development.

For irxs fiscal 1979 budget, the Commission reguested 14

acditional positions for national market activities. These

positions were to be used to respond to 2 conglusion of two
congressicnal subcommitteses-—that is, the Commission should
exercise greater initiative in establishing a national market.
Because this was a pricrity project of the Commissian, we be—
lieve it zould have allocated more positions to the national

market unit.

Commission ¢ffictials advised us that many persons
throughcut the Commission also worked an national market
activities but were not counted in the numbers cited above.
These persons, however, have other tasks for which they are
primarily respensible or else they perform superviscry and
review Zunctions. 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 o guide the creation
of & national market. The Commission relies on a regulatory
approach which uses evolutionary procedures to bring system
components on~line one at a time. To be effective, this
approach reqguires planning which the Commission has not done.

16



dditionally, the Commission's staff is inadeguate either
in terms of numbers or skills.

RECOMMENDATIONS TO THE CONGRESS

—

In view of the estimated savings that such a system may
realize apd the congressional mandate requiring its prompt
development, we recommend that the Congress:

—Reguire the Commission te develop and submit a national
market system plan to the Congress by a specified date.
At a minimum, the Commissicn plan should define the
system and its regquirements, assign responsibility feor

designing components, and include an implementatien
schedule. '

=-=Give interested parties the opportunity to present
thelr views on the Commission's pléan.

—Establish a time frame for designing and implementing
the naticnal market.

RECCMMENDATION TO. THE COMMISSION

We recommend that the Commission establish 2 national

--market project team staffed with encugh technically~oriented
members to c¢aryry oubk its responsibilities.
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CBAPTER 3

IMPROVEMENT WEEDED IN THE COMMISSION'S REGULATION

_OVER. PROCESSING OF NATIONAL MARKET INFORMATION

The Congress mandated that national market trading be
conducted with accurate informaticon supplied by neutrzl
spurces. Therefore, it reguired the Commission to regqulate,
through a registration process, Eirms which will procgess
securities information for those who use the national market.
The Commission registered the Securities Irndustry Automation
Corporation (SIAC) as an exclusive processor ©f national mar-
ket information without an adeguate basis for determining

that the firm could promptly disseminate reliable and accurate
data or that information would be made available to market
participants on a fair basis. SIAC is currently the exclusive
processor for consclidated last-sale reporting, composite
quotations, and Intermarket Trading System data.

REASONS FOR REGISTERING
INFORMATION PROCESSING FIRMS

The Congress considered the likelihocd that, as securi-
ries markets shifted from indepencdent, 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 Wwith stock ex-
changes cor other market croups. Segtion 11A ©f the Securities
Exchange Act regqulres exclusive processaors to regilister with
the Commicssicn. Before it can approve a registration raguesiy,
the Commission must find that the processer can promptly dis—
seminate reliable data to the public.

The Congress also intended that an exclusive processor of
naticnal market information should operate fairly. Recogniz-
ing the competitive advantages that one market group might
have over gthers if it had =2 contrelling i1nterest in an exglu-
sive processor, the Congress gave the Commission broad powers
over exclusive processors. Gongressional intent, expressed
in a Senate report on naticonal market legislation, states
that any exclusive processor 1s, Ln effect, a public atilivy,
and thus must function in a manner which is absclutely neuiral
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.
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évALUATIDNS MADE TQ REGISTER SIAC

SIAC was created in 1872 by the New York and American
Stock EZxchanges to cperate data proc<essing and communication
systems. In 1976 it was registered with the Commission as an
exclusive data processing Eirm. SIAC plays a key role in
disseminating informaticon to market participants as the ex- -
clusive processor for last-sale reporting, ¢omeosite guota-
tions, and Intermarket Trading System data. The reliability
of its processing affects investeors' trading decisions. In
1978, SIAC processed stock transactions with a market value
of $§225 killion. Eow SIAC determines who may report data
through its facilities and in what manner can afiect the ex-.
tent and nature of competition in a national market.

Evaluation of data processing efficiency

The Commission approved SIAC's registration 1n 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 f£ind that the firm
can assure prompt, aceurate, and reliable data processing.
Data processing experts teold the Commission that findings re-
garding SIAC's data processing capabilities would reguire ex-—
haustive, on=-site testing by an indepengent team of experts.

The Commissicn's staff recognized that it did not hawve
the expertise to evaluate SIAC's data processing operations.
The staff reazscned, howewver, that SIAC periormed unigue func=-
tions; conseguantly even a team of experts would lack stana-
ards to judce STAC's data processing efficiency. The stafl
resolved questions about SIAC's capabilities by making limited
inguiries cf the firm's heacdguarters.

When tne Commission asked for public comments regarding
the registration of SIAC as an sxclusive iniormation proges-
sor, it received 10. MNone challenged the az¢curacy and acequacgy
of SIAC's information processing and the Ccocmmission stafi con-
cluded that the lack of challenge indicated users' satisfae-
tion with SIAC's data processing gfficliency.

: The staff recommended that the Commission use SIAC's
past performance-=July 1972 through January 127%--as an ingi-
cation of a minimum c¢ompetence in data pracessing rather than
as an zffirmation of an appropriate degree of Sata processing
efficiency.

We dié not evaluate SIAC's processing cperations and
therefaore do not know whether its capablilities meat the




Jrequirements of the act. Under the act, the Commission was

respensible for the evaluation before it could approve SIAC's
registration.

Evaluation of organizational
indenendence .. B

When it approved SIAC's registration request, the Com—
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 contrel over all of 5IAC'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 1378, the
American Stock Exchange teold the Commission that the Wew York
Stock Exchange's vast economic resources and cencentration
of capital combine to give it unmatched advantages and that
most securities firms are subject te 1ts pervasive influence.

The legislaticn does not prevent a market greoup from own-
ing a contrclling interest in a registered exclusive processor.
A4 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 congluded, however,
tmat the lack of public comment challenging EIAC'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 discussicon regarding efforts ¢f the Mid-
west Stock Exchange to cobtain access to a SLAC-operated facil-
icy indicates that the Commissicn needs to take 2 more active
rele in overseeing coerations of exclusive processors,

In February 1977, the Midwest Stock Exchange asked 5IAC
for acress to an order-routing facility. This facllity, 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 £lcor and reporting back to the
wroker on completed trading transactions. In replying to
the Midwest's request, SIAC stated that it lacked authority
to permit access to the facility by eny exchange cther than
the New York and American Stock Exchanges.
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On Marech 22, 1977, the Midwest Stock Exchange asked the
Commission to review SIAC's denial of access at the earlliest
sossible date. The Commission has not yet made a decision on
the Midwest Exchange's request. <Commission staff said that
the Commission is holding the Midwest's March 1977 request in

. abeyance because in February-1979 the New York Stqck Exchange

made a proposal, still upder consideration, which would allow
Midwest access to the SIAC facility.

CONCLOSIONS

In approving SIAC's registration, the Commission did net
independently verify SIAC's data processing capability. More-
gver, because of the importance of having exclusive Drocessors
cperate 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 resclution on the Midwest's request for access
to SiAC-operated facilitles. 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 reguest.
However, it clearly demonstrates the need for 2 Commission
program to closely monitor the cperaticns of exclusiva progc=
essors, given the market group's great defencence on the
neutralitv of such processors.

RECOMMENDATIONS

We rescommend that the Commission have 5IAC's processing
facilities Zor national market transactions evaluated by a
ream of cata processing experts. We further recommend that
the Commission develop an evaluation program to assess, o &
gontinuing basis, the status of SIAC's neuvtrality. We also
recommend that any other exclusive processors be subjected
to the szme evaluations. :
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