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Executive Summary

Information is the lifeblood of afinancid market and the procedures for collecting and
disseminating information have a direct impact on the public’ s trust and confidence in the
financid sysem. The importance of market information was stated degantly by the Securities
and Exchange Commission (the “Commission”) whenit noted that a“consolidated, red-time
gream of market information has been an essentid eement in the success of the U.S. securities
markets. It isthe principa tool for enhancing the trangparency of the buying and sdlling interest
in a security, for addressing the fragmentation of the buying and sdling interest among different
market centers, and for facilitating the best execution of customers' orders by their broker-
dedlers™ This sentiment was echoed by the Securities Industry Association (SIA) which
commented that “access to quality data and its cost are critical to SIA’s member firms and their
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Simon Graduate School of Business Administration, Rochester, NY . Professor Barclay’ s research on the structure of
financial markets has been published in the top scholarly journalsin hisfield. His research paper, “Bid-Ask Spreads
and the Avoidance of Odd-Eighth Quotes on Nasdag: An Examination of Exchange Listings,” (Journal of Financial
Economics 45, 1997, pp. 35-60), and his expert testimony played an prominent role in the Nasdaq Market Makers
Antitrust Litigation. “The Effects of Market Reform on the Trading Costs of Nasdaq Stocks™ (with William G.
Christie, Jeffrey H. Harris, Eugene Kandel, and Paul Schultz, Journal of Finance 54, 1999, pp. 1-34) is the
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customers. Trangparent markets are essentid to maintaining the public’ strust and confidence in

our capital markets.”?

The SEC Advisory Committee on Market Information (the “ Committeg”’) has been given
the charge of reviewing the current arrangements for disseminating market informeation to the
public and, if needed, proposing change. Considering the stakes involved, and the direct impact
of these procedures on interested parties, it is not surprisng that the Committee has received a
variety of proposasfor radica change. The message of thisreport, however, isto urge the
Committee and the Commission not to abandon a structure for disseminating market information
that has worked well for more than 25 years under extremdly diverse and rgpidly changing
market conditions. Some changes to the existing regulatory structure may be necessary and
appropriate at thistime. However, the unintended consegquences of radical change have the
potentia to harm the interests of investors and could serioudy impair the functioning of our

financid markets.
The report that follows makes five basic points that are summarized below:

The availability of consolidated, real-time market information is the cornerstone
of our national market system and is essentiad to achieve the gods of
trangparency, fair competition between market centers, and best execution. Any
change in the regulation of market-information fees and revenues that jeopardizes
investors' access to fully consolidated market information would hurt investors
and impair the integrity of our financid markets.

The exiging nationd market plans have relied on an exclusve securities
information processors (SIP) to collect bid and ask quotations and last sale reports
from the various market centers and to consolidate and transmit this information

to vendors and subscribers. The use of an exclusive information processor isan
efficent mechaniam for accomplishing this task that has worked rdliably for more
than 25 years under extremely diverse and rapidly changing market conditions.
Changing this structure under the guise of increasing competition could generate
unintended consequences that are not in the interests of investors.

Greater competition for the position of exclusve information processor, and
among downstream information vendors, can be achieved within the current
regulatory structure. This increased competition can be harnessed to reduce costs
and simulate innovation and product improvement.

The governance structure of the existing national market plans should be
expanded to include a broader spectrum of the investment community.

2 Comments of Marc E. Lackritz, Re: Securities and Exchange Act Release No. 42208, File No. S7-28-99, April 11,
2000. (http://www.sec.gov/rules/concept/s72899/lackrit1.htm).



Dissatidfaction with the level or adminigrative structure of market-information
fees or concerns about the quality of the information product can be addressed
through this broader governance structure.

The SEC Advisory Committee on Market Information should consider changes to
the current Display Rule. Recent changes in the U.S. financid markets have
reduced the information value of the NBBO. Investors will benefit from a change
in the Display Rule, but amodified Display Rule should provide investors with
more information about market conditions, not less.

Background

The 1970 s marked amgjor turning point for securities markets in the United States.
Prior to the 1970's, market centers were free to disseminate or withhold their market information
asthey saw fit. Each market center acted individually to determine who would have access to
their market information, who would be denied, and the fees and terms under which access
would be granted. In the early 1970's, the Securities and Exchange Commission recognized the
public need for greater access to accurate and reliable market information. In response to this
need, the Commission developed the concept of a central market system.

The Commission’svison of acentra market system was articulated in a series of reports
from the Commission to Congressin the early 1970's. In these reports, the Commission called
for “the creation of astrong centra market system for securities of nationa importance, in which
al buying and sdlling interest in these securities could participate and be represented under a
competitive regime.”

competition, and best execution.

Essentid to this vison were the principles of transparency, fair

The Commisson’svison of a centrd market system became aredity through the
passage of the 1975 Amendments to the Securities Exchange Act of 1934. A primary god of
this legidation was “the centrdization of dl buying and sdlling interest so that each investor will
have the opportunity for the best possible execution of his order, regardiess of where in the
system it originates™

that dl investors and their broker-deders had access to consolidated market information from al

Congress understood that the only way to achieve this god wasto ensure

3 Letter of Transmittal accompanying the SEC Institutional Investor Study Report, H.R. Doc. No 92-64, 92d Cong.,
1% Sess. (1971)
4 S. Rep. No. 94-75, 94" Cong., 1% Sess. 7 (1975).



competing market centers. The current regulatory structure and arrangements for disseminaing

market information have met this god for more than 25 years.

As our financid markets undergo unprecedented technologica and competitive changes,
it is natura to consder whether changes to the system of disseminating market information are
warranted. Indeed, most participants in this process agree that improvements can be made. The
governance structure of the SRO-sponsored plans to disseminate market information can be
broadened to include a broader spectrum of the investment community. The fee structure can be
samplified and the adminigtrative burden of the fee structure can be reduced. The basic
information product can be improved and competition among potential information processors

can be encouraged.

As the Committee contemplates change, however, it isimportant to remember the
fundamenta principles that have served our markets so well for so long. The success of the
United States securities markets has been unpardlded. And it would be a mistake to consider
this success afluke, or the result of random chance. Insteed, it isimportant to recognize that
much of the success of the U.S. capitd market can be attributed to afew basic principles that
guided the congtruction of our national market syssem. Among these principles, three are
fundamenta to the structure of U.S. securities markets. transparency, fair competition between
market centers, and brokers' duty of best execution. As Congress and the Commission have
recognized, the critical component for implementing these principles is to ensure that market

participants have access to consolidated, redl-time market information.

Transparency. A trangparent market isamarket in which investors and their brokers
have information about the current buying and sdlling interest in a security aswell asinformation
about the price and size of recent transactions. The Commission has long understood the
importance of trangparency for the basic price-setting function of afinancid market. Inits1971
Statement on the Future Structure of the Securities Markets, the Commission recognized that
only through transparency can we be assured “that buyers and sdllers of securities, wherever
located, can make informed investment decisions and not pay more than the lowest price at
which someoneiswilling to sdl nor sdll for less than the highest price abuyer is prepared to



offer.”® Two years later, in its Statement on the Structure of a Central Market System, the
Commission stated that securities can be vaued accurately only when al indications of investor
buying and sdlling interest are exposed to the greatest extent practicable, so asto increase the
opportunity for demand to find supply.®

The benefits of trangparency wereilludrated in dramatic fashion when the Commission
intituted new order-handling rulesin January 1997.” The new order-handling rules applied to
al U.S. equity markets. The greatest impact of the rules, however, was fdt in the Nasdaq Stock
Market. The most important of the new rules were known as the “Limit Order Display Rul€’
and the “Quote Rule”® The Limit Order Display Rule requires dedlers to execute or display
their customers' limit orders, or send them to another dedler or trading system that will execute
or display them, whenever the customer’ s limit order improves the dealer’ s quote. Thisrule
improved transparency by ensuring that the best-priced limit orders are displayed to al market
participants.

The Quote Rule requires dedersto publicly display their most competitive quotes.
Previoudy, the use of dternative trading systems, such as ECNs, permitted dedlers to quote one
et of pricesfor retail customers on Nasdag, while offering more favorable prices to ingditutions
and other dealerson an ECN. The Quote Rule requires dedlers who place quotes in dternative
trading systems to aso make these quotes available to the public. The Quote Rule incressed
transparency by consolidating market information across the traditiona and adternative trading
systems.

These two changes in the consolidation and dissemination of market information resulted
in an immediate reduction in investor trading costs of approximately 30%.° The greater
trangparency aso helped restore investors' confidence in the Nasdag market and likely
contributed to the rapid growth in totd trading volume and individud investor participation in
thismarket. For example, between 1995 and 1998 there was a 25 percent increase in the

® SEC, Statement of the Securities and Exchange Commission on the Future Structure of the Securities Markets
gFebruary 2,1972) 37 FR 5286.

SEC, Policy Statement of the Securities and Exchange Commission on the Structure of a Central Market System
(March 29, 1973), p. 7.
" See Barclay, Michael J,, William G. Christie, Jeffrey H. Harris, Eugene Kandel, and Paul Schultz, “ The Effects of
Market Reform on the Trading Costs of Nasdaq Stocks,” Journal of Finance 54 (1999), pp. 1-34.
8 Other changes instituted at this time included a reduction in the minimum quote size from 1,000 shares to 100
shares for certain Nasdag issues and arelaxation of the Excess Spread Rule.



percentage of U.S. families with direct stock ownership (from 15.3 percent to 19.2 percent) and a
38 percent increase in the percentage of families with direct ownership of mutud funds (from 12
percent to 16.5 percent).*® In the four years following the implementation of the new order
handling rules, Nasdag share volume has nearly tripled (from 138 hillion sharesin 1996 to 428
billion sharesin 2000.

Grester trangparency contributes to more efficient price discovery, lower price volatility,
lower trading cogts, and greater public confidence in the financid markets. Any plan for
disseminating market information that stops short of disseminating fully consolidated
information would reduce the transparency of the market and, consequently, reduce the benefits
from trangparency that we currently enjoy. If aninvestor observes bid and ask quotations that
arenot fully consolidated, that investor is deprived of the opportunity to know the best price
available for the security in the marketplace as awhole. The widespread use of unconsolidated
market datawould impair investors  ability to make informed investment decisions or monitor
the qudity of the executions achieved by their brokers.

Fair competition between market centers. One of the principa objectives of the nationd
market system is assuring fair competition among market centers™! Congress and the
Commission have sought to establish a market structure that gives the forces of competition
room to flourish and develop. In the view of the Commission, “ Competition among market
centers, in which each market center strives to attract order flow from intermediaries based on
the overdl qudity of its market, has proven to be a primary force in improving the operation of
the markets. It has encouraged innovation in trading systems, fostering the use of new
technology and cregtive trading rules to offer an array of execution choices. Vigorous market
center competition has driven markets to offer faster executions, charge lower fees, and provide
greater liquidity at the best quoted price.”?

The U.S. securities markets have benefited greeatly from the competition between market
centers. Many improvementsto our financia markets have been generated by innovation and

° Ibid., p. 32.

10 Federal Reserve Board Triennial Survey of Consumer Finances. The datafor mutual funds excludes money
market funds and mutual funds held in retirement accounts.

M section 11A(a)(1)(C)(ii) of the Exchange Act, 15 U.S.C. 78k-1(a)(1)(C)(ii).

12 SEC, “Proposed Rule: Disclosure of Order Routing and Execution Practices,” Release No. 34-43084; File No.
S7-16-00.



competition away from the dominant market for atraded security. In addition to competing
directly through the quotes, the smaler and newer market centers have competed effectively by
offering executions that are faster, chegper, and more rdligble. For example, the regiond
exchanges were the first to devel op automatic order execution systems and to extend automatic
order routing. Given recent changesin technology, the potentia benefits from competition
between market centers are greater today than ever before.

Fair and vigorous competition between market centers, however, requires that investors
have access to consolidated market information. If broker-dedlers are unable to see quotes and
last sdlesfrom smaller exchanges, they are likely to route ordersto larger markets by defaullt.
This would have a severe negative impact on the ability of smaller markets to compete.

Mogt participants in this process would agree that more competition is preferred to less.
Thus, it isnot surprising that many of the comments and proposals received by the Commission
cdled for greater competition in the dissemination of market information. The dissemination of
market information can be more competitive, and severa proposas for fostering greater
compstition in this arenaare provided below. It isimportant that in its effort to increase
competition for the dissemination of market information, however, the Commission does not
smply subdtitute an inferior mode of competition for a superior one. Investors will benefit most
if market centers continue to compete aggressively for their orders. Thus, it would be a mistake
for the Commission to change the rulesin such away that market centers were encouraged to

competein the arena of market information rather than competing for orders directly.

Best execution. Mogt investors do not trade securities directly, but do so indirectly
through their brokers. The brokers in these transactions have a fiduciary obligation to get the
best possible execution for their customers. Best execution rules are important because they
ensure that dl investors actudly receive the benefits from a competitive marketplace. Without
access to consolidated market information, however, brokers could not meet the current standard
for best execution, and investors would suffer as aresult. Sophidticated indtitutiona investors
may be able to protect themsaves in aworld without the current best execution standards. With
afull-time saff and investments in data and infrastructure, they can monitor their brokers
executions and compensate or fire them accordingly. Most retail investors, however, cannot
protect themselves in this way because they lack the expertise, the resources, or both. If broker-



deders exerciang ther fiduciary respongbilities on behdf of their customers cannot see and
judge prices and executions offered by smadler or newer markets, they will not be confident in
their ability to send orders to these markets — and these markets would be doomed in the

competition for order flow.

The brokers duty of best execution has been the focus of recent Commission rule
making. The Commission recognized that with many different merket centers trading the same
security, the decison of where to route orders to obtain best execution for investorsis criticaly
important. To help brokersfulfill their obligation, the Commission proposed Rule 11Ac1-5
(Disclosure of Order Execution Information) that requires market centers to prepare and make
available to the public monthly reports that set forth uniform statistical measures of execution
quaity. Any proposals that result in the dissemination of unconsolidated or lower-qudity
information to investorsisin direct conflict with these Commisson initiatives.

The Commission should consider changes to the Display Rule. Any changes,
however, should provide for the display of more information, not less

The Display Rule requires that when disseminating quotationsin individua stocksto
customers, vendors and brokers must include either the best bid and best offer from al reporting
markets trading a particular security or a montage showing quotations from al reporting markets.
In addition, vendors and brokers must provide the last sde prices for the security from dl
reporting markets.™® For the reasons discussed above under the headings of transparency, fair
competition between market centers, and best execution, the Committee should not consider any
changesin the dissemination of market information that would provide investors with less
information than they are guaranteed under the current Display Rule. Comptition in the
dissemination of market information will hurt rether than benefit investorsiif the result of the

competition does not provide investors with fully consolidated redl-time market information.**

The Commisson made a strong case for the importance of the Display Rule in aletter,
submitted amicus curiae, in arecent arbitration.’® In its letter, the Commission concluded that

13 Exchange Act Rule 11Ac1-2, 17 CFR 240.11Ac1-2.

14 See note 9 and accompanying text.

> American Stock Exchange LLC, et al. v. Reuters Limited, No. 13 113 00471 00 (American Arbitration
Association).



when avendor disseminates unconsolidated market information it “thwarts the gods of the
Exchange Act — particularly the god's of fostering trangparency and encouraging competition.
Thistype of limited dissemination makesit possible, even probable, that smdler or newer
exchanges, even if they have better prices, will be unsuccessful in widdy disseminating their
market information, thereby depriving market participants of that information and impairing

exchange competition.”®

Recent changes in the market, such as the reduction in the minimum tick size
(decimdlization), have reduced the depth of the market at the best bid and offer. These changes
have reduced the information vaue of the NBBO, particularly for investors who make large
trades. For example, arecent study examined the impact on indtitutiond trading costs when the
New Y ork Stock Exchange lowered its minimum price increment on most stocks from eighthsto
sixteenthsin 1997.17 Although average quoted spreads declined with the smaller tick size, the
redlized execution costs for these ingtitutionsincreased. The authors of this study concluded that
the best quoted bid and ask prices are not a sufficient statistic for market quality, particularly for
large orders. Thus, it is gppropriate a this time for the Commission, and this Committee, to
consder changesto the Display Rule. Any changes to the Display Rule, however, must give
investors access to more market information, not less.

The current regulatory structure for disseminating market information is not
broken and should not be abandoned.

The current regulatory structure requires SROs to act jointly, pursuant to various nationd
market system plans (the “Plans’), to disseminate consolidated market information. The Plan
Governance Committees™® govern al aspects of the arrangements for disseminating market
information. They require each individua SRO to funnd market information to a centra

processor, which then consolidates the information into a single stream for dissemination to the

18 SEC Letter to TamaraB. Young in re: American Stock Exchange LLC, et al. v. Reuters Limited, No. 13 113

00471 00 (American Arbitration Association), February 5, 2001.

17 CharlesM. Jones and Marc L. Lipson, “Sixteenths: direct evidence on institutional execution costs,” Journal of
Financial Economics 59 (2001), pp. 253-278.

18 The Plan Governance Committees are the CTA and the OTC/UTP Participants.



public. The Plan Governance Committees also govern the fees that can be charged and the

distribution of revenues derived from those fees*®

All of the exigting nationa market plans require the SROs to transmit market information
to an exclusive consolidator, or registered securities information processor (SIP). The exclusive
consolidator then transmits the consolidated market informetion, for afee, directly to
subscribers, or to vendors, who augment the original feed with additiona data and/or processing
software and resd| it.

The use of an exclusive consolidator to collect and disseminate the consolidated market
information required by the Diplay Ruleis an efficient mechanism for accomplishing this task
that has worked rdiably for more than 25 years under extremely diverse and rapidly changing
market conditions. For example, when this system wasiinitiated in 1975, totd annud trading
volume was approximately 4.7 billion shares on the New Y ork Stock Exchange and 1.4 billion
shares on Nasdag.2® By the year 2000, volume on the N'Y SE increased 55-fold to 262 hillion
shares while volume on Nasdaq increased more than 300-fold to 428 hillion shares. The sngle-
day volume records of 2.1 hillion shares for the NY SE on January 4, 2001 and 3.2 billion shares
for Nasdag on January 3, 2001 were unimaginable only afew years ago. It was not until 1979
that Nasdaq traded in afull year the number of sharesthat they traded in asingle day in January
of 2001. While the quantity of trade and quote information was exploding, the demand for
access to thisinformation was dso growing exponentidly, particularly among retail investors.
Between 1994 and 1998, revenues from market-information fees applicable to retall investors
grew 10-fold, from $3.7 million to $38.9 million.**

During this period of unprecedented growth, the Plan Governance Committees kept pace
with technological change and expanded capacity as necessary to process and disseminate the
ever-growing volume of information. At the same time, market-information fees declined
ggnificantly. For example, most of the fees gpplicable to retall investors were reduced recently
by 50 to 80 percent.?* Today, any vendor, broker-deder, ingtitution, or retail investor who wants

19 SEC Concept Release: Regulation of Market Information Fees and Revenues, Release No. 34-4228, File No. S7-
28-99, p. 6.

20 \/ olume statistics for the NY SE and Nasdaq are available from the Market Data pages of the exchange web sites,
http://www.nyse.comand http://www.nasdag.com

21 SEC Concept Release: Regulation of Market Information Fees and Revenues, Release No. 34-4228, File No. S7-
28-99, p.5.

22 1 bid.
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access to market information can and does obtain it at very low cost. Congder, for example, a
retail investor who wants to trade 500 shares of common stock. Thisinvestor might pay as much
as $8 to $75 in brokerage commissions, and as much as an additiond $30 or more in spread-
related trading costs. However, if the same investor makes as many as 100 data queries
associated with this trade, at the current rate of a quarter of a cent per query, the market-
information cost would be only 25 cents.

The willingness and ability of the Plan Governance Committees to expand capacity, cut
costs and fees, and adapt to the changing marketplace suggests that the current governance
dructure of the Plansworks wel. All important operating decisions of the Plans are made by the
Governance Committees, which are composed of one representative from each SRO
participating in the plan. The SROs member firms are the primary users of the market
information and pay alarge fraction of the market-information fees. Pressure from the member
firms through their representation on the SRO boards, and oversight by the Commission, have
proven to be effective in moving the Plan Governance Committees to provide a reliable product

with low and declining prices.

Critics of the existing system argue that by virtue of its status of as an exclusve
processor, the consolidator is not constrained by the forces of competition and thus has no
incentive to innovate, improve the product, cut costs, or lower fees. It is true that fees charged
by the exclusive consolidator are not congtrained by competition and consequently must be
subject to oversight by the Commission. However, the evidence from the last quarter century
demongtrates that the exclusive consolidator has not abused its market power by imposing
excessve charges for market information. Further, dternatives to the exclusive consolidator
appear to make the situation worse, not better.

Thelogicd dternative to an exclusive consolidator isto alow multiple competing
consolidators to purchase market information directly from the various market centers, or from
each other, and then resdll this information to subscribers a market- determined prices. For
reasons discussed above, it is essentid that investors continue to have accessto fully
consolidated market information. 1f the Commission requires vendors and brokers to provide
consolidated market information to their customers, then a multiple vendor structure places each
market center in amonopoly position with respect to its own market information. None of the
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competing consolidators can provide a consolidated feed without obtaining market information
from each and every market center. Thus every market center would have an incentive to hold
their information back and extract the monopoly price. This Stuation is no more competitive,
and certainly more complex, than using an exclusive consolidator. Rather than the current
Stuation, in which the Commission must oversee the fees charged by an exclusive consolidator,
the multiple- consolidator modd thrusts the Commission into a position of regulating the market-
information fees charged by each and every reporting market center. No one is made better off
by subgtituting many smdler monopolies for one larger monopoaly in this market.

The Commission’s former Chairman, Arthur Levitt, discussed the problem of alowing
market centers to sdll their information in a recent address at Stanford University. According to
Chairman Levitt, “alowing unfettered market forces to dictate the cost of pricing dataiisin direct
tenson with the mandate for market trangparency. Put another way, if market forces alow a
dominant market to name the price for its data, this also means the market can withhold the data
if it does not get its price. Suffice to say, theimplications are not only in conflict with Congress
mandate, but wholly unacceptable for America s investors. Too many investors would be forced
to price ordersin the dark. The current pricing standard — the NBBO, or national best bid and

offer — could be supplanted by scattered patches of varying prices, visible to only afew.”?

A system with multiple consolidetors is dso inherently inefficient because multiple
consolidators will lead inexorably to aduplication of effort. Each competing consolidator must
collect the same market information from every market center and consolidete it in asingle data
feed. Thisduplication of effort will result in higher total costs for collecting and consolideting
the market information, and the higher costs will have to be passed through to market
participantsin the form of higher fees.

Greater competition is possible within the current regulatory structure. Thegod of
promoting increased competition among providers of market information is ussful and
gopropriate. Although competition among multiple consolidetors isinefficient and leads to
undesirable Sde effects, greater competition within the exclusive consolidator structureis
certainly possble. Two areasin particular seem easily amenable to greater competition. Fird,

athough the Structure of an exclusive consolidator would be maintained, the exclusive

23"The National Market System: A Vision That Endures’ — Remarks of Chairman Arthur Levitt, at Stanford
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consolidator contract could be subject to periodic public competitive bid. Any potentid
consolidator meeting Commission standards, including existing consolidators, SROs, and
vendors, would be invited to submit bids. This regular competitive pressure would help ensure
that market information is being provided at the lowest possible cost to subscribers, subject to
appropriate quality standards.

The Plan Governance Committees currently monitor and eval uate the performance of
their SIPs through biennid internd reviews. Putting the SIP contract up for periodic public
competitive bid is a mechanism for making this process more open and public. In addition to
increasing the competitive pressure on SIPs to cut costs and improve the rdiability of the
product, public competitive bidding for the exclusve SIP contract could dlow an SIP to bid for
multiple contracts. The adminigirative burden placed on brokers and vendors from contracting
with multiple market-information Plans would be reduced if a single SIP won the contract for

multiple Plans

Second, there dready is significant competition anong downstream vendors. These
vendors purchase the basic consolidated data feed from the exclusive consolidator and augment
the basic produce with additiona data and/or software for improved processing display. Vendors
dready compete vigoroudy with each other and have dl of theright incentives to innovete,
improve the basic product, and reduce costs.

Revenues from market-information fees are an appropriate source of SRO funding.
SROs play aunique rolein U.S. securities markets. SROs have the front-line responghility for
operating and regulating the U.S. listing markets. Through their regulatory function, SROs
protect the integrity of our markets, promote investor confidence in the fairness and transparency
of the markets, and ensure that our securities markets are operated and regulated in accordance
with the high standards mandated by Congress. SROs aso contribute to the stability of our
financid system through the affirmative obligation of their members to make a two-sded market
in the securities that they trade, an obligation unique to SROs. They promote competition within
their organizations and compete aggressively with each other.

The wide range of regulatory and operationd responsibilities that are required from an
SRO spare the federal government much of the burden of regulating U.S. securities markets. The

University, Stanford, Calif., January 8, 2001.
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regulatory and operationd activities of the SROs must be funded, however. Higtoricdly, the
revenues derived from market-information fees have been an important source of SRO funding
that has alowed the SROs to meet their unique responsibilities. In its concept release, the
Commission attempts to parse out various categories of SRO costs — some of which would be
funded by market-information revenues and some of which would not.>* The process of
segmenting the costs incurred to generate and disseminate market informetion, and particularly
the process of artificidly alocating common cods, is inexact, contentious, subject to
manipulation, and should not be undertaken by the Commission. Asdiscussed above, rate-
making regulation is not necessary to ensure that the exclusive consolidator does not abuse its
market power by setting excessive or discriminatory market-information fees. The Commisson
should use its oversight to ensure that market-information fees are fair and reasonable. However,

the Commission should not interfere with or micromanage the day to day operations of the SRO.

The Concept Release notes that market-information revenues allow SROs to recover
some of the cogts of operating their markets, and that this source of revenue is not available to
other types of entities that operate markets such as aternative trading systems and ECNs?® This
distinction between SROs and ATSs is important and appropriate. SROs are charged with a
wide range of tasks and responsibilities that do not gpply to an ATS, and it iswholly appropriate
to fund these unique SRO activities. The Commisson's ATS Reease madeit plainthat an ATS
has the choice of registering as a securities exchange and accepting dl of the many
responsibilities imposed by the Exchange Act on SROs, or registering as abroker dedler. If an
ATS bdieves that the benefits of registering as an SRO, including receiving a share of the
market-information revenue, exceed the cogs, then the ATS has the option to register asan
exchange®® Findly, the ATSs are members of an SRO, and several SROs have rebate plansin
place to distribute market-information fees back to their members. If an ATS believes that they
should participate in the market-informeation fees, thisis an issue that they can pursue within
their SRO.

As the Committee considers changes to the structure of market-information fees and
revenues, it isimportant to recognize the important and unique role played by SROs, and ensure

24 SEC Concept Release: Regulation of Market Information Fees and Revenues, Release No. 34-4228, FileNo. S7-
28-99, pp. 26-28.
25 bid., p. 28.
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that they have the funding they need to meet their unique obligations. Revenues derived from
market-information fees are an appropriate source of SRO funding that should be preserved. The
process of ensuring afair and equitable rate setting is addressed below.

The governance structure of the Plans should be modified to include a broader
spectrum of the investment community

The investment landscape has changed dramaticaly in recent years. Technologica
change and innovation has led to sgnificant changesin the operation of our listing markets and
to argpid growth in the number of market centers and dternate trading systems. These changes
have fundamentally dtered the demand for market information and the condtituents for whom
market information plays an important role. In light of these changes, the governance structure
of the national market system plans should be modified to include a broader spectrum of the
investment community.

The composition of the SEC Advisory Committee on market informetion reflects the
diverse range of stakeholdersin thisprocess. Both the buy side and sdll side of the market,
market data vendors, dternative trading systems and ECNs, and the listing markets and
exchanges dl have vested interests in the dissemination of market information. Most of the
criticiams of the existing system could be addressed fairly and efficiently through the Plan

governance process if the governance structure were moreinclusive.

Broader Governance Committee representation will help stimulate innovation and
product improvement. Critics of the exigting system contend that the exclusive processors do
not have the incentive to make required investments or improve the basic information product.
As noted above, competition from downstream vendors can help to mitigete this problem. If
thereisademand for additional market information, or a demand for market information in a
different format than is currently supplied, market data vendors are free to purchase the basic
data feed from the exdusve consolidator and augment and display the information in any format
the market demands.

Competition from downstream vendorsis only a partid solution to this problem,

however. The Plan Governance Committees are in a unique position to provide investors with
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fully consolidated market information. If changes in the markets create widespread demand for
different market information, the Plan Governance Committees are in the best pogition to provide
it. For example, the reduction of the minimum tick size on stock markets was accompanied by a
greater number of quote updates and reduced depth at the NBBO. For many investors who wish
to trade even moderate-size positions, the best bid and offer are no longer a sufficient indication
of the current buying and sdling interest in the security. If these changesimply that additiona
market information is required to augment the NBBO, the Plan Governance Committeesarein a

unique position to provide this information on a consolidated basis.

Broader Governance Committee representation can help ensure that investors continue to
have access to the information they need. As the markets change and the demand for market
information evolves, direct representation of the interested parties on the Plan Governance
Committees will ensure that these voices are heard and will move the Plans to provide the market
information thet investors demand.

Broader Governance Committee representation will help ensure that market-
information fees are fair and reasonable, and can streamline the administration of the fee
structures. Critics of the existing system contend that market-information fees are too high, that
the fees are inequitable and unfairly disadvantage one group of usersin relaion to another, and
that the adminigtrative burden required to comply with the current pricing modd is excessve.
Although there are good reasons to be skeptica of the merits of these claims, broader
representation on the Plan Governance Committees is an appropriate way to address these
concerns. By giving the interested parties a direct voice in the adminigtration on the plans, the

Commission can place the various condtituents in a much better position to protect their interests.

By resolving disputes over the leve, digtribution, and adminigtration of market-
information fees through broader representation on the Plan Governance Committees, the
Commission dso is spared from the problematic task of overseeing a strict cost-of-service (or
rate-making) approach to setting market-informationfees. Several commentators have provided
lengthy discourses on the undesirable characteristics of cost-based regulation. Strict cost-based
regulation would serve no one in this process, and should not be considered by the Committee

when asmple and equitable solution is reedily avallable.
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Conclusions

The exigting nationd market system plans for consolideting and disseminating market
information have contributed to the unparalleled success of U.S. securities markets over the past
25 years. Although some modifications to the Plans may be necessary and appropriate at this
time, the basic structure of the Plans has proven to be efficient and adaptable to changing market
conditions, and will serve our financia markets for many yearsto come. This Committee and
the Commission must resist proposals for radica change because the unintended consegquences
of radica change have the potential to harm the interests of investors and could serioudy impair
the functioning of our financid markets
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