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Introduction

Mr. Chairman and members of the Committee, I am Marc E. Lackritz, President of the Securities
Industry Association.] We commend you for holding this hearing and appreciate the opportunity
to testify on reforming the securities industry’s self-regulatory system.

Our nation’s securities markets are the most transparent, liquid, and dynamic in the world. New
forms of competition, technological advances, globalization, and broader investor participation
have driven phenomenal changes in the capital markets and the securities industry over the past
decade. Our industry has embraced these changes, further strengthening the preeminent status of
the U.S. capital markets across the globe. The mergers between the New York Stock Exchange
(“NYSE”) and Archipelago Holdings, Inc., as well as the Nasdaq Stock Market (“Nasdaq”)
merging with Instinet, LLC, are a natural and healthy outgrowth of these trends.

Our markets’ advantages are also grounded in their structural framework. Self-regulation — and
the historical level of member cooperation in particular — has been a key ingredient to our
success. For example, the extensive expertise of members and their involvement in the rule-
making process has undoubtedly led to more effective, less costly self-regulatory rules. As the
SEC has noted, self-regulation “has been viewed as having certain advantages over direct
governmental regulation” because “[i]ndustry participants bring to bear expertise and intimate
knowledge of the complexities of the securities industry.”2 Self-regulatory organizations
(“SROs”) also “supplement the resources of the government and reduce the need for large
government bureaucracies” and “can adopt and enforce compliance with ethical standards
beyond those required by law.”3

Despite these compelling benefits, self-regulation has two significant drawbacks: (1) conflicts of
interest between SROs’ roles as both market operators and regulators, and (2) regulatory
inefficiencies resulting from duplication among multiple SROs. In addition, the regulatory
environment in which the securities industry operates has undergone a profound transformation



in recent years, resulting in dramatically higher compliance costs.4 One industry observer noted
the confluence of these issues, saying, “Tighter regulation and more disclosure and compliance
give investors the feeling that they are better off and safer, but that’s only true when each level of
compliance adds to the others, rather than overlapping significantly.”5

The Committee’s interest today in these developments is timely, as the mergers present the
perfect opportunity to undertake structural reform and address the aforementioned drawbacks.
However, if no action is taken these deficiencies will redouble as conflicts of interest and
regulatory duplication extract an ever-increasing cost on industry and investors.

To address these concerns, we support consolidation of the broker-dealer regulatory functions for
firms that are dually regulated by both the NYSE and the NASD in accordance with the
following objectives:

There should be one principles-based rulebook for broker-dealer activities, and one source of
interpretations, examinations and investigations for compliance with that rulebook;

Broker-dealers should have fair representation in the governance of the SRO that oversees their
affairs;

Broker-dealers should pay fees for regulation of broker-dealer activities through a transparent
fee-setting process, and fees for specific services or products should be designed to recover costs,
but not to subsidize the general cost of regulation or to cross-subsidize other products or business
lines;

The SRO’s costs should be contained in a budget that is subject to independent review; and

Examination programs and queries for trade information should be structured to eliminate
duplication.

These objectives should be embodied in a single organization for those broker-dealers currently
subject to duplicative regulation by the NYSE and the NASD. By eliminating unnecessary
regulatory duplication and inherent conflicts of interest, a revamped self-regulatory structure can
strengthen investor protection and increase the competitiveness of the U.S. capital markets. A
principles-based rulebook would strengthen the competitiveness of our markets by capturing the
benefits of risk-based regulation now increasingly practiced in other major markets around the
world. Except for regulation of trading on an exchange, all activities of broker-dealers that are
currently regulated by both the NYSE and the NASD- encompassing licensing of individuals,
sales practices, supervision, communications with the public, net capital and margin
requirements, account statements and securities distributions -- would be handled by one body.
This consolidation would not apply to each exchange’s trading rules, market surveillance or
listing standards, which should remain separately administered by their respective marketplace
SROs, so as to draw on specialized knowledge of their own market.

I. Strengths and Weaknesses of the Current SRO System



The success of today’s self-regulatory governance is directly related to member involvement in
the process.6 Self-policing by professionals who have the requisite working knowledge and
expertise about both marketplace intricacies and the technical aspects of regulation creates a self-
regulatory system with valuable checks and balances. Supplemented by government oversight,
this tiered regulatory system can provide a greater level of investor protection than the
government alone might be able to achieve.

Because self-regulators are on the frontline of marketplace developments, they have an intimate
knowledge of industry operations, trading, and sales practices. As a result, they can develop and
revise rules — which are typically forward-looking and up-to-date with market realities — more
quickly and frequently than traditional government regulators. In addition, SRO rules often set
standards that exceed statutory or common law legal minimums. For example, the NASD
requires that its member firms adhere to “just and equitable principles of trade,” a standard that
generally exceeds the anti-fraud requirements of securities statutes and SEC rules.

A. Conflicts of Interest.

In spite of how well self-regulation has worked, market participants, governmental bodies,
scholars and investor advocates have recognized in recent years a growing need for structural
reform of self-regulation. The main concern revolves around the potential conflicts of interest
due to the SROs’ roles as both market operators and regulators.7 The profit motive of a
shareholder-owned SRO further heightens the concern that self-regulation could be impaired.8
Moreover, as discussed at pages 15-16 below, the current lack of transparency and competition
in setting market data fees is heightened with just two consolidated for-profit market centers.

This conflict between operating and regulating a market has been publicly discussed since the
NYSE first raised the idea of demutualizing in the late 1990s. For example, NYSE Group (the
for-profit parent) would have an interest in promoting trading products offered by it, and
discouraging broker-dealers from offering competing products. Similarly, NYSE Group would
have a strong interest in promoting trading on its exchange, and could discourage broker-dealers
or their affiliates from offering, or routing trades to, competing platforms. These types of
conflicts have long been an issue between exchanges and their members, even pre-dating for-
profit exchanges. Conflicts have grown as exchange members have become increasingly
competitive with the NYSE. For example, NYSE members have been internalizing order flow
and offering alternative trading venues that compete with the NYSE for third party order flow.9
Once an exchange or its parent gains for-profit status, this conflict of interest becomes much
more acute.10 In addition, as the NYSE Group or its subsidiaries enter into a broader array of
businesses, or add to their trading products (as they have stated they plan to do)11 the
opportunities for conflicts will multiply.

The SEC recently approved a restructuring of the NYSE regulatory function in connection with
the Archipelago merger.12 We think that the proposal approved by the SEC falls short of the
degree of separation that is necessary to insulate regulation from the business interests of a for-
profit parent.13 However, we do not wish to disturb the finality of the SEC’s decision, on which
the NYSE’s legitimate and urgent business plans rest. Rather, we hope that the Commission,
with the support of this Committee, will continue to address this issue by ensuring that the NYSE



and NASD finalize their stated intentions to move the regulatory functions that are the primary
source of the conflict — regulation by the NYSE of its competitors14 -- out of the sole control of
the NYSE and into an entity that consolidates the overlapping regulatory programs of the NASD
and NYSE.

B. Duplicative and Inconsistent Regulation.

Another major concern is duplicative and inconsistent regulation among multiple SROs, as well
as redundant SRO regulatory staff and infrastructure.15 Regulatory duplication can, and does,
occur with rulemaking, data reporting, examinations, and enforcement actions. On the
rulemaking front alone, both the NYSE and the NASD frequently adopt separate rules on similar
or identical topics, leaving many firms to cope with two different standards, including different
record-keeping, procedural and audit trail requirements for the same product or service.
Similarly, on the examination front firms have expressed concern about a lack of coordination
among the SROs, and between the SROs and the SEC’s Office of Compliance Inspections and
Examinations (“OCIE”). Another area of significant and rising redundancy concerns trade
reporting. Currently, the trade information requested and the formats may be different for each
SRO. Since the information requested could go back many years, firms must maintain access to
all the old historical data while allowing the flexibility to augment the data with today's newly
requested and created fields of information resulting from new regulation. This process is
extremely difficult and costly to manage. A consolidated SRO would more easily be able to work
with the industry to develop a system that would submit all order and execution data in a
standardized format to an industry data warehouse. This will eliminate a key unnecessary
redundancy in the current SRO system.

C. Solutions.

In addition to the waste of regulatory resources, the impact on investors from unnecessary
compliance costs, in terms of either increased costs or reduction in choices of products and
services, should not be minimized. Fortunately, the senior staffs of both the NYSE and the
NASD are signaling a clear intention to address these issues. We are greatly heartened, for
example, by recent remarks by senior officials of both organizations indicating a commitment to
combine their regulatory functions (albeit with different points of view on how that should
occur).16

It is important to emphasize that some form of regulatory consolidation of NYSE and NASD
rules into one risk-based rulebook, rather than merely seeking to “harmonize” two separate
rulebooks, is the only approach that makes sense in the long term. We have worked with both
SROs on specific discrepancies between their rulebooks and interpretations, and many of these
issues have been resolved through great effort. 17 A recent regulatory effort on business
entertainment is a good illustration of why this approach is only a stopgap solution that is far less
desirable than one consolidated rulebook. In the past year both the NYSE and the NASD have
considered new rules on gifts and entertainment given by broker-dealers or their employees to
employees of customers. Initially, the two SROs considered vastly different approaches. After
we raised concerns about the inconsistent approaches, the two SROs worked with each other and
with our industry to devise a single, principles-based approach that is now in the process of being



adopted. Even now, however, there are small but substantive differences in the key proposed
definitions of “business entertainment” and “customer.”18

In its recent regulatory filing, the NYSE committed itself to continuing to work with the NASD
to address inconsistent rules and duplicative examinations, and “to use its best efforts, in
cooperation with the NASD, to submit to the Commission within one year proposed rule changes
reconciling inconsistent rules and a report setting forth those rules that have not been
reconciled.”19 Although this determination to address inconsistencies and duplication as they
arise is praiseworthy, it is not a satisfactory long-term solution. First, as the business
entertainment example illustrates, it requires continual senior-level effort to reconcile new
discrepancies as they arise, and even then the resulting rules may have some discrepancies in
nuance or interpretation. Second, harmonization does not resolve the concern about conflicts
when a for-profit exchange has regulatory power over its competitors. Third, no matter how
capable the regulators or how valiant their efforts to reconcile their rules, in light of the
variations in institutional culture, history and constituency among the NYSE and NASD, just
synthesizing their rules will be inferior to what could be produced by a single regulator. Think of
the result if Hemingway and Faulkner sought to “harmonize” their work. This is particularly true
given that rule interpretation is as important to the outcome as the literal wording.

Rather than trying to pick and choose between existing SRO rules, or splitting the difference
between two separate rules addressing the same conduct, investors, issuers, and the industry
would benefit greatly from the more “prudential” regulatory approach followed by other
financial service regulators. A principles-based rulebook — one that abjures the temptations to
write highly proscriptive and inflexible rules, then use examination and enforcement programs to
set unwritten policies that the rules fail to articulate — will benefit investors and the U.S. capital
markets alike. It will foster an atmosphere in which broker-dealers will be more likely to take the
initiative and approach regulators with issues they have self-identified in order to seek a rational
solution, rather than simply self-police for compliance with highly technical, and possibly
outdated, rules.

In short, duplication and inefficiency will continue to occur as long as two separate entities
regulate the same conduct of the same firms. The only effective long-term answer is to combine
the best elements of the existing SRO broker-dealer regulatory programs in one centrally-
managed entity that is responsive, accountable, transparent and well-funded.

I1. Significance of the NYSE-Archipelago Merger

The proposed NYSE- Archipelago merger represents an important opportunity to address the
valid concerns raised by critics of self-regulation. The following are some observations about the
implications of the merger.

(1) There is strong economic justification for the NYSE’s transition to for-profit status, and none
of our comments today should be taken as opposition to the merger with Archipelago. The
merger both illustrates and accelerates the trend toward increased consolidation of, and
competition between, market centers around the globe. This competition is, on balance, a very
healthy development.



(2) This global competition applies not just to market centers, but to all types of financial
intermediaries. Unnecessary regulatory duplication and failure to embrace risk-based regulation
are weights around the ankles of financial intermediaries in the United States that has a real cost
in terms of the future competitiveness of our capital markets. The merger represents an
opportunity to address these disparities.

(3) The merger raises the exact issues that both the SEC and SIA have identified previously
concerning conflicts between shareholders’ interests and regulatory authority. In general, to the
extent that self-regulatory conflicts are seen to have contributed to lapses in oversight in recent
years, the incorporation of the regulatory function in a for-profit exchange structure can only
heighten those concerns. A number of stock exchanges around the world have become for-profit
over the past decade, and all of them have taken steps to ensure “structural separation between
the supervisory authority and the management of the exchange or market.”20

In fairness, the NYSE proposes some steps to address this conflict. Each of its regulatory
divisions (Listed Company Compliance, Member Firm Regulation, Market Surveillance,
Enforcement and Dispute Resolution/Arbitration) and its 700 employees will be moved into a
separate affiliated non-profit entity, which will regulate all aspects of the NYSE parent’s
markets, as well as the activities of the Pacific Stock Exchange (which Archipelago now owns).

While moving regulation out of the parent organization is certainly necessary, it is not sufficient.
We have expressed concern21 that the new entity, titled “NYSE Regulation,” will be under the
control of a board of directors that will include a number of its members drawn from the NYSE
parent’s own board. Moreover, the NYSE itself, which will have plenary authority to review
actions of NYSE Regulation, will be controlled by directors of the for-profit parent. Just as the
NYSE has made solid efforts to foster more assertive and less conflicted boards for the
companies that it lists, we had hoped that it would recognize the conflict that NYSE Group
directors may bring to the boardroom when they serve as directors of the subsidiaries that
regulate NYSE Group’s competitors. While the SEC secured some modest adjustments to the
NYSE’s proposal to address these concerns, they stopped well short of what we thought was
desirable.

The SEC’s approval order illuminated another potential conflict between the NYSE for-profit
parent and its regulatory affiliate: the potential for misuse of NYSE Regulation’s ability to
impose fines and penalties to benefit the parent’s business. The NYSE’s proposal states that such
monies cannot be used for commercial purposes or distributed to any entity other than NYSE
Regulation.22 However, even if penalties or fines cannot be diverted to directly benefit the
parent’s bottom line, the possibility still remains that NYSE Group directors participating in the
oversight of the regulatory function could encourage heavy reliance on fines and penalties, most
or all of which would come from NYSE Group competitors, to sustain the regulatory budget.
The SEC appears to have concerns in this area, since as part of the approval process it asked for
and received from the NYSE a commitment to file a separate proposed rule on NYSE
Regulation’s use of regulatory fees, fines, and penalties.23

The most effective way of dealing with the conflict between the NYSE’s regulatory authority
and its business interests, as well as with duplicative regulation, is to combine the overlapping



broker-dealer regulatory functions of the NYSE and NASD in a separate entity. Fortunately,
senior NY SE officials in recent public statements have seemed to recognize this, and have
suggested they are “open to the idea of a ‘joint venture’ with the NASD.”24

This convergence of views suggests that this is an ideal moment for implementing significant
structural reform to self-regulation. Unfortunately, the NYSE and NASD seem to be at an
impasse on turning their shared views into reality. From recent public statements, the NYSE
appears to favor a true “joint venture,” controlled by both the NYSE and the NASD, to regulate
the firms that are currently dually regulated, while the NASD seems to seek to move the NYSE
regulatory functions into itself, or possibly to create an entirely new regulatory entity totally
separate from either existing SRO. We think any of these approaches could achieve the five
goals that we outlined on page 3 above.

For example, a joint venture by the two SROs for dually regulated firms could be structured so
that it alleviates the conflicts inherent in a for-profit parent regulating its competitors by
providing (i) a single principles-based rulebook, (ii) a single examination staff (e.g., by
contracting the examination function out to one of the SROs, or by seconding examination staff
from the NASD or the NYSE) so that the purpose of a single rulebook is not undermined by
duplicative or inconsistent examinations by two sets of regulators, (iii) the protections that we
discuss below regarding public and industry involvement in its oversight, and (iv) restrictions on
the use of market data fees or enforcement penalties to fund its operation. Since the NASD
arguably does not face conflict of interest issues to the same degree as the NYSE,25 a structure
involving folding dual-registrant regulation into an arm of the NASD, or into a new entity
entirely independent of either SRO, could be at least as effective a means to satisfy the conflict
of interest concerns.

We strongly urge this Committee and the SEC to take the lead in capitalizing on the
opportunities created by these developments. The differences between the NYSE and NASD are
much less significant than their agreement with the principle that consolidation should occur, and
as long as the SEC and this and other Congressional oversight committees stay engaged, these
differences should be bridged in short order. With the help of this Committee and the
involvement of the SEC, SROs, market participants and investors working together, one of these
forms of a “hybrid regulator” could be the vehicle for driving self-regulation into the 21 st
century.

II1. Structural Reform of Self-Regulation

Consolidating broker-dealer regulation addresses the two primary areas of weakness in the
current self-regulatory structure we identified previously — conflicts of interest and regulatory
inefficiency. In addition, the proposal will likely provide better investor protection. Enhanced
regulatory efficiency will allow both the SROs and firms to use compliance resources more
effectively. Regulatory accountability will be bolstered as the result of one entity being
responsible for overseeing broker-dealer activity at the SRO level. Finally, the regulatory
expertise of the SRO staff will expand as a single SRO gains the resources, power, and prestige
to attract talented staff. At the same time, the existence of multiple-market SROs, each with
responsibility over those regulations applicable to its unique trading structures, will keep market



expertise where it is most useful. Much of the innovation that makes the U.S. markets so strong
occurs in market operations, so the maintenance of separate market SROs will foster continued
competition and innovation and preserve U.S. capital market dominance.

In general, the SEC has already begun moving toward more universal capital market rules. For
instance, parts of Regulation SHO26 and Regulation NMS27 reflect a convergence of rules.
Regulatory consolidation will build on this streamlining of regulations while eliminating
redundancies and gaps in regulatory coverage.

C. Overseeing a Consolidated Regulator.

We realize that SRO regulatory consolidation would concentrate regulatory power and authority
in one entity. Therefore, this regulatory structure will function effectively only if the SEC
provides attentive oversight that includes the vigilant review of the consolidated regulator’s costs
and fee structures. Similarly, the Commission should review the consolidated regulator’s final
disciplinary proceedings in order to counter any self-serving interest by the regulator in levying
excessive enforcement fines that would be paid into its own coffers.

Additionally, strong public and member involvement will become even more important to
prevent the consolidated regulator from becoming an unresponsive entity with prohibitive cost
structures. While the consolidated regulator should have a majority of non-member
representatives on its board, it will need substantial member input — especially from smaller cost-
sensitive members — to effectively oversee regulation across a diverse group of members with
divergent needs and business models.28 Member involvement and SEC oversight of the hybrid
SRO also will be necessary to identify and harmonize any “boundary” issues between conduct
rules subject to the consolidated regulator’s oversight, and market rules subject to the continued
oversight of the various market SROs.

The SEC should develop increased transparency requirements for the consolidated regulator,
particularly concerning funding and budgetary issues. Making the regulator’s operations
transparent to both members and the investing public will place appropriate checks on the
consolidated regulator and will enhance accountability to its constituents.

D. Funding the Regulator.

Another significant issue is how best to fund the consolidated regulator. The goal of the
consolidated regulator is not to stint on regulation, but to make each regulatory dollar more
effective. At the same time, fees for regulation should be apportioned to the industry on a fair
and reasonable basis. Imposing regulatory fees that exceed the true costs of regulation acts as a
tax on capital and imposes undue harm on the capital-raising system. We recommend that the
consolidated regulator be required to define the costs necessary to meet its self-regulatory
obligations, prepare and make public a budget to meet those obligations, and then fairly
apportion those costs among members by making periodic filings with the Commission subject
to public notice and comment.



Regulatory funding for the consolidated regulator should come from regulatory fees assessed on
broker-dealers, as well as from the issuers and other constituents of the trading markets. Trading
markets will benefit significantly from regulatory oversight of broker-dealers and the various
examination and continuing education programs conducted by the consolidated regulator. Such
regulation and education initiatives foster the market integrity and investor confidence that bring
so much business to the U.S. capital markets. Markets would receive these benefits, and market
SROs should assume some of the associated regulatory and administrative costs.

Market data fees should only fund the collection and dissemination of market data — not
regulatory costs.29 Combining the broker-dealer regulatory functions of the NASD and NYSE
should result in savings for the SROs that may offset much of the loss of market data fees as a
revenue source. If there is still a shortfall due to the elimination of market data fees, the industry
is willing to pay higher regulatory fees to the consolidated regulator than it now pays to the
NYSE and NASD. For member firms, higher fees would be offset by relief from the burdens of
duplicative regulation and market data fees that vastly exceed their costs. Our only qualification
is that any increase in regulatory fees on member firms should be, allocated with the SEC’s
assistance and in a manner that does not place an undue burden on smaller firms.30

IV. Eliminating Excessive Market Data Fees

Regardless of the outcome of regulatory consolidation, it is vitally important that the SEC deal
with longstanding concerns by market participants about the opaque and non-accountable way in
which market data fees are currently set.31 The purpose of disseminating market data is to create
transparency in the prices that investors receive for buying and selling securities and, where there
are competing market centers, to increase investor choice and opportunity. For that reason,
regulation should not depend on revenue from market data fees. The current approach to market
data fees hurts the transparency of prices and imposes unjustifiable costs on market participants
and, ultimately, investors.

The conflicts arise from the danger that that the current lack of transparency and competitiveness
in setting market data fees will foster monopolistic behavior, with the ability to use the monopoly
revenue to subsidize other activities. The proposed NYSE and Nasdaq mergers heighten this
danger, by creating the prospect of an oligopoly over market data controlled by just two
consolidated for-profit market centers. A cost-based approach will minimize many of the
conflicts of interest related to market data fees that SROs face now.

Market participants are legally required to provide certain specific market data to the SROs.
Market participants should not be required to relinquish any additional rights to market data as a
condition of membership in an SRO. Indeed, an SRO should not be permitted to condition access
to the exchange on the acceptance of terms that seem designed primarily to advance the
commercial interests of the exchange.

We applaud the SEC’s expressed intention to address many open issues concerning market data
fees in the context of SRO reform.32 We strongly believe the resolution of these issues — sooner
than later — is of the utmost importance for the integrity of the markets.



Conclusion

America’s securities markets are the envy of the world, but we must be vigilant about removing
unnecessary regulatory inefficiencies if we are to maintain our international preeminence. We
are eager to work with Congress, the SEC, the SROs, and all other interested parties to ensure
that our markets remain the most transparent, liquid, and dynamic, with unparalleled levels of
investor protection.

Thank you.
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