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REPORT PURSUANT TQ SECTION 21(a)
OF THE SECURITIES EXCHANGE ACT OF 1934
REGARDING THE NASD AND THE NASDAQ) MARKET

L INTRODUCTION AND SUMMARY

The Comrmission staff has conducted an investigation of the operations and activities of
the National Association of Securities Dealers, Inc, ("NASD") and of market making activities
in the Nasdaq Stock Market ("Nasdag market™). The investigation uncovered a number of
matters of fundamental concern about the operations and structure of the NASD and the Nasdaq
market, as set forth herein. The Commission believes that significant changes to the NASD and
the Nasdaq market are warranted. The Commission has deemed it appropriate to issuc this
Report of Investigation ("Report"} pursuant to Section 21{a) of the Securities Exchange Act of
1934 ("Exchange Act"} in order to discuss the matters uncovered in the investigation and, in
particular, deficiencies in the NASD's oversight of the Nasdag market and its failure to enforce
compliance with the NASD's rules and the requirements of the federal securities laws.!

Based on the results of the investigation, the Commission finds that the NASD violated
Section 19{z) of the Exchange Act by faling adequately to comply with certain NASD rules and,
without reasonable justification or excuse, to enforce compliance with the Exchange Act and the
rules and regulations thereunder, including Sections 10{b), 11A, and 15(c) and Rules 10b-3,
11A23-1(¢), 11AcI-1(c), and 15¢1-2, and its own rules, including Article IO, Section 1 of the
NASD’s Rules of Fair Practice and Schedule C of the NASD's By-Laws. The NASD has
consented to the issuance of this Report without admitting or denying any of the findings set
iorth herein.

A primary focus of the investigation was whether the NASD had adequately carried out
its obligation under the Exchange Act to oversee the Nasdaq market and the conduct of its
members. The investigation identified a number of serious deficiencies in the NASD's
performnance of its duties as a self-regulatory organization ("SRO™), especially as they relate to
oversight of the Nasdaq market, The NASD failed over a pericd of time to conduct an
appropriate inquiry into an anticompetitive pricing convention among Nasdaq market makers,

' The findings made in the Commission's Report are solely for the purpase of the Report

and are not binding on any other persen or entity named as 2 respondent or defendant
in any other proceeding. In addition to describing conduct directly evidencing the
NASI»s viclation of Section 19(g) of the Exchange Act, the Report describes conduct
of the NASD and its members that has problematic implications for the Nasdag market
and the manner in which the NASD carries out its self-regulatory functions. The
issuance of this Report and the concurrent enforcement action against the NASD do not
preclude further enforcement actions apainst other persons or entities arising from
activities uncovered in the investipation.



even though the NASD knew of facts and circumstances evidencing such matters by 1990, In
addition, the NASD failed to enforce vigorously significant rules applicable to its market maker
members. These rules included the firn quote rule? and the trade reporting tule,’® both of
which are crucial to the fair operation of the Nasdaqg market.

The investigation revealed that the Nasdag market has not always operated in an open and
frecly competitive manner. Nasdaq market makers have engaged in a variety of abusive
practices to suppress competition and mislead customers.* The investigation found the following
abusive practices:

. Nasdag market makers widely followed a pricing convention pursuant to which
many securities were quoted only in even-eighth prices.” Adhberence to this
practice, as detailed in this Report, was not the result of natural economic forces
and often increased the transaction costs paid by investors.® Certain market
makers also discouraged other market makers from narrowing the displayed
quotes for smaller orders. Market makers that failed to follow these conventions
were semetimes subjected (o harassment and an unwillingness te trade by other
market makers who were attempting to enforce compliance with the conventions.

a Numerous market makers collaborated without disclosure to their customers in
ways that misled and disadvantaged their customers and other market participants,
These market makers coordinated their price quotations, their transactions in
securities, and their trade reports. For example, the investigation found that some
market makers have displayed quotations at prices at whick they did not intend
to trade in order 10 help another market maker trade, have orchestrated artificial
increases or decreases in prices of trades, and have improperly delayed the

? See infra note 68,
See infra note 73,

The record varies as to the degree of paricipatien ©of particular market makers in the
specific activities described in this Repor.

For example, prices will be queted in intervals such as $20 1/4, $20 1/2, $20 3/4, or
$21, but not $20 1/8, $20 3/8, $20 5/8, or $20 7/8. The pricing convention is described
herein at VI.A.J.

The Commission is not suggesting that parallel pricing behavior, standing alone, is
necessarily a violation of the securities laws. However, such conduct may well raise
sericus questions that regulators should investigate and evaluate. When a pricing
convention results from a reciprocal understanding among market makers, is maintained
by a reciprocal understanding, or is enforced through harassment or other means, it
raises serious anticompetitive concerns.



repocting of trades to the Nasdaq market for their benefit or that of ancther
marker maker.

Some market makers, without disclosure to their customers, shared information
with each other about their customers® orders, including the size of the order and,
on occasion, the identity of the customer. They also shared information about
their inventory positions, trading strategies, and the prices they planned to quote.

Numerous market makers frequently have failed to hongr their price quotations
m violation of Commission and NASD rules requiring fimm quotations and
prohibiting misleading eor fictitious quotations. Ceriain market makers have also
refused to honor their firm quote obligations in a selective and discriminatory
fashion as a means of punishing certain market participants. This conduct was
anticompetitive, inconsistent with the operation of a free and open market, and
resulted in unfair discrimination between and among market participants.

Many market makers have not consistently reported their trades to the Nasdag
market on time or apprepriately designated as required by NASD rules. As a
result, the sequence of trades publicly reporied by Nasdag has been maccurate.

These praclices by market makers directly harmed the Nasdaq market, other market

participants, and large and smail investors.” Adherence to the pricing convention often affected
the prices reflected in the Nasdaq quotes, thereby impacting the faimess and accuracy of
guotation infermation disseminated in the marker and interfering with the economicaily efficient
execution of transactions. The convention also impaired the ability of investors to ascertain the
best market for their trades, increased the costs of tramsactions, and resulted in unfair
discimination among classes of market participants. The undisclosed activities of market
makers that coordinated price quotations, transactions in securities, and the timeliness and
sequence in which they reported trades, misled market participants and customers, impaired
disclosure of the guotations and prices at which dealers were actually willing to buy and sell,
and lessened the ability of investors and other market participants 10 obtain competitive prices,

T

While the Commission is describing the behavior of market makers in the Nasdag market
in discussing the conduct of the NASD, the Commissicn 1s not making specific findings
in thiz Report with regard to the condoct of any individual market making firm. The
investigation of trading in the Nasdaq market recently conducted by the Department of
Justice’s Antitrust Division found no evidence that the pricing convention described
herein resulted from "an express agreement reached among ali of the market makess in
a smoke-filled room. " Competitive Impact Statement of the U.S. Department of Justice
Antitrust Division at 15, United States v. Alex. Brown & Sons et al., (S D.N.Y.
July 17, 1996). Although the findings of the Commission’s investigation are consistent
with that conclusion, one need not determine that the pricing convention arose out of
explicit "cotlusion” to find that the convention had anticompetitive consequences and was
harmful to the interests of investors.



The interests of markst participants in accurate, fair, and rzliable pricing were not served.
Moreover, the duties that those market makers owed to their customers were compromised by
undisclosed sharing of customer information and the repeated failure to homor quotes or report
trades promptly or with appropriate designations.

Tie NASD's failure to investigate and pursue aggressively clear indications of possible
viplations seriously undermined its ability to ensure compliance with the NASD’'s own rules as
well as the requirements of the federal securities laws. As discussed below, the consequences
for the Nasdaq market of this failure were exacerbated by the undue influence exercised by
Nasdaq market makers over various aspects of the NASD's operations and repuniatory affairs.
This influence made vigorous enforcement by the NASD even more essential to the fair
operation of the Nasdaq market.

I, CONCURRENT COMMISSION ENFORCEMENT ACTION

Aleng with the issuance of this Repont, the Commission has today instituted proceedings
against the NASD pursuant to Section 19¢h) of the Exchange Act.®* The Order Instituting
Proceedings in that action alleges that the NASD failed to comply with centain NASD rules and,
without reasonable justification or excuse, failed to enforce compliance with the Exchange Act,
the rules and regulations promulgated thereunder, and its own rules, in violaticn cf Section 19(g)
of the Exchange Act. The Order finds, among other things, that the NASD failed to take
appropriate action to investigate effectively and to address adequately violations and potential
violations of the federal securities laws and the NASDY's rules. Without admifting or denying
the allegations of the Order, the NASD consented to the entry of the Order, which censured the
NASD and ordered it to comply with cerfain undertakings designed to address the problems
alleged n the Crder.?

OI. REMEDIAL MEASURES IMPLEMENTED BY THE NASD

The Commissicn notes that the NASD has taken and will take significant remedial steps
relating to its governance and regulatory structure, Combined with the undertakings which the
MASD has agreed 10 as part of the mesolution of the concurrent administrative proceceding
instituted by the Commission, these measures are intended fo address many of the issues and
concemns discussaed in this Report.

The NASD reorganized te provide for a Board of Governors which includes a majority
of non-industry members. The NASD also created two new subsidiaries: (a) NASD Repulation,
Inc. ("NASDR"), which has primary responsibility for regulatory matters, and (b) The Nasdag

*  On September 29, 1995, the Commission also proposed new rules and rule amendments

intended to improve order handiing and transparency in both exchange and dealer
markets ("Order Handling Rules™). See discussion infra Part VIII.B.

% A description of the undertakings appears infra Pant VIIT A



Stock Market, Inc., which has primary responsibility for operating The Nasdag Stock Market.
Both of these subsidiaries have Boards of Directors consisting of equal numbers of industry and
non-industry members. Members of all three of these Boards were carefully selected to
represent a wide range of the NASD's constituencies. Impontantly, the concept of balance, of
industry and non-industry, or, in some cases, majority non-industry members, has been exte,ndad
to certain important committees of the NASD or its subsidizaries. These include the NASD Audit
Committee, the NASDR Executive Commitiee, the NASDR National Business Conduct
Committee, the NASDR Natioral Arbitration and Mediation Committee, the Nasdag BExecutive
Committee, and the Nasdaq Quality of Markets Committee. TFhese steps represent significant
changes in the NASDY’s self-regulatory process.

. The NASD has also commenced affirmative steps to address the regulatory issues
discussed in this Report. The NASDR Board of Directors has authonzed a 7% increase in
NASDR staff for positions principally in the Enforcement, Examination, and Market Regulation
programs. The NASD has instituted measures to enhance the enforcement of the trade
reporting, firm qoots, customer limit order handiing, and other market making rules, and has
begun the development of an enbanced audit trail. The NASD is in the process of taking
additional remedial measures to ensure the fair review and disposition of applications for
membership and to change its disciplinary processes to include hearing officers and add
procedures aimed at achieving greater efficiency and faimess. The NASD is also enhancing its
systems for trading and market surveillance, including compliance with late trade repotting and
varions other NASD trading rules. The NASD has created two new offices, the Office of
Individual Investor Services and the Office of the Ombudsman, to more fully serve the interests
of investoss and other NASD constituents.

The NASD has represented that in conjunction with the undentakings set forth in the
Chrder Insututmg Proceedings and other remedial measures it has taken and will take, the Board
of Govemors of the NASD and the Board of Directors of NASDR have authorized $25 million
and have committed to expend an additiopal $75 million over the next five years, to enhance its
systems for market surveillance, including the development and implementation of an enhanced
audit trail, and to increase its staffing in the areas of examination, surveillance, enforcement,
and internal audit,*

' These funds are in addition to 1995 funding levels for these activities, If, over the
course of this time period, the Board of Governors of the NASD and the Board of
Directors of NASDR believe that the $100 million expenditure is not achievable or
feasible, the NASD may, by application to the Commission, seek modification of this
commitment.



V. SELF-REGULATION IN THE OTC MARKET
A The NASI} and the OTC Market

When the Maloney Act was adopted in 1938, its principal purpose was to provide for a
means of regulating the over-the-counter ("OTC*) market. To that end, the NASD was
organized in 1939, incorporating the concept of industry self-regulation which had received
federal racognition in the Exchange Act. Under the Exchange Act, the NASD, as an SRO, must
be organized and have the capacity to comply with and enforce compliance with the Exchange
Act and rules thereunder, The NASD’s mles must be designed to prevent fraud and
manipulation, to promote just and aguitable principles of trade, and to protect investors and the
public interest. Its rules may not unfairly discriminate among customers, brokers, dealers, or
issuers, fix minimum profits, or repulate marters not related to the purposes of the Exchange
Act. The miles are required to provide fair procedures bath for disciplining members and for
denying access to services. Because of the vital public interest in the faimess and integrity of
quotations, the NASD is specifically required by the Exchange Act to have rules designed to
ensure that quotes arg fair and mformative and to prevent fictitious or misleading quotations.
The Exchange Act mandates that the NASD vigilantly safeguard the integrity of its market by
striving 1o meet these poals.

Historically, Nasdaq market makess have not been snbjected to the restrictions on trading
activity that were imposed on exchange specialists by Secticn 11{bj of the Exchange Act and
Exchange Rules. Because the OTC market was structured to provide for multiple competing
dealers, Congress and the Commission saw less need to limit propnietary trading or to otherwise
address the conflicts that arise from the combined role of broker and dealer. Vigorous inter-
dealer competition was szen as assuring efficient price discovery, parrow spreads, absence of
collusive opportunity, and the self-enforcing effects for which self-regulation strives.

The 1963 Special Study of the Securities Markets ("Special Shudy") reiterated that "[t]he
ultimate safepuard for the integrity of interdealer markets is ofign said to be the factor of
competition among dealers."!! The Special Study identified a number of anticompetitive and
manipulative practices in the OTC markets of the day: failure 1o honor quotations, trading ahead
of customers, "hand holding" {friendtiness among traders muging from sharing customer trade
infermation 1o secretly investing in joint accounts), blackballing, nontransparent pricing, and
wide spreads set by committees of members, among others. The Special Study concluded that
"competition in these markets may at times be impaired, resulting in an appearance of

competition that may not always accord with reality.*'? Momeover, the Special Study found
that:

" Staff of Special Study of the Securities Markats, B8th Cong., st Sess., of_Special
Study of the Secupties Markets, pt. 2, 661 (Comm. Print 1963).

'* Id, atpr. 2, 577,



the appearance of several dealers’ active interest in a security may not be a
reliable indication of a competitive market, either because most of them are in
fact appearing for one and thus making a single market or because "holding
hands" or similar practices may restrain actual competition. Regulatory measures
appropriate for genvinely competitive markets may thus be quite inappropriate or
inadequate for those where competition is lacking, whether this fact is readily
apparenat or is disguised under an agpearance of competition. "

To address these issues and in the wake of Comgress's 1975 mandate for a national
market system, the Commission pursued various inifiatives toward the creation of greater
transparency and reliability for OTC quotations: conselidation and public dissemination of the
market-wide best bid and offer, firm quote obligations, and designated market maker status,
Timely last sale reporting and surveillance capabilities sufficient w police compliance with trade
reporting rules were other initiatives designed to provide a greater level of disclosure of market
information, which in furn was seen as a means to enhance the level of competitioa in the OTC
markets. Each of these changes has given the Nasdaq market preater visibility and enhanced
investor confidence in its essential faimess.

Notwithstanding the inherent potential for self-regulation to favor the interests of the
securities industry over those of the investing public, self-repulation has been viewed as having
certain advantapes over direct governmental regulation. Industry participants bring to bear
gxpertise and intimate knowledge of the complexities of the secunties industry and thercby
should be able to respond guickly 1w regulatory problems.  Self-regulation supplements the
resources of the government and reduces the need for large povernment burgaucracies. In
addition, SROs can adopt and enforce compliance with ethical standards beyond those reguired
- by law.

The benefits of self-regulation, however, can be realized only if, among other things, the
SRO fully informs itself of the nature and purposes of the full range of activities occurring in
the market. The SRO must vigilantly surveil and investigate the activities of market participants
and take appropriate action as warranted under the facts and as required by law.

B. The Nasdag Stock Market

Masdaq is the second largest stock market in the United States. Founded in 1971, the
Nasdaq market has experienced remarkable growth in the twenty-five years of its existence.
Today nearly 6,000 issues trade on Nasdag and total capitalization exceeds $1 trillion, Daily
trading volume of 400 million shares is commonplace and, in recent months, bas exceeded 600

million shares at times. The Nasdaq composite index has risen from 100 in 1971 to over 1,000
today.

1 1d. a1 pt. 2, 661-62.



The NASD owns and operates Nasdaq and also serves as the Nasdaq market’s primary
regulator. This dual role requires the NASD to subordinate its commercial interests as the
owner of the market to its public interest mandate as an SRO to proiect investors. The
Securities Act of 1933 {"Securities Act™) and the Exchange Act were both adopted, in pan,
based on the recognition that the securities markets are imbued with the public interest. Nasdaq,
as a facility of the NASD, a self-regulatory organization, cannet operate in all respects like a
private enterprise, Both the NASD and Nasdaq must be governed and operated in accordance
with the abligations of an SRO as set forth in the Exchange Act and the NASD's rules.

C. Commission Oversight of the NASD

The Commission recognizes its responsibility o oversee the NASD and, ultimately, to
gnsure compliance with the federal securities laws. The Commission’s investigation of this
matier has been lengthy and thorcugh and it believes that the resulting undertakings of the NASD
will facilitate a more open and competitive over-the-counter market. Notwithstanding this, and
the obligation of the NASD as an SRO to enforce compliance with its rules as well as the mles
and regulations of the BExchanga Act, the concept of self-regulation is, of course, a partnership
between industry and government. Therefore, the Commission acknowledges that it too has
responsibility for oversesing the market with a view to preventing tiie conduct described in this
Report. In this regard, both the NASD and the Commission will have to commit greater and
ongoing vigilance in oversight if self-regulation is 1o be effective.

D. Governance of the NASD
1. The Pre-Investigation Stmucture of the NASD

The NASD is governed by a structure of national and regional bodies. The NASD Board
of Govemnors ("the Board") is the ultimate goverming body, but significant day-io-day authority
has been vested in committees composed primarily of NASD members and NASD governors,
who are generally vepresentatives of NASD member firms. The committees have conducted
virtually all of the disciplinary proceedings, with the Board having an appellate role. The
committees alsc have regulatory functions, such as the admission or rejection of applicants to
the NASD and the fermulation of policy and rule proposals.

Prior to April 1994, the Board consisted of povernors from each NASD regional district,
a number of governors at larpe, and the NASD president. The Board had a certain degree of
latitude to determine the compesition and number of Board govemors. However, the number
of district governors always exceeded the number of governors not elected by the districts (ie.,
Govemnors-At-Large and the President).” The NASD's By-Laws required that various
constitugncies, such as issuers, investors, investment company underwriters, and insurance

* See NASD Manual, By-Laws, Art. VII, § 4(a) {CCH) 1 1183 (1995).



companies, have representatives on the Board." However, the By-Laws ensured that NASD
member firms would always have a majority vote on the Board,

The Board worked directly with various corporate committees, advisory boards, and
standing committees that advised the Board on specific areas of NASD activity. The national
committees were appointed by the Board as it deemed necessary and one or more govemors
could sit on such committees.’* Any commitiee or subcommittee that consisted of one or more
Governors could exercise all the powers and authority of the Board in the management of the
business and affairs of the NASD as permitted by the By-Laws or by resolution of the Board.

The NASD's district structure distinguishes the NASD from other SROs in the securities
industry. Fo provide for Jocal administration of the affairs of the NASD, each district elects a
poverning body called the District Committes. The District Committees are responsible for the
local administration of the association’s affairs and for providing representatives of the district
to the Board of Govemors. While the Board of Governers is respensible for overall
management, the structure of the NASD is centralized and grants the districts bread discretionary
authority. In particular, the District Commnittees act as the fuactional equivalent of a grand jury
with respect to proposed disciplinary actions, conduct disciplinary proceedings, and approve or
disapprove applications for membership, Thus, members sitting on the District Committegs have
the simultanzous responsibitity to determing enforcament policy, sit in judgment of other industry
members, and decide whe will be admitted to the NASD as a member.

2. The Rudman Committee's Review

The NASD's system of govemance has recently been the subject of analysis by the
NASD Select Committee on Structure and Governance, chaired by former United States Senator
Warren Rudman (the "Rudman Committee™. This committee was appointed in November 1994
by the NASD’s Board of Governors with the mandate to review the NASD's governance
structures and the NASD's oversight of the Nasdaq market.”” The Rudman Committee inquired
into the appropriateness of the NASDY's stnuctures for govemance and for cversight and
operation of the Nasdaq market, the NASD's regulatory and disciplinary processes, the exient
to which the NASD provided for appropriate representation of its constituencies, and its policy

¥ NASD Manual, By-Laws, Art. VII, § 4(c) (CCH) ¥ 1183 (1995); ¢f. 15 U.S.C. § 78

3(b) (4} {requining that at least one director be a representative of issuers and investors).
' See NASD Manual, By-Laws, Art. XI, §1 (CCH) § 1241 (1995).

" The Rudman Committee’s mandate expressly excluded reviewing the matters that were
the subjects of the Commission’s investigation.



and rulemalong processes. The Rudman Committee submitted its report to the NASD on
September 15, 1993,

The Rudman Committee's report addressed a wide ranpe of issues and recommendead
changes to the NASD in a number of respects. Particularly pertinent here is the Rudman
Committee’s conclusion that the NASD's governance structure had "blur[red] the distinction
between repgulating the broker-dealer profession and overseeing the Nasdaq stock market."'?
The Rudman Committee also found that the NASD would benefit from greater public
representation in its governing bodies. The Rudman Comenittes recommended that the NASD
reorganize its corporate structure such that the Nasdag market and the NASDYs regulatory
functions would be in separate subsidiaries of the NASD, and that the NASD and these two
subsidiaries have 50% or preater public representation on their boards of governors or directors,
respectively. The NASD is now implementing, in large part, these recommendations of the
Rudman Committee.

The report of the Rudman Committae noted that “[t]he NASD is still governed largely
by a host of committees, each with a2 measure of anthority to assert its own interests and one (the
Trading Committee) with significant influence over the Nasdaq market and trading systems, “*
The Rudmian Committee found that "the NASD Board [was] not well-suited to take a firm hand
in regulating the Nasdaq market and its trading systems.”' Moreover, the Rudman Committee
observed that the void created by the inability of the NASD Board to oversee the Nasdag market
was filled by the Trading Committee, "which primarily represents the interests of Nasdaq market
makers, "#

The Trading Committee considersd issues relating to market making and trading in the
Nasdaq market. The Trading Committeg also developed and recommended new NASD rules
and amendments to existing rules that related to trading and market making, Membership on
the Trading Committee has not consisted of a cross- section of NASD members.® As noted
in the Rudman Committee report:

" Report of the NASD Select Committes on Structure and Governance (Sept. 15, 1995)
(“Rudman Report”).

¥ Executive Summ [ R he NASD Se! mmitt n_ Structure and

Governance 21 (Sept. 15, 1995).
# Rudman Report at IV-6.
I, at Tv-6.
2 Id. at TV-5.

¥ See Appendix Part I.A.2.
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The Trading Committee has significant influence in matters affecting the Nasdag
market. At the same time, however, its membership does not reflect the diverse
constituencies interested in Nasdag. It is, guite literally, a traders’ comminee,
and more importantly, 2 dealers’ commities *

Other Standing Committees that influenced rulemaking efforts, such as the Market Surveillance
Committee and the SOES Users Commitiee, were also composed primarily of market makers.
The Rudman Cemmitiece concluded that "[t]he inescapable fact 15 that the NASD's structure was
tajlored to the relatively insignificant OTC markets of an earlier era, not the second largest
securities market in the United States."®

V. THE COMMISSION’S INVESTIGATION

The Commission’s investigation followed zllegations that rised sericus questions zbout
the integrity of both the Nasdaq market and the NASIY's oversight of that market. Throughout
1993, the NASD's attempts 10 restrict use of its SOES system generated criticisin that market
makers wers using the NASD's mpulatory process 10 hamper legitimate ¢ompetition. In the
spring of 1994, a widely publicized economic study suggesied that market makers implicitly
colluded to maintain artificially wide inside spreads on Nasdaq by avoiding odd-gighth quotations
in many stocks.” Thereafter, several class action lawsuits alleging collusion were filed against
Nasdaq market makers in the sommer of 1994, Tn addition, media accounts reported widespread
allepations that market makers routinely refused to trade at their published quotes, intentionally
reported transactions late in ovder to hide trades from other market participants, and engaped
in other market practices detrimental to individual investors.” Certain NASD member firms
also alleged that the NASD had targeted them for regulatery and disciplinary action because
these firms engaged in trading practices that were disliked by the market makers which
dominated and controlled the NASD. The Commission opened a formal inquiry in the fall of
1994 to investigate the functioning of the Nasdaq marksat and t¢ determine whether the NASD
was complying fully with its obligations as an SRO.

During the investigation, the Commission staff requested and cbtained documentary
evidence from the NASD, Nasdag market makers, and other market participants. The staff
reviewed thousands of hours of audio tapes of traders’ telephone lines, which were produced
pursuant to subpoenas issued to Nasdaq dealers. The staff took the testimony of numerous

* Rudman Report at [I-25 (emphasis in original).
B Id, at TV-6,

L]

William G. Christie & Paul H. Schultz, Why Do NASDAC(Q) Market Makers Aveid Qdd-
Eighth Quotes?, 49 J. Fin. 1813-40 (1994)("Chnistie-Schultz Study".

Seg, e.g., Scot Paltrow, "Inside Nasdaq: Questions about America’s Busiest Stock
Market,” L A. Times, Oct. 20-25, 1954,
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witnesses, including traders from many Nasdaq market making firms and many of the NASD's
officers, employees, and committee members. The staff conducted examinations of more than
twenty Nasdag market maker firms for compliance with centain NASD and Commission nzles
and inspections were performed of varicus aspects of the NASD’s regulatory, surveillance, and
enforcement programs. At the Commission staff’s request, the NASD produced computer data
that embodied audit trail and market maker quote reports for the entire Nasdaq market for a
period of neore than one year. This and other data were used in analyzing trading and pricing
patterns and practices in the Nasdaq market,

¥I. PROBLEMS OF THE NASDAQ STOCK MAREKET
Al Impediments to Price Competition
1. Importance of Competition

The Exchange Act contemplates that the TS, securities marksts shall be "free and
open"®™ with safeguards “to proiect investors and the public interest.*® Vigorous price
competition is a hallmark of a free and open market and is critically important to the efficient
functioning and regulation of a dispersed dealer market. Because Nasdag market makers trade
securities which are otherwise fungible, price should be a principal means of competition in the
Nasdaq market. Any significant hindrance to price competition impedes the free and open
market prescribed by the Exchange Act. The investigation found that certain activities of
Nasdan market makers have both directly and indirectly impeded price competition in the
Nasdag market.

2. Price Quotations in Nasdaq

The Nasdaq market is a dealer market, in which a number of broker-dealers make
markets in the same security. Making a market consists of standing ready to buy and sell a
security at displayed prices. The market makers in Nasdaq quote two prices: a "bid" price, at
which they are willing (0 buy the security, and an "ask" price, at which they are willing to sell
the security, In so doing, they seek to profit by buying at lower prices and selling at higher
prices. A market maker’s bid price will always be lower than its ask price, and the difference
between the two prices is called the "dealer spread.”

Market makers play an important role in financial markets. Demand for market making
services generally arises because buyers and sellers of securities do not arrive at the market at
the same time or with the same quantities to trade. The market maker helps provide a solution
to the uneven flow of supply and demand by standing ready to buy and sell, The market maker
is thus said to provide immediacy to the market. In general, market makers seek 10 sell to

# Exchange Act, § 6(bX5), 15 U.S.C. § 73f(b)X5) (1994).
® Exchange Act, § 15A()(6), 15 U.5.C. § 780-3(0)(6) (1994).
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buyers at prices hugher than the prices at which they boy from sellers. The spread represents
part of the market maker’'s potential compepsation.

Market makers are on one or both sides of almost all trades on Nasdaq. Each issuer
must have at least two market makers for its stock, but the average stock has eleven market
makers. Some of the more actively traded stocks have fifty or more. As of the end of 1985,
there werg 512 firms registered to make markets in Nasdaq securities and 60,950 market making
positions in those securities. Often these market makers display different bid and ask prices.
Their quotes are displayed on the Nasdaq market’s electronic guotation system. The highest bid
and the lowsast ask prices are also separately displayed together, as the "inside quotes,” and the
difference between the two is called the "inside spread.” Display of the inside guotes allows a
viewer to observe immediately the best prices guoted on the Nasdaq market for both buying and
selling a given security.

In peneral, different market makers will be quoting the inside bid and the inside ask
prices. This is because, at any given point in time, some market makers will want to display
an interest in buying a given security and will therefore quote hiph bid prices, while other
market makers will want to display an interest in selling the secority and will therefore quote
lower ask prices.™

Most Nasdaq market making firms not only trade as principals with other broker-dealers
in their market making activities, but also accept customer orders for Nasdag securities. When
executing a customer order, market makers are required to seek the most favorable terms for
the costomer under the circumstances. Historically it was generally accepted among market
makers that this obligation was satisfied for a customer market order” when it was executed
at the appropriate inside quote (i.e., customer orders to buy would be executed at the inside ask
price, and customer onders to sell would be executed at the inside bid price).” The size of the

® For example, assume there are three market makers in a stock. Market maker A guotes
£20 bid and $20 3/4 ask. Market maker B quotes $20 1/4 bid and 321 ask. Market
maker C guotes $20 1/2 bid and $21 1/4 ask. Each market maker has a $3/4 dealer
spread, but at different prices. The inside spread 15 only $1/4 wide, consisting of
$20 1/2 bid {by market maker C} and $20 3/4 ask (by market maker A).

¥ A market order is an order in which the customer does not specify any particular price,

but where the broker-dealer 1s tc execute the order at the best price available under the
ciscumstances.
3 The Commission's proposing release for the Order Handling Rules notes that broker-
dealers must consider the opportunities for price improvement beyond the inside guote
when fulfilfing their obligation to obtain best execution for customer market orders in
Nasdaq secorities. Exchange Act Release No. 36310 (Sept. 27, 1995), 60 Fed. Reg.
52792, 52794 {Oct. 10, 1995).
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inside spread therefore usually has direct cost implications for investors in the market.¥ A
customer who buys at the ask price would experience a loss equivalent to the inside spread if
he or she were 1o liguidate the position immediately at the bid price. Over the life of the
investment, the spread between the ask and the bid represents a transaction cest for the investor,
in addition to any other fees (such as commissions or mark-ups} that may be incurred: the wider
the inside spread, the higher the transaction cost.

It is alse a general practice for a Nasdaq market maker receiving a retail customer order
to execute the order itself rather than to send i to another market maker, even if that other
market maker is quoting the best price (i.e., the best inside bid or offer) and the executing
matket maker 15 not. The executing market maker will provide the customer with the price
displayed in the inside quotes, whether or not it is quoting those prices itself.” By executing
customer orders in-house, market makers attempt to capture the inside spread, rather than
allowing another market maker to benefit from the spread.® Thus, market makers have a
significant interest m each other’s quotes because those quotes directly affect their actual trading
prices. This interdependency of prices strongly affects the conduct of market makers and
provides a significant economic incentive for establishing and enforcing the pricing convention
described below,

3, The Nasdaq Pricing Convention

The evidence gathered in the investigation indicates that Masdaq market makers followed
and in some cases overtly enforced a pricing convention that was used to determine the

¥ Large institutional customers and sophisticated individual customers often attempt to
negotiate for prices better than the inside quotes. The inside quotes are often important
to these negotiations, however, because they may serve as a benchmark from which the
negotiations proceed. Many institutional customers have access to other avesues of price
discovery, including proprietary trading systems and direct telephone contact with market
makers, Customers with less market power {(g.g,, trades of 1,000 shares or less) do not

have access to such systems, generally cannot negotiate, and useally must accept the
prices displayed at the inside quotes.

This may reduce the incentive of market makers to try to attract order flow on the basis
of incremental improvements in quotes.

* Many market makers pay non-market making brokerage firms to send customer orders

to them for execution, a practice known as "payment for order flow." This purchased
order flow is also executed at the inside quotes, For example, market maker, Firm A,
may pay a non-market maker brokersge firm, Firm B, two cents per share for orders,
with the understanding that Firm A will execute those orders at prices at least as good
as the inside quotes regardless of whether Firm A is quoting at Lhe ingide, Firm A's
profits for purchased orders will be the inside spread, less the two cents per share it pays
Firm B for the orders.
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increments in which they would adjust their displayed quotes.™ This practice tesulted in most
stocks being quoted only in increments of $1/4. Market makers testified that under the
convention, stocks in which dealers were quoting spreads of $3/4 or more were 10 be quoted in
even-eighths (i.e., $1/4, $1/2, $3/4), thereby giving rise to a minimum inside spread of $1/4
("even-eighth stocks™). Stocks with dealer spreads less than $3/4 could be quoted in both even
and odd-eighths, thereby allowing a minimum inside spread of $1/8. The dealer spread was
understood by market makers as indicating which of the two quotation increments applied to a
particular security.” The Nasdaq pricing convention was generally treated by market makers
as 2 pricing "ethic,” "tradition,” or "professional norm"” that other market makers were expected
te follow, and was sometimes enforced through hamassment, or threatened or acmial refusals to
deal. This pricing convention both directly and indirectly restricted the independent pricing
decisions of mndividual market makers, and thereby negatively impacted price competition.
Pricing and quoting decisions independently arrived at by individual market participants do not,
in and of themselves, raise the same anticompetitive concerns.

The existence of this pricing convention is confirmed through analysis of the price and
quote data i the Nasdaq market. Prior to May 1994, more than 80% of all domestic Nasdaq
NMS stocks (more than 3,200 stocks) followed the pricing convention. ™ Of the more than
1,900 domestic NMS stocks greater than $10, more than 0% followed the pricing convention
and approximately 78% were even-eighth stocks.™ Among the 100 most actively traded

* See Appendix Part LA 1.

7 Although Christie and Schultz (see supra note 26) observed the paucity of odd-eighth
quotes in the MNasdaq market, they did not have the data that reflected the dealers’
individual spreads.

*® The Commission's data confirms widespread adherence to the convention, including
substantial, albeit lesser, adherence among stocks priced under $10, which under Nasdaq
rules may be quoted in increments of $1/16 or finer. The fact that agproximately 20%
of stocks were classified as not following the pricing convention is to a large degree
attributable to two factors. First, the Commission applied conservative classification
parameters {described in note 9 of the Appendix}. Second, two-thirds of the stocks not
classified as adhering 0 the convention bad prices below $10 per share, which show
lower levels of adherence to the pricing convention. In order 1o aveid a statistical bias,
the Comrmission included all domestic stocks in its sample.

¥ After May 1994, following negative publicity about the Nasdaq market and the actions

undertaken as a result of the "Bear Stearns meeting,” market makers began to change
their behavior. See infra note 56, and accompanying text.
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domestic Nasdaqg stocks, at least 96% of them followed the convention and 66% of them had
dealer spreads of $3/4 or greater.®

This pricing convention* was well understood and widely observed by traders
throughout the Nasdaq market.” According to some market makers, the pricing conveniion
was based on tradition and represented the "professional” way to quote in the Nasdaq market,
Indeed, a number of traders testified that senior traders at their respective firms trained them to
follow the pricing convention. Other traders have described the practice as an “sthic," a
"custom,” or a "tradition.*

Market makers whe enforced adherence to the convention did so in 2 number of ways.
When certain market makers attempted to violate the convention by quoting in smaller
increments (such as 31/8 when the majority of dealers were quoting with dealer spreads of
greater than or equal to $3/4), they were subjected to harassing telephone calls. One trader
explained that the reason he called another market maker who was quoting in a manner that
violated the pricing convention was “[tJo get him to get his increments and his spreads to
conform to what I thought was the ripht thing to do."* There was widespread awareness
among market makers of the harassing telephone calls. Traders from numerous market making
firms, including traders who served on various NASD committees, testified to having received
or made telephone calls complaining about or guestioning guotations that violated the pricing
convention. Traders testified that the telephone calls were effective in deterring market makers

* The top 100 domestic stocks constituted 57% of total NMS dollar volume and 35.4% of
total NMS share volume traded on Nasdaq in the period February 1994 through May
1554,

¥ As discussed further in the text, adherence to the convention often adversely affects both

the pnices at which orders are executed and the starting prices from which customers

negotiate with the market makers. Thus, although the convention is described in terms
of quotations, it is appropriately referred 1o as a "pricing convention."

** Quoting in violation of the pricing convention was pejoratively described by traders as

making a "Chinese market." Industry-wide recognition of the pricing convention is

reflected in the third quarter 1939 newsletter of a securities industry trade association,

Securties Traders Association of New York, which stated that “it is clearly

UNETHICAL to make a Chinese Market or to run ahead of an order.” (Emphasis and

capitalization in original.) Facts and circumstances evidencing the existence of the

pricing convention and its enforcement also were known to the NASD by 1990, (see infra
Part VILA.L.).

¥ This trader also testified that he was trained to make such ealls.
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from entering quotes that were inconsistent with the pricing convention and narrowed spreads.
In generad, the mere threat of such harassment was sufficient to discourage market makers from
violating the convention. In addition, market makers who broke the convention and reduced the
spreads were at times subjected to refusals by other market makers to trade with them. Such
conduct lends strong suppont to the conciusion that the pricing convention, as detailed in this

Report, was not the resolt of natural, competitive economic forces or structural aspects of the
Nasdaq market.*

The pricing convention limited the flexibility and competitiveness of price quotations in
the Nasdaq market. For stocks in which dealers were quoting spreads equal o or greater than
$3/4, the avoidance of odd-eighth quote increments meant that the inside spread could not be
narrowed to 31/8, since the use of odd-eighth quotations violated the convention.* Thus, the
pricing convention discouraged price competition among Nasdag market makers.

“  One trader explained why, when he was a junior trader, these telephone calls dissuaded
him from narrowing spreads, stating "[bjecanse, many years ago, as a juaior trader, I
wanted to be accepted.” Another trader who admitied that he had made calls questioning
other market makers’ "unprofessional quotations” explained that the calls imposed "peer
pressure” on traders who violated the convention. He tastified:

no man or woman who is a trader wants to have people think you are a
fool, at least ot when you are working for a reputable firm, you have
institutional clients out there. You don't want a reputation for leaving off
such questicns as legality and ethics. That’s a given. Qbviously, you
don’t want that. But you alsc doa't want people to think you're an idiot.
And that’s the kind of pressure I'm talking about.

4 When market participants enforce the avoidance of odd-eighth quote increments, the

"price clustering” that results (i.¢., the tendency of prices to fall oo certain increments)
cannot be regarded as the result of natural economic forces. Regardless of the size of
the inside spread or the dealer spread, one would expect quote updates to use all possible
eighth increments. Moreover, the almost total avoidance of odd-eighths in a large

percentage of Nasdaq stocks is incensistent with the depree of price clustering that ocours
m other financial markets.

For the 100 most active domestic stocks during the pertod December 1993 through May
1994, approximately two-thirds were quoted with dealer spreads of $3/4 or greater, with
odd-eighth quotes being used less than 1.6% of the time in those stocks. If the sample
were extended to all domestic Nasdag NMS stocks over $1G, during the same period,
appreximately 84 % were quoted with dealer spreads of $3/4 or greater, with odd-eighth
quotes being wsed less than 2.5% of the time in those stocks, See Appendix Part 1AL,
for a discussion of the data and methodology used.
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Market makers’ adherence to the pricing coavention often increased the transaction costs
paid by customers trading Nasdaq securities. Most customer orders, particularly smaller orders,
are executed by market makers at the inside spread. Bacause market makers primarily moved
their quotations in even-etghth incremeats for most domestic Nasdaq NMS stocks, the inside best
bid and offer for these stocks almost always moved in even-gighth increments. This often
resulted in wider inside spreads, which caused trades to be executed at prices that were less
favorable for investors than if there had been no pricing cenvention.®” The practice also had
an impact on the ability of some institutional investers to obtain favorable prices and may have
placed them at a disadvantage in price negotiations.

The Commission does not mean to suggest that a $1/4 or greater inside spread could not
be appropriate in a particuiar security, assuming that such a spread is independently determined
based on the free interplay of competitive economic forces, Similarly, there may be occasions
when a market maker acting independently might reasonably choose to update quotes in
increments other than $1/8, There is, however, no valid economic justification for the
widespread avoidance of odd-eighth guotations which resvited from adherence to the pricing
convention.

Further evidence that the pricing convention was an artificial constraint on the Nasdaq
market was found in the trading activity of market makers in Instinet. Instinet is a proprietary
system in which Nasdaq stocks, among others, are traded.** Instinet is accessibie only to
broker-dealers and institutional investors who become participants.*® A key feature of Instinet

* This is reflected in the testimony of a trader with 35 years experience, including service
on the NASD Trading Committee, conceming the pricing convention and its
enforcement:

There is no ethical issue whatsoever. It was just the way the marketplace
— I'm not sure but 1 can tell you, you know, having been in the business
for 35 years, it existed prior to that and economically, there was no
earthly good reason. 1 will just add but I shouldn’t say that. When you
start trading, if you bid a 3/4 point spread and you started trading an 1/8
point increments, the econemics of the businass were such that from a
profit standpoint ‘you were cutling off your nose to spite your face’
because there was z chance when — of making 1/4 point on a trade at
times which allowed you to make up for a multiude of sins. . . .

* Instinet currently operates as a registered broker-dealer and is an NASD member.
Nothing int thus Report is intended to suggest improper or illegal activity by Instinet.

* A large number of broker-dealers have access to Instinet, although Instinet does not allow
all broker-dealers to trade on its system. Many institutional investors also have access
to Instinet, although, as described in the text, they account for a relatively small part of

(continued.. .}
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is that its quotes are not displzyed on Nasdag or otherwise broadcast to the general public.
Thus, the prices displayed on Instinet did not modify the inside guotes on Masdaq, and broker-
dealers did not regard prices displayed on Instinet as changing the prices at which they were
oblipated to execute customer orders.

Trading volume on Instinet has reached sizable proportions. More trading occurs on
Instinet than on any of the organized United States stock markets other than the New York Stock
Exchange and Nasdaq.™ Market makers use Instinet extensively: for the period April through
Juve, 1994, approximately 0% of all trading activity on Instinet involved a market maker.
Approximately 85% of the quotes that market makers placed or Instinet were better than the
inside guote in the MNasdaq market. Analysis of Instinet trading activity showed that market
makers regularly quoted odd-eighth prices in Instinet for stocks that were quoted only tn even-
eighths in Nasdaq. That market maker quotations on Instinet involved the regular use of odd-
eighths for stocks quoted only in even-eighths in Nasdaq supports the conclusion that natural
economic forces were not freely operating in Nasdag.” The clustering of quote increments in
the Nasdaq market should be contrasted with the absence of clustering for exactly the same
stocks by the same market makers in the quotes they place in Instinet, where even and odd-
eighths are used almost equally. The disparity in market maker quoting in Nasdaq and Instinet,
as well as the market maker conduct described throughout this Report, undermine price
clustering as an explanation for the pricing convention.

Market makers did not follow the pricing convention when trading in Instinet, in part,
because Instinet is an anonymous system. More important, however, is the fact that quoting
between the spread on Instinet does not affect the inside spread on Masdag and therefore does
not affect the prices at which market makers trade with the public. Thus, market makers did

*{(...continued)
the direct trading activity on Instinet. The "quotes” on Instinet consist of limit orders
placed by persons having trading privileges on Instinet and are completely anonymous.
Because Lnstinet orders express market makers' willingness to deal at stated prices, such
orders may be regarded as the functional equivalent of market maker quotes, and are
referred to as quotes for the purposes of the analysis in this Report.

* For example, in 1994, trading volume on Instinet was approximately 10.8 billion shares

with an approximate dollar volome of $282 billion. By companson, Nasdaq had
approximately 74 billion shares traded, for an approximate dollar volume of $1,44%
billion. (It should be noted that Instingt trade and dollar volume is included in the Nasdag
numbers.) The New York Stock Exchange volume for 1994 was approximailely 76
billion shares with an approximate dollar velume of $2,841 bilbion.

* For the period April through June, 1994, the average trade size in Inmstinet was
approximately 1,600 shares, compared to approximately 1,900 shares in Nasdaq. Thus
It does not appear that the use of different guotations in Instinet can be explained by
differences in order sizes.
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not have the same economic incentive to prevent one another from using odd-eighth quotes on
Instinet. Ultimately, the ability of market makers to attract trading interest through Instinet
allowed them to trade without using odd-eighth quotes and narrowing the Nasdaq spread.®

The amificial nature of the Nasdaq pricing convention was further evidenced by the
behavior of market makers after May 1994, Beginning in late May 1994, the Nasdaq market
received considerable adverse publicity stemming from the Christie-Schultz study suggesting
implicit collusion among Nasdag market makers,” the filing of class action litigation against
a number of markes makers, and news reports in late 1994 of government investigations into the
activities of market makers. Before May 1994, approximately 12% of the Nasdaq NMS stocks
priced over $10 had dealer spreads less than $3/4 and were therefore routinely quoted in both
even and odd-eighths. After a meeting of NASD officials and market makers at Bear Steamns
in late May 1994, efforts were made by some market makers to narmow the spreads of certain
high profile stocks that had previcusly been quoted only in even-eighths. What i5 notewonthy
is that although these market makers started quoting in odd-eighths, they generally did so by
following the pricing copvention, narrowing their dealer spreads from $3/4 and above to less

“than $3/4.% Throughout the remainder of 1994 and into 1995, market makers increasingly
moved to quoting odd-eighths both by following the convention and marrowing their dealer
spreads to less than $3/4,% and by quoting odd-eighths with dealer spreads of $3/4 or more,
These recent changes provide additional support for the conclusion that the pricing convention
was not an inherent or essential feature of pricing in the Nasdaq market.

The increased use of odd-eighths in certain stocks after the May 24, 1994 Bear Stearns
meeting generally resulted in narrower spreads in those stocks. The Commission’s concerns in
this Report are not directed at spreads per se, but at the inflexibility in pricing that results from
adherence tc the pricing convention. The avoidance of odd-eighths in market maker quotations
pursuant t¢ the pricing convention inhibits price competition, while an increased usage of odd-

® The Commission's analysis showed similar use of the NASD’s SelectNet system, a
screen based order cominunication and negotiation system that is part of Nasdaq and is
aviiiable only to NASD members. The data showed that most of the prices market
makers placed in SelectNet improved the inside spread, and market makers regularly
used odd-eighths in SelectNet for stocks that were quoted in even-eighths on Nasdaq.

33

See supra noic 26.
* See Appendix Part I.A.1.e.

¥ This was not particularly well received by other market makers. See Appendix Part
[LA.l.e.
A6

By July 1995, approximately 22% of domestic Nasdaq NMS stocks over $10 were being
quoted with dealer spreads less than §3/4.
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gighths enhances price competition. Thus, the greater use of odd-eighths in market maker
quotations after May 24, 1994 would be expected to resuli in narrower spreads. While
volatility, liguidity, and the pnice of the secunty are likely to affect spreads, they do not explain
the adherence to the pricing convention, nor do they explain the significant changes in guotation
behavior and narrowing of spreads in various stocks following the Bear Steams meeting and the
commencement of investigations by the Department of Justice and the Commission.

4. The Nasdag Size Convention

The investigation has also determined that many Nasdaq market makers have adhered to
a convention under which they would not display a new inside quoie unless they were willing
to trade in an amount substantially greater than the minimum volume required by NASD nules
{the "size convention®}.¥ The size convention required the market maker to be willing to trade
in the range of two to five times the minimurm NASD volume requirement when creating a new
mnside quote. The effect of this convention was that market makers would nammow the inside
spread on Masdaq only if they were willing to trade at the substantially larger volume required
by the convention. Thus, a market maker in a stock where the minimum NASD quotation
amount i5 1,000 shares who narrowed the spread from $1/2 to $1/4, or from $1/4 10 $1/8, was
expected to trade between 2,000 and 5,000 shares. Like the pricing convention, the size
convention was in some instances overtly enforced by Nasdaq market makers through
intimidation, harassment or other ymproper conduct,

The size convention had an anticompetitive effect. It inhibited price transparency by
limiting quote changes to those circumstances where a Nasdag market maker was willing to trade
in substantially greater volume than the NASD prescribed minimum. This impaired price
competition in the Nasdag market, because improved quotations to reflect orders smaller than
those required by the conventicn were deterred.  Spreads were necessarily wider because the size
convention discouraged aggressive pricing. The fac that the size convention was enforoed by
some markel makers through harassment and other similar conduct supports the conclusion that
il was artificially impased in the Nasdag market.

* See Appendix Part I.A.1.c. NASD rules require market makers 1o be willing to trade
at least 1,000 shares at their quoted prices for the more actively traded stocks and lesscr
amounts for other Nasdaq stocks. 3ee NASD Manual, Schedule D 10 the By-Laws, Part
V, § 2 (CCH) Y 1819 (1995) {prescribing minimum sizes of quotations). The
Commission recognizes that an independent decision to trade in greater size than the
published quote is a service that a market maker may extend to its customers. However,
to the extent that the size convention became the “professional norm”™ that all other
market makers were expected to follow or was enforced as dascribed above, this
convention was anticompetitive and resulted in artificially wide spreads.
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5. Effect of the Pricing and Size Conventions

In sum, the pricing convention, the size convention, and the availability to market makers
of aiternative trading systems resulted in a fragmented market for Nasdag stocks. Customers
were often confronted by artificially wide, inflexible spreads, and lacked access (0 the markets
with the best prices. Attempts by certain market makers to compete on the basis of price were
discouraged through harassment and the potential loss of trading opportunities. These practices
cannot be reconciled with the "free and open” market contemplated by the Exchange Act and
evidence significant underlying problems in the Nasdaq market.

B. Coordipation of Quotations, Trades, and Trade Reports

The investigation has determined that a number of MNasdaq market makers have
coordinated quotations, trades, and trade reports with cther Nasdaq market makers for the
purpose of advancing or protecting the market makers’ proprietary trading interests.” By
engaging in such conduct, these market makers may have acted contrary to the best interasts of

their customers and created a false or misleading appearance of trading activity in the Nasdaq
market.

For example, the tapes reflect numerous occasions in which market makers have asked
other market makess to move their displayed quotations in a particular direction to help the
requesting market maker trade {often with customers) at prices more favorable to the requesting
market maker. The requesting market maker generally disclosed his or her intentions for future
price movements and transactions to the cocperating market makers. Cooperating market
makers acceded to these requests because of an expectation that the requesting market maker
would reciprocate in the future. Such cooperative activity improperly influenced prices, often
at the expense of investors, while ¢reating an inaccurate picture of market conditions. The
market makers involved in such conduct may, depending upon the facts and circumstances of
each particular situation, be deemed to have engaged in unlawful manipulation of the market or

otherwise violated applicable antifraud provisions of the federal securities laws or NASD
rules.®

 See Appendix Part 1.A3.

* The applicable antifraud provisions could include Section 17(a) of the Securities Act, 15
U.8.C. § 77q{a) (1994}, and Sections 10(b) annd 15¢c) of the Exchange Act, 15 U.5.C.
§§ 78j(b) and 730(c) (1994}, and Rules 100-5 and 15c1-2 promulgated thereunder, 17
C.F.R. §§ 240.10b-5 and 240.15c1-2 (1996), and Article ITI, Section 1 of the NASD
Rules of Fair Practice, NASD Manual, (CCH) { 2151 (1995). This Report does not

purport to address the potential liability of any person or entity under other federal or
state laws.
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Some Nasdaq market makers have also worked improperly topether in this way to fill

customer orders or to reduce inventory exposure.® In such cases, a market maker having a
sizeable customer order or an inventory imbalance called upon other market makers to
coordinate their quotations and transactions with the requesting market maker.® The fact that

% Inventory exposere arises from either holding a large long position or a large short

Bl

paosition in a given security for any siguificant length of time. For example, a market
maker holding a long position of 50,000 shares of a security experiences a paper loss of
$50,000 if the market price drops $1. In peneral, market makers prefer to minimize
their mventory positiens for this reason.

The following taped conversation illustrates this type of coordination. On June 17, 1994,
a market maker (Market Maker 1) in the common stock of AES Corp. (ABSC) had an
order to buy a quantity of AESC stock. Market Maker | entered a bid of 318 174, a
quarter point above the other bids in the market, to attract sellers. Another market
maker (Marke: Maker 2) had an order to sell AESC stock. Markat Maker 2 ¢called and
asked Market Maker 1 to lower its bid because Market Maker 2 wanted 10 pay less for
the stock it was buying (as the counterparty to the order to sell that it had received):

MM 2: I just seen Isic] you go 1/4 bid. Without like going through a whole
bunch of, you know, **** “*** | know [ pot 2 bunch of these for sale at the
opening. I would rather buy them at 18, if you know what I'm saying. If there's
a ticket to write, I will write it with you jmeaning I will sell some AESC stock
t¢ you if you are looking te buy some].

MM 1: There absolutely is a ticket to wnte.

MM 2: OK.

MM 1: I can make a sale at the opening myself.

MM 2: You can?

MM 1: Yes.

MM 2: OK, so.

MM 1: Aslong as it's —Ican godown . . ..
Trading records indicate that Markel Maker 1 dropped its bid price 1o $18. Market
Maker 2 proceeded to purchase 8,000 shares of AESC stock at $18. In the meantime,

Market Maker 1 sold 16,700 shares at $18 1/2 to its customer, of which 7,500 shares
were sold shert. Market Maker 2 subsequently sold 6,500 shares to Market Maker 1 at

{(continued...)
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a market maker used these arrangements when engaged in buying or selling securities for a
customer was typically not disclosed and may have violated the duties owed by the market maker
10 its customer.

Such undiscicsed collaboration can injure the interests of both retail and institutional
investors, A market maker representing a customer order is required to obtain the most
favorable terms for its customer that are available under the circumstances, See, g.g., Opper

uritie tion, 250 F. Supp. 668 (§.D.N.Y.), aff'd per curiam, 367 F.2d
157 (2d Cir. 1966} (broker-dealer liable for trading abead of cnstomer's order on an undisclosed
basis). When a market maker with a customer order is helping another market maker dispose
of a quantity of a security, it may not bargain hard with the other market maker in order to get
the best price for its customer because it is accommodating the interests of the other market
maker.® In these instances, the market maker's interest in helping a fellow market maker
conflicts with the firm’s obligation to obtain the best available terms for its customer.® An
undisclosed arrangement between or ammong market makers that results in a broker-dealer acting
contrary to the interests of its customer is incompatible with the firm’s agency duties to its
customers,*

The investigation also revealed instances in which some Nasdaq market makers agreed
to delay reporting trades they had done with each other. The report of a trade, particularly a
large trade, can affect market price. Thus, the defay of a trade report ¢an provide an

¢i{...continued}
$18 1/4. Market Maker 2 injured the interests of the seller by asking Market Maker 1
to lower its bid price so that Market Maker 2 could pay $18 per share, rather than 313
1/4 (a difference of $2,000 for the entire trade). Market Maker 1 was also a participant,
since it changed its bid at Market Maker 2's request, to create a deceptive appearance
to the market, and made it harder for the seller to observe the mue level of buying
intenest.

%2 Such cooperative trading is evidenced by tape recordings obtained in the investigation,

which showed that market makers frequently did not bargain with each other for the best

prices for their customers.

The Commission is not suggesting that the usage of muitiple brokers to obtain exscutions
of orders is by itself improper. The discussion it this Report is directed to the activities
of market makers on the Nasdaq market who engaged in these practices to the detriment
of their customers.

Even in situations in which market makers trade with customers as principals, they
nevertheless have duties to deal fairly with their customers. See, e.g,, Charles Hughes

& Co, v, SEC, 139 F.2d 434 (2d Cir. 1943) (broker-dgaler Liable for undisclosed mark-
ups to customers).
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information advantage to a market maker. The investipation found that cooperating market
makers have agreed to withhold a trade report until one of them could inappropnately trade for
the firm’s own account in a market unaware of the unreported transaction. Certain Masdag
market makers also asked other market makers to delay trade reports in order to prevent a
customer from judging the quality of an order execution against substantially contemporaneous
deater-to-dealer transactions. If the dezler-tg-dealer trades were reported on time, the customer
might have been able to tefl if its price was worse than other contemporaneous trades and then
quastion whether it had received the best price available under the circumstances.® Agreeing

8 An example of such delayed trade reporting occurred on June 22, 1994. Three market
makers arranged for a sequence of four trades in the common stock of PXRE Compe, in
which shares sold by Market Maker 1°s customer would ultimately be bought by Market
Maker 3's custoemer. Marker Maker 3 did not want its customer tc see the true sequence
of trades and obtained Market Maker 2's promise to hold its trade report and asked
Market Maker 2 to secure Market Maker 1's agreement to hold its trade reports, Market
Maker 1 agrsed to hold its trade reponts for ten minutes, Market Maker 2 told Market
Maker 3 that Market Maker 1 would hold his trade reports but omitted 1o say for ten
minutes only. The trades occurred as follows:

L.

MM bought 20,(KI0 shazes at $24 1/2 from its customer at approximately
12:15 p.m. {Trade A).

MMI1 sold 20,000 shares at $24 9/16 10 MM2 at approximately 12:18
p.m. (Trade B).

MM2 sold 20,000 shares at $24 19/32 to MM at approximately 12:23
p-m. {Trade C).

MM3 sold 20,000 shares a1 $24 11/16 to its customer at approximately
12:24 p.m. {Trade D).

These trades were reporied, however, in the following sequence:

1.

MM3 reponted its sale of 20,000 shares at 324 11/16 to its customer at
12:24:51 p.m. (Trade .

MM reported its purchase of 20,000 shares at $24 1/2 from its customer
at 12:25:01 p.m. (Trade A).

MM reported its sale of 20,000 shares at $24 9/16 to MM2 at 12:28:00
p.m. (Trade B).

{continued...)
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10 withhold trade reports under the foregoing ciccumstances, to create 2 false appearance of
activity in the market and possibly to deceive investors, may have violated the antifraud
provisions of the federal securities laws as well as the NASD's ruies requiring timely reporting
of trades.

C. The Exchange of Proprietary Information

As part of coordinating their activities, various Nasdaq market makers often shared with
each other customer information and other information that would normally be viewed as
proprietary.®® For example, the evidence demonstrates that these market makers regularly
shared information concerning the size of customer orders and sometimes the identity of the
customer. A market maker was typically expected to reveal the full extent of its customer's
order when negotiating a trade with ancther market maker. Market makers also shared
information concemning their own inventory positions, their intended trading strategies, and
fulure quote movements. Market makers testified that this was often done with the
understanding that other market makers with whom such information was shared would not use
it against the disclosing market maker's interssts.

Market makers involved in such information sharing have indicated that they regarded
it as "professional,” "ethical,” or a countesy. Frequently, market makers shared information to
protect each other from price movements in the market price of a particular security. Those
market makers who were unwilling to observe these practices had less access to information and
trading opportunities from other market makers.

43¢ .continued)
4, MM2 reported its sale of 20,000 shares at $24 19/32 10 MM3 1:26:12
p.m. {Trade C).

None of the last three trades was reported with an ".SLD" modifier, which would have
identifted it as a late trade report. Because Market Maker 1 reported its lower priced
trades immediately after Market Maker 3 reported its trade with its customer, Market
Maker 3, in an angry frame of mind, spoke to Market Maker 2:

MM3: So now I got ****** okay. ... I hope I don't have to cancel the trade,
but I might have to because as scon as the ******* auy [MM3's
customer] sees it, you know, the *#***** ayy i5 poing to stant jumping
up and down, okay.

MM2: Were you able to seli it . . . 7

MM3: I scld 'em. I mean the guy didn’t get the ******* report yet, you know
what I maan.

% See Appendix Part I.A.3.
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These information sharing “courtesies” were typically not extended to customers and
could coaflict with the basic obligations owed by a broker-dealer to its customers. Investors
may be deprived of benefits that would otherwise be available in a competitive market.
Revealing the size of a custemer order may be detrimental to the ability of the customer to
obtain the best execution. The customer's interests often are best served by concealing the scope
of its trading interest, especially if the customer is trading in large quantities. Market makers
leamning of the order could adjust the price and size of their quotations to force the customer to
pay more or sell for less than would have been the case if the customer's confidentiality had
been protected by its executing market maker.

In the situations where market makers share the customer's identity, the customer’s
ability to seek competitive quotations from market makers is significantly hampered. A reason
that has been given by some market makers for disclosing the identity of a customer is the
suspicion that the customer was doing business with more than one market maker. Traders
testified that they sometimes would share the identity of a customer when they believed the
customer was trading with both market makers at the same time in order to better evaluate the
risks of trading with that customer. This testimony indicates that market makers may at times
be tempted to overlook their obligation to deal fairly with their customers. A customer may
properly deal simubtaneocusly with more than one market maker in order t¢ secure the best
execution of its orders. This is a primary way in which the customer obtains the benefit of a
dealer market. However, for a market maker to collaborate with other market participants
against the interssts of its customer is inconsistent with the fair dealing obligations of market
makers in a free and open market,

D. Collaboration in the Nasdag Market

The pricing convention, the size convention, the coordination of quotations, trades and
trade reports, and the sharing of propristary and customer information, by themselves, raise
significant concerns. Taken together, these practices point 1o a broader problem: that Nasdag
market makers have bad a tendency 0 improperly collaborate and coordinate their activities.
In such an environment, the forces of competition were impeded. It is of overriding regulatory
importance that Nasdag market making not be permitted to evolve into a culture of
non-competition. This inclination to ¢ollaborate has broad implications for the functioning of
the Nasdaq market. In a dealer market, it is important that dealers compete aggressively with
each other and that the benefits of that competition are passed on to investors. If dealers do not
vigorously compete, the value to investors and the public of a dealer market is diminished. The
above-described tendency of some Nasdaq market makers to protect each other without regard
to the interests of their customers and other market participants underscores the need for
significant market reform.% '

7 This is not meant to suggest thal a dealer market is undesirable. The Commission
continues to view dealer markets as an appropriate market structure, provided they are
competitive, free, and open as required by the Exchange Act.
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E. Failure to Honor Quotations

Market makers have a fundamental obligation to honor their quotations.®® Prompt,
accurate, reliable, and fair information with respect to quotations is a comerstone of the national
market.” The reliability of quotations is essential to investor confidence and to the efficient
operation of the market. Investors have difficulty obtaimng reliable price information or order
executions in the absznce of firm quotations. Failure to honor quotations deprives investors of
the liquidity that market makers advertise they will provide and injures the credibility of the
market as a whole.

The investigation revealed numerons violations of the firmn quote rule by Nasdaq market
makers.™ Certain market makers at times did not honor their quotations for those with whom
they preferred not to trade and “backed away” from their quotes as reprisal for, among other
reasons, perceived prior backing away by other market makers, Certain market makers have
also variously refused to trade with order entry firms,” certain other market makers, and
market participants they "distike,” such as options market makers.™ Market makers at times
backed away from their trading obligatiens to avoid unwanted orders placed when they
coordinated their quotations with other market makers. The incidence of backing away in the
marketplace has contributed to market fragmentation and has weakened the pricing mechanism
in Nasdaq. Nasdiag market makers must congistently honor their quotes to safeguard the
integrity of Nasdaq as a viable dealer market.

** The firm guote rule is set forth in Exchange Act Rule 11Acl-1, 17 C.E.R. §240.11A¢1-1

{1996). See also NASD Manual, Schedule I} to the By-Laws, Anticle V, § 200} (CCH)
1 1819 (1995).

** Exchange Act Release No. 14416 (Jan. 26, 1978), 43 Fed. Reg. 4354 (Feb. 1, 1978).
™ Seeg Appendix Part 1.C,

' QOrder entry firms are broker-dealers that route customer orders to market makers for
executionr. Some order entry fimms execute small customer orders through the SOES
system, which provides automated execotion of small orders. Certain order eniry firms
that are active users of SOES are disliked by market makers.

Opticns market makers an the various options exchanges make markets in standardized
common stock options on Nasdaq and exchange-listed stocks. An options market maker
needs to be able to execute trades in the security underlying the option in order to hedge
the option’s risk,
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F. Late Trade Reporting

Market makers and certan other broker-dealers are required to repert trades in Nasdag
stocks within 90 seconds of the transaction.” Trades that are reported late are required to be
specifically identified with the designation "SLD" so that market participants will know that
these reports are being reported more than 90 seconds after the execution. Timely trade
reporting and the accurate designation of late trade reperts with the "SLD" designation arse
essential to providing investors and other market participants with an accurate picture of Nasdag
market activity.

Numerons market makers repeatedly failed to report Nasdag transactions on an accuraie
and timely basis.”™ Calculations by the Commission staff indicate that at least 3.6% of all
Nasdaq trades in the pariod February through December 1994 were reported late.”™ During
the same time period, late trades accounted for only .09 % of reported trades on the New York
Stock Exchange. In addition to trades reporied more than 90 seconds late and marked "SLD,"
approximately 6.7 % of trades between broker-dealers in a sample of 1994 transactions examined
by the staff were reported late, but were not marked late by the reporting market maker as
required by NASD rules.™ The staff’s analysis revealed that for both marked and unmarked
late trades, the percentage of larger trades reported late was significantly higher than for smatler
trades. Bacause reports of larger trades are more likely 1o be market sensitive, market makers
secking to fill an order or cover a position may have a greater incentive 10 report large trades

B Pursuant 1o Exchange Act Rules 11Aa3-1 and 11Aa3-2, the NASD adopted a transaction
reporting plan for National Market System securties in 1982, Exchange Act Release
No. 18590 (Mar. 24, 1982), 47 Fed. Reg. 13617 (Mar. 31, 1982}, A pattemn or practice
of late reporting without exceptional circumstances may be considered conduct
mconsistent with high standards of commercial honor and just and equitable principlies
of trade, in violation of Article III, Section 1 of the NASD Rules of Fair Practice.
NASD Manual, Schedule D to the By-Laws, Pant X, § 2{a}8) (CCH) Y 1847 (1993).

™ See Appendix Part LB.1.
¥ This fipure includes trades reported through systems such as SOES, SelectNet, and
ACES, which automatically report trades and generally eliminate the possibility of late
trade reports. When trades on these systems are excluded, late trades aecount for
approximately 4.5 % of all reporied trades for the period. As discussed in the Appendix,
the NASD began to take action to improve its program for enforcing trade reporting rules
in late 1994, The percentage of trades reported late on Nasdaq fell in 1995, See
Appendix Part 1. B.1 and note 101,

 This analysis was based on a sample that represented approximately 20% of all NMS
trades from February through December 1994 and included all trades between broker-
dealers containing both a trade repert time and a counterpanty time and that were not
executed through SOES, SelectNet, or ACES.
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late. The higher percentage of large trades reporied late raises a concern that a portion of these
late reports may be the result of intentional reporting delays rather than negligence or computer
errors. In testimony, traders have admitted that they sometimes deliberately delayed reporting
trades, and examinations of a ¢ross-section of Nasdaq market makers by the staff confirmed an
unacceptable frequency of late trade reporting. The examirnations revealed numerous other
inaccurate trade reports including trades executed after the market closed and not identified
accordingly; trades identified as late that were not submitted late; trades reported incorrectly as
executed after the market closed; trades not reported; and inaccurate execution times submitted
it trade reports.

Many Nasdaq market makers did not treat trade reporting as a priority and in some cases
used inadequate trade reporting systems. Late and inaccurate trade reporting by Nasdaq
broker-dealers undermines the integrity of the Nasdaq market. Accurate and timely transaction
reports provide cntical information to investors, issuers, and brokers and dealers teading Nasdag
securities, as well as options and other derivative products. Trade reporting problems also
hamper the ability of investors, firras, and repulators to monitor broker-dealer compliance with
a variety of investor protection niles, including limit order protection and rules prohibiting
excessive markups. The scope of the trade reporting problem shown te exist on Nasdaq compels
the conclusion that corrective action was warranted.

VI. THE NASD'’S PERFORMANCE AS AN SRG

The Exchange Act requires the NASD to enforce its rules and the federal securities laws
vigorously and in an evenhanded and impartial manner. Moreover, the NASD has an
affirmative obligaticn to be vigilant in surveilling, evalvating, and effectively addressing
potential viclations of the federal secunties laws and its rules, as well as conduct that could
adversely affect the competitiveness or integrity of the Nasdag market.

A. The NASD’s Awareness of the Nasdag Pricing Convention

1. Events in 199

By 1990, the NASD was aware of facts and ¢ircumstances evidencing the pricing
convention, actions undertaken by market makers to enforce it, and the rigidity of Nasdaq
spreads.”™ In August 1989, the New York Stock Exchange ("NYSE") sent a lerter to a Nasdaq
listed company which contended that Nasdag spreads were wider than NYSE spreads for
comparable securities and urged the company to transfer its listing to the NYSE. This letter,
together with facts evidencing the pricing convention, its enforcement, and the rigidity of Nasdaqg
spreads, were the topics of discnssion at a June 27, 1990 meeting of the NASD's Trading

T See Appendix Part 1.A.2.
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Committee.™ At this meeting, a commitiee member urged that the NYSE letter reflected
competitive pressure and that Nasdaq market makers should narrow their spreads or face the loss
of "clients" and "product.” The pricing convention was described by one committee member
as an "ethic” ip the Nasdaq market, part of which was not to close the spreads or make “Chinese
markets." Two other committez members stated that attempts to break the spreads would
prompt telephone calls asking about the reason for the narrowed spreads. The committee
conciuded that it was inadvisable to lepislate spreads and that the "ethic" was an “internal”
matter which the Security Traders Association of New York, an industry trade association,
should address. The NASD took no action following this meeting 10 investigate the existence
of the pricing convention or address the detrimental effects it could have on competition and the
interests of investors.

The NASD, by its inaction in 1990, failed to satisfy its responsibilities as an SRO. The
NASD viewed the pricing convention and, to a great extent, spreads, as commercial issues
pertaining to #s competitive standing with the New York Stock Exchange, instead of significant
regulatory problems, Because of the effect of the pricing convention on the competitiveness and
faimess of the Nasdaq market, the NASD should have acted promptly and vigorously to
mvestipate indications that its market maker members were potentially viclating the Exchange
Act or the NASD's rules. The use of substantial enforcement and other resources to investigate
these issues wouid have been fully warranted. The NASD's regulatory policies failed to address
these concerns. In particular, by not reacting 1o the issues raised at this committes mesting, the
NASD was effectivety deferring to the securities industry and its trade crganizations in
responding to these allegations of potentially illegal practices. This placed responsibility for the
problem in the hands of the persons with the least mcentive to address the issues effectively and
change the statas quo. There was little Likelihood that the securities industry and its trade
associations would voluntanly take sufficient corrective measures to deal with the problems,
patticularly when any corrective action was likely to directly affect the proprietary interests of
the NASD's market maker members.

2. Events in 1992

In 1992, the fundamental elements of the pricing convention were brought (o the attention
of the NASD's executive management.™ In early 1992, a senior NASD executive was assigned
the task of obtaining a better understanding of spreads on Nasdaq and identifying possible means
of reducing spreads. He undertook an evaluation and analysis and consultad with the NASD

" The NASD staff attending this meeting included representatives of the Office of General
Counsel, the Market Surveillance Department, and the Market Operations Department.

7 See Appendix Part 1.A.2.
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Quality of Markets Subcommittee of the Trading Committee.® At a March 24, 1992 meeting
of the Quality of Markets Subcommittes, this senior executive and committes members discussad
the issue of widening spreads, "Chinese markets," the quoting patterns dictated by the pricing
convention, and the intupidation of market makers, The senior executive prepared a
memarandom dated June 30, 1992 (the "June 1992 Memo") which reperted on the analysis he
had conducted of widening spreads in the Masdaq market. The June 1992 Memo identified the
stigma associated with maldng "Chinese markets," and noted the absence of odd-eighth
quotations in stocks that typically moved in even-eighth quotes.® The June 1992 Memo also
noted that peer pressure was applied to dealers that narrowed the spreads. The June 1992 Memo
recommended that the NASD should support market makers that competed through price
improvement and should protect them from harassment by other market makers. The June 1992
Memo was distributed to the NASD’s executive management.

The NASD failed to take appropriate action at the time of the June 1992 Memo to
address the issues raised by the pricing convention and its enforcement through market maker
harassment. The NASD made no attempt to assess the impact of these market maker practices
on spreads or trade executions. Despite the gravity of the behavior and the potential injury to
investors, the NASD failed to investigate possible violations of law or the NASD's rules. The
NASD’s inaction failed to satisfy its stamtory respensibilities as an SRO under the Exchange
Act.

3. Post-1992 Developments

After June 1992, the NASD continued to receive information regarding the pricing
convention and its implications.™ While the NASD was concemed over the relatively wide
spreads on Nasdag, it pursued limited regulatory and structural measures such as the excess
spread rule™ and a trading system called N*PROVE, which were designed, in part, to narrow

“ The Quality of Markets Subcornmittes was formed in 2arly 1991 to address two issues:
the development of the short sale rule and the issue of spreads. The Subcommirtee was
composed only of representatives of market making firms.

¥ The June 1992 Memo inciuded a substantiai discussion of certain concepts for regulatory
or structural change of the market as means of addressing the widening of spreads. See
Appendix at p. 25.

a2 mr_

The excess spread mule in substance provides that all dealer spreads for a stock must be
within 125 % of the average of the three narrowest dealer gpreads in that stock, NASD
Manual, Schedule D to the By-Laws, Part V, § 2{d) (CCH) Y 1819 {1995). While this
rule limits the width of dealer spreads, it does not address the problem of inflexibility of
pricing and the impact of such inflexibility cn even the narrowest of dealer spreads.
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displayed spreads. The N*PROVE proposal was submitted to the Commission as a replacement
for the 3OES system and its immediate automatic execution feature which was widely disliked
by market makers.® These limited initiatives were not an adequate substitute for the NASD's
duty to investigate the conduct of its market maker members or to enforce compliance with the
NASD's rules and the federal securities laws,*

The NASD continued to receive indications of a lack of vigorous price competition in the
Nasdaq market. For example, an article in the August 16, 1993 edition of Forbes reported that
Nasdag market makers were reluctant to narrow the spreads and made complaining telephone
calls to market makers who did marrow the spreads.™ Although NASD management was
critical of the Forbes article because of certain perceived inaccuracies, the senior NASD
executive who authored the June 1992 memo conceming spreads circulated comments regarding
the article to members of the NASD's executive management stating, with respect to the
complaining telephone calls, "I believe this to be true ™ In late 1993, the NASD conducted a

¥ N*PROVE was filed with the Commission on March 28, 1994. Exchanpe Act Release
No. 34145 (June 1, 1994), 56 Fed, Reg. 29649 (June 8, 1994). N*PROVE was
designed to replace SOES's immediate antomatic execution system with an order delivery
system that would have given Nasdag market makers 15 seconds to decline incoming
small orders rather than having the orders automatically execcuted against them, The
N*PROVE proposal alse included a limit order file which would have provided some
opportunity for customer orders to interact with each other. Because the Commission
had continuing concerns that N*PROVE would not provide sufficient opportunities for
customer interaction without the intervention of a market maker, as well as concems
about enforcement of the firm quote mule, the N*PROVE proposal was ultimately
withdrawn by the NASD without formal action by the Commission. See Exchange Act
Release No. 35275 (Jan. 25, 1995), 60 Fed. Reg. 6327, 6329 (Feb. 1, 1995).

The NASD and Nasdaq market makers have generally tried to blame SOES traders for
the width of the spreads in the Nasdaq market. As evidence of the pricing convention
and the other anticompetitive practices described herein demonstrates, therg is ample
reason to doubt this contention. In addition, the fact that a reduction of the market
makers' exposure to SOES trading in 1994 resulted in no perceptible narrowing of
spreads further undercuis such a2 claim. Specifically, at a May 24, 1994 meeting of
market makers and representatives of the NASD at Bear Stearns & Co., an NASD senior
executive pointed out that spreads had not narrowed after the SGES rules changed in
January 1994 to reduce the amount of velume market makers were obligated to trade on
SOES. He urged market makers to narrow their spreads in light of their reducad SQES
exposure. The absence of an overall narrowing of spreads after these changes in the

SOES rules is inconsistent with the argument that SOES trading was responsible for wide
spreads.

* Gretchen Morgenson, "Fun and Games on Nasdag,” Forbes, Aung. 16, 1993, at 75-76.
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survey of institutional investors, which disclosed, among other things, that certain investors were
cencerned about possible collusion and self- dealing by Nasdaq market makers.¥ Institutionat
investors cited such concerns as a reason for using trading systems other than Nasdag-operated
systems. The NASD took no action 1o investigate or address these concems.

In May 1994, the media reported on the Christie-Schultz study which supgested the
possibility of tacit collusion among Nasdaq market makers.® The Christie-Schultz study
independently raised similar concerns about price rigidity as discussed in the June 1990 Trading
Committes meating and the June 1992 Memo and should have prompted the NASD to investigate
objectivaly the issues being raised. The NASD's response, however, was to engage in public
denials, to solicit support from issuers and market makers, and to undertake economic
research® to discredit what, by Juna 1994, it should have recognized to be well founded.

The NASD failed to meet its statutory obligations as a result of its failure to investipate
meaningfully the pricing convention and related issues. The NASD's response to these issues
demonstrates a lack of the objective, proactive approach to addressing potential violations of its
rules and federal law that the Exchange Act requires. Repeatedly faced with serious allegations
concerning widespread, potentially illegal conduct by market makers, the NASD simply failed
to confront the problem. As an SRQ, the NASD is obligated by stamte to monitor the Nasdaq
market closely and mraintain its integrity. The NASD has a statutory duty to surveil and enforee
vigorously Its rules and the federal securities laws against its members whenever such members
act contrary to the interests of mmvestors and the public.

7 One institutional investor noted his concern that "dealers collude and share information
that we don’t see,” while another stated the belief that *[mlarket makers are seif-serving.
They take care of their own accounts first, then their ‘beoker buddies.’ We're the last
onss they care about.” [emphasis in ongiral]

1

See supra note 26 and, accompanying text.

The NASD sometimes followed a resuit oriented approach to economic research it
sponsored, For example, the NASD would from time to time cenduct preliminary
research in an area to ascertain likely results before commissioning an outside economist
to conduct the research. In one instance, an agreement with an outside economist
provided that the NASD retained the right to prevent publication of the research for 2
$1,000 payment. An intermal NASD memorandum explained that this provision was
included in the agreement "[blecause of the negative publicity that may be generated by
poor resuits. . . "
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B. The NASD's Regulatory Deficiencies
1. Market Maker Influence

The NASD, like any regulator, must be cognizant of the natural 1endency of 2 regulated
indusiry to influence its regulator to protect the industry’s proprietary interests. As an SRO, the
NASD must guard apainst the efforts of any one segment of its membership, such as its market
maker members, 10 assent undue influence over its regulatory functions and processes. While
the NASD's market maker members have a significant and appropriate role to play in the self-
regulatory process governing the Nasdaq market, the public interest must be the predominant
CONCerm.

Market makers have exeried substantial influence over the affairs of the NASD through
their traditional active role in its povernance.™ Representatives of firms that make markets
have constituted a majority of the Nasdaq market's Board of Directors, as well as the commirtess
and subcommittees central to the goversance of the NASD, the administration of its disciplinary
process and the operation of the Nasdaq market.® Other less organized constituencies, such
as retail and instifjutional imvestors and other broker-dealers, did no! have comparable
representation on those boards and committees.

® See supra note 20, and accompanying text.

# Changes effected in early 1926 provide for the composition of the NASD's Board of
Govemnors to be a majonty of non-industry members. Prior to this lime, representatives
of firms that make markets have comprised a majority or a substantiai portion of the
NASD's Board of Govermors. Much of the market makers’ influence over the
disciplinary process came from their participation in the Distoct Business Conduct
Committees ("DBCCs"). The DBCCs have had a "grand jury” function, in which the
MNASD staff must saek DBCC authorization to initiate a disciplinary action. The DBCCs
also serve as adjudicative bodies, which decide the outcome of litigated enforcement
proceedings and approve settlements. The grand jury function provides the NASD's
industry members with the ability to veto NASD staff enforcement recommendations and
allows them to prosecute those cases they, sitting as members of the DBCC, deem
appropriate. The adjudicatory role of the DBCC provides NASD members with a
powerful and central role in the self-regulatory process. Meaningful self-regulation does
not require that indwstry representatives alsc perform a grand jury function in the
disciplinary process. The objectivity and impartiality of the disciplinary process will be
advanced by removing the DBCCs from the grand jury function and the potential for
abuse that such a role entails. Similarly, the Market Surveillance Committee, which has
a grand jury function with respect to disciplinary actions proposed by the NASD's
Marke: Surveillance Department, should no longer retain that function. The NASD has
agreed to make these changes as part of its undertakings in the settiement of the
administrative proceeding brought by the Commission concurrently with the issuance of

this Report,
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1. The Undve Influence of Market Makers in the Disciplinarcy
Process

The following discthssion ¢oncerns the NASD's enforcement process. Nothing herein
should be interpreted to mean that the NASD should not have ap active and appressive
enforcement program with respect 1o all member firms, including member firms that traded
actively on behaif of customers on SGES ("SOES firms"), to enforce all rules and regulations
of the NASD. This Report should not be read to suggest any conclusion by the Commission on
the merits of any specific enforcement action or inspection by the NASD of SOES firms.

a. Enforcement Emphasis on SOES Activity

The repeated complaints of market makers, coupled with what the NASD has represented
was its belief that the SOES fums were a source of serous problems in the Nasdaq market,
precipitated a coacerted effort by the NASD staff to bring disciplinary actions against SOES
firms.” A telephone number was listed in the NASD directery specifically for "Small Order
Execution System {SOES) — Rule Violations/Inquiries.” Perceived violations of the SOES niles
became an enforcement priovity for the NASD staff. Finms were identified as potential violators
with infermation provided by market makers or developed through monitoring SOES activity by
the NASD's Market Surveillance Department. Certain firms were subjectad to special SOES
"sweep" examinations, which in some cases resulted in disciplinary actions. Substantial
resources at the NASD's District 10 Office in New York City and in its Market Surveillance
Department were devoted to monitoring, examining, and brnging disciplinary actions for
potential violations of the SOES rules.™

. The NASD's Laxity in Enforcing the Firm Quote Rule

In contrast to its aggressive enforcement of the SOES rules, the NASD was far less
attentive to possible rule violations by market makers.® For example, the firm quote rule was
enforced only if an aggrieved party filed a written complaint with the Market Surveillance
Department, which initiated a disciplinary process that could take months to resclve. If a
violation was found, the remedy was only to impose letters of caution or a relatively small
financial penalty against the offending market maker. Even if the complainant proved its case,
it could not be rewarded with an executed trade. Thus, backing away complaints were

" See Appendix Part II.A 3.

¥ This is not o suggese that these firms may not have engaged in conduct that may be
viclative of the NASD's rules. Even though the NASD may have believed that
substantial resources were needed for SOES enforcement, it remained obligated to ensure
balance in bath its enforcement process and allocation of enforcement resovrces.

M See Appendix parts 1.B.2., 1.C 4., IL.LA.3., and I.B.
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effectively discouraged both by an ineffective procedure for enfercing the rule and by the
ahsence of adequate sanctions for demenstrated misconduct.®

In 1994, after temporary approval by the Commission of NASD rule changes limiting
access to SOES, SOES firms increased their use of SelectNet to execute orders. Druring this
period, the SOES firms filed several thousand complainis alleging that market makers failed to
honor their ¢quotes.® The NASD committee 1hat reviewed the complaints excluded the large
majority of these claims from consideration for possible disciplinary action on the basis of
criteria that were inconsistent with the Commission’s firm quote rule and the NASD's own rule
requiring market makers to honor their quotes. Additionally, in certain of the cases where
violations were found, the NASD committes aggregated the violations and as a result imposed
sanctions less than those recommended by the NASD’s Sanction Guidelines. The result was that
the firm quote rule was not enforced as vigerously as it should have been, and viclations were
not adequately deterred. The fact that the complaining parties were widely disliked by market

% The small number of NASD formal disciplinary actions for market related rule violations
brought against joint NYSE/NASD member firms, which would encompass the larger
fisms in the securities induostry, illustrates the Commission’s concern over the NASD's
enforcement pricrities:

Masdaq
Backing Excess NM5S Trade

Year Away Spread Reporting
1991 2 4 9

1992 2 17 6

1993 Q 10 4

1994 P 65 3

1995 13 44 16

This record of enforcement activity indicates that backing away complaints and trade
reporting became enforcement priorities for the NASD after it leamed that the
Commission had significant concerns about the firmness of quotations and the accuracy
of trade reporting.  Similarly, enforcement of the excess spread rule escalated sharply
as the width of Nasdaq spreads became the subject of increasing public controversy. As
discussed further in the text, the excess spread rule has centain undesirable consequences,
and the NASD is obligated under its settlement with the Commission to repeal that rule
or sliminate its undesirable consequences,

% Three SOES firms filed the large majority of these complaints.
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makers contributed to the appearance of an imbalance in the NASD’s disciplinary process. The
NASD’s failure to enforce adequately the fimn quote rule relieved market makers of their
obligaszon to provide investors with a continuous market as required by the rles of the
Commission and the NASD and created an inzccurate picture of the market.

C. The NASDY's Laxity in Enforcing the Trade Reporting Rules

The NASD’s enforcement of the trade reporting rvles was also inadequate.” The
NASD's trade reporting surveillance procedures were deficient and wem hampered by
insufficient awtomated surveillance reports. The NASD’s examination programs relisd on
antiquated methodologies, such as comparing small samples of manually timestamped order
tickets to the times of trade reports. In fact, an analysis by the Commission's staff of data
readily available to the NASD revealed numerous viglations of trade reporting rules, particularly
with respect to larger orders. Some of the late trade rzporting was attributable (o problams with
NASD members’ imternal systems. However, the NASD did not recognize the extent and
significance of late trade reporting attributable 1o systems problems until after the Commission’s
investigation began, even though late trade reporting due to systems problems can significantly
distort the appearance of the market.

Despite the high rates of late trade reporting identified by the Commission staff from
NASD market data, the NASD histerically has brought very few cases for late trade reporting.
When it did bring cases, the NASD often imposed sanctions inconsistent with and lighter than
those recommended in its Sanctions Guidelines, Additionally, it had no procedures to follow
up and ensure that deficient firms undenook appropriate comective action. Thus, the NASD put
little regulatory pressurs on market makers to ensure timely reporting of trades and thereby
neglected the interest of investors and other market participants in having a full and accurate
picture of transactions in the Nasdag market.”® In any market, this toleration of late trade
reporting would have created conditions conducive to fraudulent trading activities such as front
running and manipulation.

d. Failure to Enforce the Excused Withdrawal Rules
The excused withdrawal rules apply to the obligations of market makers to maintain two-

sided quotations on a continuous basis ¥ Market makers who have transacted the minimum
volume required by the SOES system have their quotes temporarily removed from Nasdaq and

" See Appendix Part 1.B.2.

" Examinations by the Commission’s staff also found that the NASD failed to monitor and
enforce rigorously trade reporting compliance by NASD members trading exchange listed
securities in the OTC market.

® Sec NASD Manual, Schedule D 1o the By-Laws, Part ¥V, § 2(a) (CCH) 1 1819 (1595).
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are given five minutes to revise and reinstate their quotations.'® Failure to revise and reinstate
their quotes results in suspension of market maker status in the affected security for twenty days.
An exception to the twenty day suspension may be granted if the market maker obtains an
excused withdrawal from the NASD prior to withdrawing its quotes.'™ The NASD's rules
provide that excused withdrawals may be granted only for certain specific reasons.

The NASD was lax in holding market makers to their quotation obligations,'® It
routinely granted waivers for SOES withdrawals for reasons not permitted by the rules and €aited
to keep adequate records of excused withdrawals granted {(which would have enabled it to detect
excessive requests by particnlar market makers). Until 1993, the NASD regularly granted SOES
suspension waivers as a matter of course without inquiring into the reasons for the withdrawals.
Beginning in 1995, the NASD started to make someg inquiry into the reasons for the SOES
withdrawals, although it continued to grant excused withdrawals for reasons not pemmitted by
the rules. The NASD’s failure to enforce the excused withdrawal rule undermined the
requirement that market makers provide investors with a continuous market as required by the
NASD's rules.

E. The NASD's Imbalance in Enforcement of Its Rules

The NASD has a statutory obligation to oversee the Nasdag market and to enforea its
rules and regulations fairly as to all member firms. The record in the investigation suggests
undue influgnce of markel makesrs and a lack of vigor and balance in the NASD's enforcentent
activities with respect to market maker firms that is inconsistent with this obligation. See
Section 19(z)(1)(R) of the Exchange Act, 15 U.S.C. § 78{)(B).'® Moreover, the NASD's
failure diligently to enferce its trading rules against its market maker members as described
herein was detrimental to the interests of investors and the public.

1% See NASD Manual, Rules of Practice and Procedure for the Small Order Execution
System, Rule c(2)(G) (CCH) 1 2460 (1995).

"1 See NASD Manual, Schedule D to the By-Laws, Part V, § 8 (CCH) ¥ 1824 (1995).
' See Appendix Part B.B.1.
'" The NASD's failure to effectively enforce Rule G-37 of the Municipal Securities

Rulemgaking Board, which regulates political contributions by underwriters of mpunicipal
securities, provides another example. See Appendix Part 11.B.2.
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3 The Undue Inflyence of Market Makers in the
Regulatory Process '

a. Market Maker Influence

During the period covered by this investigation, Nasdaq market makers in cerfain

instances vnduly influenced the NASD's regulatory process in their favor.’™ They initiated
or advocated changes in the SOES niles which limited the ability to trade through SOES. The
ideas for these changes often emanated from trade associations controlled by market makers,
which worked closely with the NASD staff to formulate ideas for regulatory policy.'® In
other instances, the changes originated from individuals serving on the NASIDYs Trading
Committee, which consisted largely of market maXers.'® The interests of other NASD

10

103

Seg Appendix Pant ILA.

On a nmumber of occasions, associated persons at NASD member firms have sarved
simultaneoysly on a committee or board of a trade association and on an NASD
committee.  Althcugh self-regulation presupposes that members of indusiry will
participate in the repulatory activities of their SROs, such simultanzous service gives rise
to potential conflicts of interest. An obvious example would be a trader’s advocacy for
the proprietary interests of market makers on the one hand, and his or her undertaking
on behalf of the SRO to safeguard the interests of investors and the public. The NASD
and its industry members must be sensitive to such actual and potential conflicts and
strive (o maintain the fact and appearance of faimess and objectivity at ail times. Any
uncertainty most, of course, be resolved in favor of steadfast adherence by the NASD
to its obligations to the public and to investors.

The NASD adopted the concept of "customer service” throughout its organization,
including in i3 regulatory and disciplinary activities. For example, NASD managers
asked member firms to evaluate the performance of specific NASD examiners. Thers
is also evidence that the concept was applied to enfercement. Thus, when a disciplinary
action was brovght against a firm in 1992, a senior NASD executive issusd a
congratnlatory memorandum to the staff assigned to the case, which stated "there is no
berter service quality we could have provided to our market maker customers and the
individual investor."

Although any regulator may benefit from the regulated industry’s input regarding such
things as the competence or professicnalism of the regulator’s staff, the NASD's
application of this approach to its regulatory and disciplinary process raises questions
about the appropnate balance an SRO should strike berween serving the public interest,
as an aggressive regulator, and ensuring that its member "customers” are satisfied with
the “services" they receive in the course of being regulated. Siumply put, excessive
concern about a member's dissatisfaction with regulation could undermine investor

{continued. ..)
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constituencies received inadequate consideration in the formulation of these rule changes. The
NASD staff was institutionally constrained from vigorously advocating those interesis by the
undue influence of market makers in the NASD’s regulatory process.

b. Applieation of Standards and Criteria for Membership

The extemt of market maker influence in the NASD's regulatory process was also
reflected in the procedures for reviewing membership applications.'™ At the New York City
District 10 office of the NASD, the District Committee, or a subcommittee it created called the
PMI Subcommittee, played central roles in reviewing applications for NASD membership. Both
committees consisted largely of individuals associated with market maker firms. Beginning in
1593, the District 10 Committee encouraged close scrutiny of applicants who appearsd likely to
engage in active SOES trading. This scrutiny sometimes delayed these applications substantially,
even though NASD rules provide for reasonable review periods.'® The PMI Subcommittee
also encouraged the placement of restrictions on many applicants in grder to limit, discourage,
or prohibit use of the SOES system. The NASD also required certain applicants to satisfy
criteriz not enumerated in #8 rules and prevented such members, once admitted, from seeking
modifications to their restriction agreements for a period of time., These additional restrictions
were not consistent with the NASD’s rules relating to the applications process.'®

1%¢. . .continued)
protection. Similarly, treating a disciplinary action against a firm as a service to market
maker "customers” overlooks the fact that the SRO's disciplinary process is intended to
serve the public interest, and not the proprietary interests of a powerful segment of the
NASD's membership.

" This Report does not pass on the merits of the NASD's processing or final determination
with respect to any specific membership application, and nothing in the Repert should
be interpreted to be a determinatior on any such matters.

'%* Schedule C ot the NASD By-Laws requires a reasonable review period for membership
applications. MASD Manual, Schedule C to the By-Laws, Pant 1, § 1(b) (CCH) § 1783
(1995). In addition, Section 15A(b)8) of the Exchange Act requires the NASD to
provide a fair procedure for the denial of membership. 15 U.S.C. § 780-3(b}(8} (1996).

" The rules relating to membership applications are set forth in the NASD By-Laws.
NASD Mangal, Schedule C to the By-Laws, Part 1 (CCH) ¥ 1783 {1985). The NASD
has represented that beginning in 1993, members of its District 10 Comminee had
regulatory concems about applicants likely to engage in SOES activity. The District 10
Committee and PMI Subcommittee, however, pursued their mandate improperly by
applying criteria and standards not permitted by the NASD's rules to such applicants.
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4. The NASD's Corporate Goals

Since its inception in 1971, the Nasdaq market has become the second largest stock
market in the United States. It has provided listing, growth cpportunities, and access to capital
to thousands of publicly held comparges, as well as investment opportuaities to millions of
investors. While vigorous competition between the NASD and the exchanges is beneficial to the
overali development of the U.S_ securitics markets, o market should allow its competitive zeal
to overshadow its statutory obligations as a self-regulatory organization.

The investigation uncovered evidence suggesting that, at times, the NASD may have
allowed the critical distinctions between its two functions to blur. For example, at the time the
NASD first focused on the width of spreads in the Nasdaq market, its primary concem appeared
to be that it perceived spreads in comparable NYSE listed stocks to be penerally narmower. The
NASD focused its concern on the fact that the Nasdaq market would lose listings to the NYSE
and attempted to deal with the spreads issue through measures, such as the excess spread mle,
or through exhortation, such as at the May 1994 Bear Stearns meeting, rather than by conducting
an investigation of potential violations of the NASD's rules and the federal securities laws.'"?
Viewing the issue of spreads primarily through the prism of its market-to-market competition
with the NYSE, rather than as a threshold investor protection issue, appears o have contributed
to the NASD's failure to respond adsquately to mounting evidence that the width of the spreads
could be attributable to anticompetitive conduct by Nasdaq market makers.

The investigation alsc disclosed an excessive empiiasis on public rmage that is difficuit
to reconcile with the NASD's role as the SRO of a major capital market. The results of the
Commission’s investigation suggest that sorveillance and enforcement and the enhancement of
Nasdaq’s trading system should take priority over an excessive concern with public image. This
observation is direcily supported by the NASD's response to the adverse publicity resulting from
publication of the Christie-Schultz Study and the initiation of government investigations. Such
response reflecied an imapprepriate emphasis on a defense of the status quo, tather than a
thoughtful examination of the significant issues that had been raised.

VII. CONCLUSION
A Settlement with the NASD

Under Section 19(h)(1) of the Exchange Act, the Commission may impose appropriate
sanctions if the Commission finds that an SRO has failed {0 comply with or, without reascnable
justification or excuse, to enforce compliance by its members with the federal securities laws or
its own mles. The Commission has determined that the NASD's conduct described herein

10 See Appendix Part [LA.l.e.
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demonstrates a failure to comply with its statatory obligations.'" The Commission has entered
into a settlement with the NAST of an administrative proceeding instituted pursuant to Section
19(h} of the Exchange Act, under which the NASD, which does not admit or deny the

" The Commission has exercised its authority to bring enforcement actions against SROs
on four occasions in recent years: {a) Midwest Clearing Corporation ("MCC"),
Exchange Act Release No. 31416 (Nov. &, 1992), 57 Fed. Reg. 54435 (Nov. 18, 1992)
(MCC and the Midwest Securities Trust Company violated, among other things, the
antifraud, books and records, rule making, customer protection, and clearing agency
registration reguirements under the Exchange Act, MCC settled with the Commission and
was censured, required to undertake certain actions generally designed te improve
internal controls, permanently enjoined from violating the Exchange Act and Rules
promulgated thereunder, and ordersd 10 pay a civil penalty of $2,000,000); (b} Chicago
Board Options Exchange ("CBOE"), Exchange Act Release No. 26809 (May 11, 1989)
{CBROE failed to enforce certain of its rules in the face of compelling circumstantial
evidence, was without "reasonable justification or excuse” in violation of the Exchange
Act, and was censured and ordered to strengthen its surveillance activities and
disciplinary process and address potential conflicts of interest); () Philadelphia Stock
Exchange ("Phlx"), Exchange Act Release No. 16648 (Mar. 13, 1980) (Phlx, without
reasonable justification or ¢xcuse, failed to comply with or enforce compliance by its
members with the Commission’s quotation rule, and was censured based on Phlx's
representation that it bad made and had undertaken to make extensive organizational
revisions desipned to strengthen its market surveillance and enforcement capabilities); and
{d} Boston Stock Exchange {("BSE") and Boston Stock Exchange Clearing Corporation
{"BSE Clearing Corp."), Exchange Act Release No, 17183 (Ccet. 1, 1980 (violations of
applicable margin, net capital, and bookkeeping requirements on the part of several BSE
specialists and failure of BSE to maintain adequate surveillance procedures to ensure
compliance, along with failure of BSE Clearing Corp. to fulfill its responsibility under
Regulation T to monitor compliance with the applicable margin requirements, and
extension by BSE Clearing Corp. of excessive credit in violation of Regulation T
rasulted in BSE and BSE Cleaning Corp. being <ensured and BSE being ordered to

underiake, among other things, to reassess its corporate governance structure and
surveillance procedures).

Priar 1o the Securities Act Amendments of 1975, the Commission had a limited arsenal
of regutatory options to address an SRO’s breach of its statutory responsibilities.
Generally, the Commission was Limited to terminating an SRO’s registration or
exercising its rulemaking authonty to address an SRO's violations. As a result,
Commission action against SROs prior to 1975 were rare. See Exchange Act Release
No. 7870 (Apr. 22, 1966) (Commission proceedings pursuant to section 1%a)(1) 1o
withdraw San Francisco Mining Exchange's registration as a national securities exchange
for repeatediy failing to enforce compliance with the Exchange Act); 5.E.C., Siaff Rpt,

on Organization, Mapagement, and Rep. of Conduct of Members of the Am, S:gl_c Exch,
{Jan. 3, 1962).
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allepations of the Commission, is censured and ordered to comply with certain undertakings,
which are described below.

The NASD's setttement of the Commission’s enforcement action creates a framework for
the reformation of the NASD which builds, in part, on the recommendations of the Rudman
Commuittee, While self-regulation benefits from the knowledge, insight, and expertise brought
by industry participants, it must give primacy to the fundamental purpose of regulation of the
secutities markets; the protection of investors and the public interast.

As part of its settlement with the Commission, the NASD has agreed to perform varions
undertakings to address problems uncovered in the investipation. First, it has undertaken to
reorganize its governance structure to provide for significantly greater involvement by
representatives of the public and NASD constituencies other than the market makers.'? These
changes are intended to alter the perspectives of the NASD and infuse it with a preater sense of
objectivity and impartiality, Diversified reprasentation should instill greater awareness of the
need for evenhanded treatment of all regulated persons in every aspect of the NASTY's activities,
including relemaking, regulation, disciplinary processes, and operations. Increased public
representation is also intended to heighien the NASD’s appreciation for the needs of investors
and the public interest in a free, open, and competitive market.

The NASD has vndertaken to institute the participation of professional heaning officers,
with legal training, to preside over disciplinary proceedings. This measure should ¢nhance the
dispassionate application of the rules and fairness in the disciplinary process. Since
representatives of NASD member firms will no longer preside over the hearings, any negative
implications of business perscns sitting in judgment on their competitors should be alleviated.
Since industry representatives will continue to constifute a majerity of each hearing panel, they
will continue to have a central role in bringing their market expertise to bear on the disciplinary
Process.

The NASD has undertaken to provide for the antonomy and independence of its staff with
respect to disciplinary and regulatory matters where the commercial interests of the NASD's
members, or any particular segment of its members, conld be inappropriately inseried. Staff
autcnomy and independence are vital to the future effectiveness of the NASD if it is to comply
with its statutory mandate. The NASD staff must have an environment in which they ¢an bring
to bear the objectivity, professionalism, and concemn for investor protection that an SRO must
always disptay.

Y% These changes will build upon structural reforms recommended by the Rudman
Committee. In terms of structural change, the Rudman Commitiee generally called for
substantially greater public participation in the govermnance of the NASD and a separation
of the NASD's regulatory fonction and the Nasdag marke! into sepamte corporate
subsidiaries. The MASD has adopted in large measure the recommendations of the
Rudman Committee. The Commissicn is requiring additional refinements of the NASD's
govemance structure because of the nature and scope of the Commission’s findings.
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The NASD has undertaken to promulgate and consistently apply uniform guidelines for
regulatory and other access issues, such as membership applications and conditions of
admission.’® The NASD will also institute safeguards to ensure fair and evenhanded access
to all services and facilities of the NASD. These measures should bring greater consistency and
faimess to the membership application process, and other regpulatory activities, and deter
arbitrariness or the insertion of inappropriate considerations into these processes.

The NASD has undertaken 1o ensure the existence of a substantial independent internal
audit staff. The Commission’s findings in its investigation demonstrate the need for an effective
internal audit staff with a direct line of reporting to the NASD's Board of Govemors. The
internal audit staff should address complaints received from members and other NASD
constituencies, maintain a pregram of regular audits of the NASD's activities, and independently
initiate inquiries with respect to possible anticompetitive practices and violations of law or the
NASD's rules that otherwise come to their attention. This measure should ensure that the
NASD engages in a process of comprehensive ongoing self-evaluation.

The NASD has undertaken to design and implement an audit trail sufficient to reconstruct
the markets promptiy and effectively surveil them and enforce its rules. The new audit trail will
include, subject to the Commission's approval, among other things, an accurate time-seguenced
record of orders and transactions, beginning with the receipt of an order and documenting the
life of the order through the process of execution. Such an audit trail will significantly enhance
the ability of the NASD to surveil the market to enforce investor protection rules, such as the
prohibitions against trading ahead of limit orders, and other rules such as the finm quote rule and
trade reporting rules. Vigorous enforcement of these rules will enhance investor confidence.
Improved surveillance is essential to the integrity of the Nasdag market and the NASD.

The NASD has undertaken to improve substantially the surveillance and examination of
order handling. Improved regulatory oversight in this area is warranted in Light of the problems
uncovered by the Commission's investigation.

The NASD has undertaken to uvpgrade substantially its capability to enforce the firm
quote rule by (a) implementing a process for backing away complaints to be addressed as they
are made during the trading day so that valid complaints may be satisfied with a
contemporaneous trade execution and {b} taking other appropriate actions. The firm quote rule
Is 2 primary means of ensuring that the market makers provide liquidity. The frequency of
backing away uncovered in the investigation requires prompt and strict enforcement of the firm
quote rule.

The NASD has undertaken o propose a rule or rule interpretation for Commission
appm'tra] that will make explicit that coordination by or among market makers of their
quotations, trades and trade reports, and actions taken as retribution or retaliation for competitive

" Such guidelines, and guidelines for disciplinary sanctions, should be filed with the
Commission pursuant to Section 19(p) of the Exchange Act. 15 U.5.C. § 78s(b) (1994).
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actions of another market rmaker or other market participant, are unlawful under the NASD's
rules. The coordinated activities of market makers described herein sap the competitive vigor
of the market. Such a mule or rule interpretation is necessary to ensure that a culture of
competition exists in the Nasdaq market,

The NASD has unrdenaken to enforce Article I, Section 1 of the NASD Rules of Fair
Practice, with a view to enhancing market maker competitiveness by eliminating anticompetitive
or unlawfully enforced or maintained industry pricing conventions, disciplining market makers
who harass other market makers in retaliation for competitive condnct, eliminating coordination
of quotations, trades, and trade reports, and acting to protect order entry firms and non-market
maker finns from concerted discrnimination and concerted refusals to deal by market makers.
Such conduct is antithetical t¢ the goal of free and open markets and the NASD must use its
enforcement authorty to investigate and sanction members who engage in it.

The NASD has undertaken to improve substantially the reliability of trade reporting,
through, among other things, enhancement of surveillance, examination, and enforcement.
Reliable trade reporting is one of the foundations of investor conftdence. The NASD has agreed
that a substantial increase in enforcement resources to enforce trade reporting requirements is
warranted to impress upon market makers the importance of making timely and accurate trade
TEPOEtS.

The NASD has undertaken to redefing the excess spread rule to eliminate any disincentive
to close the spread im market maker gquotations, or to repeal the rule. The Commission is
concemned that the excess spread mule as presently formulated interferes with the pricing
mechanism of the market. 1t may have also created disincentives to nanmowing dealer spreads
and incentives for market makers to restrain other marke: makers from narrowing their dealer
spreads. Repulations which are not serving their intended purpose or are creating undesirable
consequences should be modified or repealed, and the NASD has agreed tc address the probiems
created by the excess spread rule.

B. Commission Rule Proposals

The evidence pathered during the Commission’s investigation underscores the need to
enhance competition among Nasdaq participants and to heighten the standards for the handling
of customer orders.  The Commission believes that the intemal govermance and market reforms
that the NAST} is undertaking, including its organizational restructuring, represgnt significant
advances in this regard. Comprehensive and lasting relief, however, also requires certain
reforms to the operation of the Nasdag market. Out of concem for certain practices that have
developed in both the OTC and exchange markets, the Commission recently proposed a series
of requirements for specialists and market makers conceming order handling and execution
practices on exchanges and the OTC markets that may help to inject competition into the Nasdag
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market.'* The propesal would enhance transparency and diminish fragmentation by providing
for prices that more fully reflect overall supply and demand in the market and, thereby, increase
coOmpEtition.

The Commission’s proposed amendment o the Quote Rule would require market makers
who submit priced orders {0 certain electronic communications networks to make those orders
publicly available. As noted earlier in this Report, market makers are currently able to avoid
quoting odd-eighths in Nasdaq because of the availability of systems such as Instinet and
SelectNet, which allow market makers to attract trading interest at prices inside the spread
without adjusting their Nasdaq quetes. By ensuring that the public quotes for a secunty reflect
the best prices at which market makers are willing 10 trade, the proposed amendment would Limit
the ability of market makers to avoid quoting v odd-eighths on Nasdaq, without limiting the
nsefuiness of these systems as efficient alternative mechanisms for negouating transactions.

In addition, the Commission’s proposal would require market makers to display
immediately customer limit orders that improve their quote. This proposal would improve
competition among market participants by providing investors enhanced access to the market
and, censistent with the statutory directive of achieving a national market system, would provide
greater opportunities for investors’ orders to interact with one another. Further, transparency
of customer lunit orders would significantly improve price discovery and significantly undermine
the ability of market makers to coordinate quotations.

Finally, the proposed rules would require specialists and OTC market makers te provide
their customer market orders with an opportumty for price improvement. Providing customer
orders with an opportunity for price improvement would allow those onders to compete with
market maker quotations and, thus, impose competitive pressure on market maker quotations.

These tules were published for comment in September 1995 and Commission staff are
currently studying the proposals and reviewing the approximately 175 comment letiers received.
The Commission anticipates receiving a final recommendation from the staff on the proposed
rules in the near future,

C. Summation

The paramount poals for the NASD are to ensure the free flow of competition to the
Nasdag market and to attain the impartiality, objectivity, and public-interest orientation
statutorily required of an SRO. The Jong term interests of the Nasdag market are to provide
investors with a free and open market where execution costs are set through dynamic

' Although the Commission’s rule proposal addresses certain concems independent of those
detailed in this Report, the proposed tules, by stressing the importance of transparency
and customer order interaction, are expected to enhance competition among Nasdag

marker participants and provide a structurzl respense to some of the aaticompetitive
behavier discussed in this Report.
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competition. To move forward as an effective SRO, the NASD must transform its attitudes and
conduct and renew its commitment to the interests of investors and the public. The confidence
of the public and investors in the Nasdaq market and in the NASD requires nothing less, and
investors and the public deserve nothing less.

X *® ® ¥ &
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