SECURI TI ES AND EXCHANGE COWM SSI ON HI STORI CAL SOCI ETY
in cooperation with the
UNI TED STATES SECURI TI ES AND EXCHANGE COWM SSI ON
with the support of
NORTHWESTERN UNI VERSI TY SCHOOL OF LAW
A MAJOR | SSUES CONFERENCE

SECURI TI ES REGULATI ON I N THE GLOBAL | NTERNET ECONOWY

Wednesday, Novenber 14, 2001

9:27 a. m

Grand Hyatt Hot el
Washi ngton, D.C.

Dl VERSI FI ED REPORTI NG SERVI CES, | NC.

(202) 296- 2929



CONTENTS
PAGE

VWELCOVE AND CONFERENCE OVERVI EW 5
David S. Ruder, WlliamW Curley Menori al
Prof essor of Law, Northwestern University School of Law,
Chicago, Illinois
Chai rman, Securities and Exchange
Comm ssion Hi storical Society

David E. Van Zandt, Dean and Professor of Law Northwestern
Uni versity School of Law, Chicago, Illinois

Richard M Phillips, Kirkpatrick & Lockhart, Washington, D.C
Conf erence Chair

Harvey L. Pitt, Chairman, United States Securities and Exchange
Comm ssi on, Washi ngton, D.C.

REGULATI ON OF THE SECURI TI ES MARKETS: 18
HOW CAN REGULATI ON MORE EFFECTI VELY
FACI LI TATE CAPI TAL FORVATI ON I N THE NEXT DECADE?

Panel Chair:

Annette L. Nazareth, Director, Division of

Mar ket Regul ation, U S. Securities and Exchange Conm ssi on,
Washi ngton, D.C.

Panel i st s:

Dougl as Atkin, President and Chi ef Executive Oficer, Instinet
G oup, Inc., New York,

New Yor k

Phillip D. Defeo, Chairman and Chi ef Executive Oficer, Pacific
Exchange, San Francisco, California

Robert R d auber, Chairman and Chi ef Executive O ficer,
Nat i onal Association of Securities Deal ers, Washington, D.C.

Richard G Ketchum President and Deputy Chairman, The Nasdaq
Stock Market, Inc., Washington, D.C



CONTENTS
PAGE
REGULATI ON OF THE SECURI TI ES MARKETS: 18
HOW CAN REGULATI ON MORE EFFECTI VELY
FACI LI TATE CAPI TAL FORVATI ON I N THE NEXT DECADE?

Edward A. Kwal wasser, G oup Executive Vice
President, The New York Stock Exchange, Inc., New York, New York

Andrei Shleifer, Professor, Departnment of Econom cs, Harvard
Uni versity, Canbridge, Massachusetts

LUNCHEON ADDRESS 117
| nt roducti on
Harvey L. Pitt, Chairman, United States
Securities and Exchange Conmmi ssi on,
Washi ngton, D.C.

Speaker

Hon. Paul S. Sarbanes, U.S. Senator, Maryland
Chai rman, Senate Comm ttee on Banki ng,
Housi ng and Urban Affairs

REGULATI ON OF | NVESTMENT FUNDS, | NVESTMENT MANAGERS 140
AND MARKET PROFESSI ONALS: ARE CHANGES NEEDED | N ORDER TO PROTECT
| NVESTORS | N THE NEXT DECADE?

Panel Chair:

David Silver, Former Chairman, |Cl Mitual |nsurance Conpany,

Bet hesda, Maryl and

Panel i st s:
Janmes Dannis, Berens Capital Managenent,
New Yor k, New York

Kat hl een H Moriarty, Carter, Ledyard &
M | burn, New York, New York

Robert C. Pozen, Vice Chairman, Fidelity Investnents, Boston,
Massachusetts



CONTENTS
PAGE
REGULATI ON OF | NVESTMENT FUNDS, | NVESTMENT 140
MANAGERS AND MARKET PROFESSI ONALS: ARE CHANGES NEEDED I N CRDER TO
PROTECT | NVESTORS | N THE NEXT DECADE?
Paul F. Roye, Director, D vision of |Investnent Managenent, U.S.
Securities and Exchange Conmmi ssion, Washi ngton, D.C.

Steven M H Wiallman, President, Foliofn, Inc., Mrrifield,
Virginia

Steven K. West, Sullivan & Cromael |,
New Yor k, New Yor k

Stuart WIley, Chief Counsel, Investnent Business, Financi al
Services Authority,
London, Engl and

DI NNER AND KEYNOTE ADDRESS 250
Harvey L. Pitt, Chairman, United States
Securities and Exchange Conmmi ssi on,
Washi ngton, D.C.



© 00 N o o b~ w N Pk

N NN NN R R R R R R R R R
A W N P O O 00 N O O B W N +—» O

PROCEEDI NGS

WELCOVE AND CONFERENCE OVERVI EW
MR. RUDER: Good nmorning. M nane is David Ruder.
| amthe Chairman of the Securities and Exchange Conm ssion
Hi storical Society. | have sone introductory remarks to
make. And Associ ate Dean Wentz at Northwestern has assi gned
me sone adm nistrative duties as well.

First of all, we apol ogize that sonme of you do
not have your nane tags. A delivery conmpany which we shall
not specify failed to deliver the nane tags from Chi cago
here today. They should be here shortly and at the breaks
you can find them

Those of you who want continuing | egal education
credit can sign up at one of the breaks or at |unchtine.

The luncheon will be held on that side of the roomand we
w Il have a few m nutes break between the end of the norning
and the | uncheon.

There are a few reserved seats down here for
speakers. |If there are any speakers who are feeling cranped
or they are standing sonewhere we would urge you to conme down
in front to be here and watch the proceedings. And then when
you cone up on the podiumthen other speakers can take your
pl ace.

The SEC Maj or |Issues Conference is being presented



25 by the Securities and Exchange Comm ssion Historical Society
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in cooperation with the United States Securities and
Exchange Conm ssion with the support of Northwestern
University School of Law. On behalf of these three
organi zations, | am pleased to welcone all of you to this
i nportant conference. You may think |I am stretching when
wel come you on behalf of three organizations but | believe |
amentitled to do so. | amthe Chairman of the Hi storical
Society. From 1987 to 1989, | served as Chairman of the
SEC. And for many years | have been a Professor of Law at
Nort hwest ern University School of Law.

This is a major event for the Securities and
Exchange Conm ssion Hi storical Society which has been in
exi stence for only two years. The purpose of the Society is
to preserve the history of the Securities and Exchange
Comm ssion, to sponsor research and educati onal prograns
regardi ng the Securities and Exchange Conm ssion and to
enhance the understanding of the United States and the
worl d's capital markets.

The Society came into being at the suggestion of
three SEC staff persons, the General Counsel Harvey
Gol dschm d, the Solicitor Paul Gonson, and the Secretary
Jack Katz. Chairman Arthur Levitt enbraced the idea and
asked nme to undertake the formation of the Society. The
task was easy for two reasons.

First, many former SEC staff nenbers
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ent husi astically supported the idea and nany of them are
serving as trustees of the Society.

Second, two forner staff nenbers, Paul Gonson,
then retired fromthe Comm ssion, and Harvey Pitt worked
tremendously hard to formthe Society. Harvey provided staff
support, space and | egal advice fromhis office and used his
boundl ess energy to bring about formation of the Society as a
not-for-profit corporation. Paul provided his |ong SEC
experience, his great w sdom and his energy and ent husi asm

Wth Harvey as President and Paul as
Secretary/ Treasurer and with an outstandi ng board of
trustees, including fornmer Chairman Arthur Levitt, the
Hi storical Society has becone a viable and visible entity in
a very short tinme. Today with Harvey serving as Chairman of
the SEC and Paul now serving as President of the Society we
are confident the Society wll continue to grow and prosper.

The Society plans a variety of activities. It
will collect the personal papers of SEC conm ssioners and
staff nmenbers. It will serve as a clearinghouse and
coordi nator of SEC reports and other docunents relating to
the history of our financial markets. It wll provide a
website allow ng scholars and the public to obtain val uabl e
historic information. It will and already has begun a

project to record oral histories of those persons who have



25 been central to many key events in the financial markets. It
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8
wi |l publish scholarly papers and reports of conferences such
as this SEC Major |ssues Conference.

This conference is nodel ed after severa
conferences held in the 1980s at which the Comm ssion
identified the inportant policy issues of the day. Jack
Katz, the Conm ssion's Secretary, deserves great credit for
identifying the desirability for this conference and for
organi zing the support of the SEC. | have told himif this
is a success we will be extrenely proud of him and we're
proud of him anyway.

It now gives ne great pleasure to allow three
persons about whom | feel the keenest sense of admration to
join me in welcomng you. | amgoing to introduce them
briefly and they will then talk to you.

The first will be David Van Zandt, the brilliant
dean and nmy boss at Northwestern University School of Law

The second will be Dick Phillips of Kirkpatrick
and Lockhart who has been wonderful as Chairman of the
Program Comm ttee that organized this conference.

The third will be Harvey Pitt, Chairman of the
Securities and Exchange Comm ssion who will undoubtedly be a
wonder f ul Comm ssi on chai rman and whom | w Il be introducing
again to you at dinner this evening.

MR. VAN ZANDT: Thank you very nuch, David. You






© 00 N o o b~ w N Pk

N NN NN R R R R R R R R R
A W N P O O 00 N O O B W N +—» O

9
shoul d all know that no one can be Dave Ruder's boss.

But | amvery pleased to see all of you here
today. W are especially proud at Northwestern Law School to
be one of the supporters of this conference. | would |ike
to thank David specifically for his work on this along with
Jack Katz, the Secretary of the SEC, our conference chair
Dick Phillips of Kirkpatrick & Lockhart and finally, of
course, Harvey Pitt who's had a | ong association with our
vari ous conferences at Northwestern.

Lastly, Associate Dean Pete Wentz and Deborah
WIllians at the Law School have worked very hard with the
pl anning conm ttee to organi ze today' s conference.

As | said, it is a great honor to be part of this.
| think these issues are going to be -- are inportant to
di scuss now for the future of the SEC as well as our
financial markets here in the United States and around the
world. We are extrenely proud of our relationship that we've
devel oped with both the SEC and the SEC Hi storical Society.
And over the years we have been fortunate to be able to put
on any nunber of conferences on securities regul ation,
whet her our Garrett Institute at Northwestern's Law School in
the spring, our support for the Securities Regul ation
Institute in San D ego every January.

The last thing | will say is this really is



25 enbl ematic of what we're trying to do at Northwestern Law
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10
The world is a dramatically changing place, particularly for
our young students who are comng out now. It's a very
different world than 20 years ago when | graduated from | aw
school. It's very inmportant for themto understand what's
happening in the world. W at Northwestern try through
conferences |like this, through things we do in the curricul um
at the school to try to educate our students to be prepared
for this what is a rapidly changing, a rapidly changing
wor | d.

Again, | think it will be a great conference. |
once again want to welcone all of you and thank you all for
the opportunity for Northwestern's Law School to participate
in this.

Thank you.

MR. PHI LLIPS: Good norning. Let nme add ny
wel cone to this Major |Issues Conference on Securities
Regul ation in the d obal Internet Econonmy. You should know
that our ability to hold this conference as schedul ed is due
in large neasure to the support that we have had fromthe SEC
and fromits Chairman Harvey Pitt. They refused to accept
cancel l ation as a response to the events in the aftermath of
Septenber 11. W owe nmany thanks to Harvey, to Jonat han
Katz, Secretary of the Comm ssion, to the staff of the

Conmi ssion, to Dave Ruder, Chairman of the Historical



25 Society, to the trustees of the society and the Program
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Commttee for the work that they have done in putting
t oget her this conference.

And in particular 1'd like to thank the foreign
partici pants who al so refused to accept cancellation as a
response to the problens we have had with air travel in the
United States. They canme here despite these difficulties to
share with us their thoughts on the gl obal issues confronting
securities regulation today.

In one sense it's particularly appropriate that in
the aftermath of Septenber 11 we focus this conference on
gl obal securities regulation. Septenber 11 taught the United
States one self-evident but profound | esson, that with the
i ncreasi ng gl obalization of the econony and of popul ati ons
the well-being of every nation no matter how strong depends
on the goodw || and cooperation of the international
community. In the era of globalization no nation can be an
island unto itself.

VWhat's true for our nation as a whole applies with
even greater force to the capital markets and to the
regulatory reginme that is vital toits well-being. In our
gl obal econony we nust renenber that capital can nbve across
t he gl obe even easier than nmerchandi se and people. And to an
i ncreasing extent investors in the United States and all over

the world are investing their capital wherever they see



25 opportunities across the globe. And the participants in
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t hose markets, the financial services firns, the issuers of
securities, are fast becom ng global and international multi-
nati onal conpanies and | osing their national character.

Now, we have every reason to be proud of the
efficiency of the United States markets and the effectiveness
of federal securities regulation in the United States. But
t he pace of globalization is quickening at internet speed.

In a few decades it may well be that any national system of
regul ation is no nore neani ngful than an effective system of
state Blue Sky regulation was in the latter part of the 20th
Century.

Any system of regulation nust take into account
the need to protect investors on a global basis. And the day
is rapidly com ng when we, the people interested in
securities regulation, will have to recognize that the world
i's now our stage and we nmust begin to explore how we can
operate effectively on that gl obal stage.

We nust be asking questions: How can we adapt
nati onal systens of disclosure and accounting principles into
an internationally accepted set of principles? How can we
nodi fy national market systens to accommodate gl obal trading?
How do we adapt a very parochial, |abel-conscious rather than
functional |l y-consci ous system of regul ati ng noney nanagenent

so that it can nmesh nore effectively on a gl obal scale? And



25 how, and nost inportant of all, how do we enforce national
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systens of regul ation across national boundaries? Do we need
nore formal nechanisns or can we rely upon the infornmal
system of MOUs and cooperation between securities regulators
of different countries?

These are the questions that are becom ng nore and
nmore meani ngful to us as persons interested in securities
regul ation. And these are the questions that we nust face
and the SEC nust face in the next decade. Fortunately, the
SEC is blessed wwth a Chairman who brings to his job not only
enor nous experience in wrking on a day-to-day basis with
securities regulation but with the energy and nost i nportant
of all the vision to transformour effective national system
of securities regulation in one that will protect investors
on a global basis. And it's to that task that we hope that
this conference will assist himand you as persons interested
in securities regulation in thinking through the issues.

VWhat you will hear in the next two days is only a begi nning
that will occupy center stage of our thought processes in
fashi oning gl obal securities regulation.

|"d like to now turn to Chairman Harvey Pitt and
ask himto add his words of welcone to those of the rest of
us. Thank you.

CHAIRVAN PITT: Well thank you, Dick. And good

nor ni ng.



25

One of the great things about follow ng David
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Ruder through life is that | always know to what | should
aspire next. And so | owe David a great debt of gratitude:
now know where |'m headed after this job.

|"mactually quite proud and honored to wel conme
all of you to the first Major |Issues Conference that's
jointly sponsored by the SEC Hi storical Society and the
Securities and Exchange Commi ssion. The Historical Society
and the Comm ssion are two organi zations for which | have
enornmous affection and with which I feel a very close
i dentification.

The Comm ssion along with the rest of the world
began a new mllenniumthis year. The issues that confront
us are quite conplex. And the solutions are not readily
apparent. It will take great m nds, those on our staff,
those of securities regulators around the gl obe and those of
the nmenbers of the Historical Society to help the SEC frane
the right issues and divine appropriate responses. It's a
difficult task but | have to say it's one that's quite
exciting and energizing. | know of no better place to be
right now than the SEC as we try to grapple with new
concepts, new probl ens, new players, new products, new
t echnol ogy, new markets and new gl obal realities.

By organi zing this conference the SEC Historica

Soci ety makes a mmjor contribution to our success in



25 addressing these very difficult issues. The Hi storical
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Society, as David indicated, is the brainchild of ny
predecessor Arthur Levitt. Arthur conjured the notion and
t hen David Ruder and Paul Gonson hel ped nmake it a reality.
And it's only fitting that Arthur has becone a val ued trustee
of the Society now that he has graciously passed the mantle
of SEC | eadership to ne.

Wth your indulgence | would like to take a few
monments to thank those people who made this conference
happen. | would like to commend ny col | eague, ny predecessor
thrice renoved and ny personal friend Chairman David Ruder
for convening so many acconplished and brilliant mnds to
di scuss the pivotal issues of the day. The H storical
Soci ety could not be in better hands.

David has | ed the Conm ssion and the Securities
Bar with a prescience that has |ong served investors and the
markets well. So it's certainly no surprise that he would
spearhead this tinely and inportant effort.

And | want to express ny special thanks to Senat or
Paul Sarbanes, the distinguished Chairman of the Senate
Banking Commttee, a man | amprivileged to call a friend,
for taking tinme out fromhis busy schedule in these difficult
times to share with us his uni que perceptions and | earned
views. W certainly understand the considerabl e demands on

Senat or Sarbanes' tine and appreciate the special efforts he



25 has made to spend tinme with us at |unch today.
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| also want to acknow edge the hard work and keen
insights of Dick Phillips, our appropriate well-respected
conference chai rman, and the other inpressive nenbers of the
organi zing commttee for this Mjor |Issues Conference.

And | want to thank in advance each panelist for
his or her participation these next two days. Qur
di stingui shed group of panelists reflects a w de spectrum of
vi ews and backgrounds. Their insights into these issues wll
hel p shape the Conmm ssion's and perhaps the international
community's agenda in the com ng years.

Certainly when we were planning this conference we
never anticipated the tragic events of Septenmber 11 casting
such a | ong shadow over our nation and indeed the world. The
inportant thing to renmenber, however, is that many wonder f ul
and tal ented people have given of their tinme and treated us
to an inportant glinpse of issues that the SEC and our gl obal
counterparts wll have to consider over the com ng nonths and
years. The views you hear expressed may not be the views of
the Comm ssion just yet, but part of the nmagic of a mmjor
i ssues conference |like this one is the real possibility that
the views you hear expressed will soneday be views
articul ated and enbraced by the Conm ssion and its regulatory
col | eagues around the worl d.

So I want to thank all of you for making this



25 conference a reality. And now wth the prom se of no nore
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wel comng talks | turn it back over to David and Dick. Thank
you.

(Appl ause.)

MR PH LLIPS: Let's start with our first panel on
the markets. Annette, would you have your panel conme up here
so we m ght proceed.

W' ve got an overwhel m ng response to this
conference. W can't |let people stand for three hours so
we're bringing in nore chairs. And | would ask that the
people in the last two rows please renove their bel ongi ngs so
that we can renove the tables and put in chairs. |If you
woul d do this at the coffee break.

And those of you who are standing, have heart,
there will be coffee and chairs very soon.

(Pause.)

MR PH LLIPS: Five mnutes for two speakers who
are scheduled to be here by 10: 00.

(Pause.)

MR, PH LLIPS: Let's start with our program and
the two speakers will be joining us very shortly. It gives
me great pleasure to introduce as the panel |eader and
noderator for this norning Annette Nazareth, Director of the
Di vision of Market Regul ation at the SEC since 1999.

Prior to comng to the Comm ssion Annette has had



25 a rich experience serving as counsel in various securities
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firms in New York. She has been a nanagi ng director of
Sal onon Smth Barney, general counsel of the Capital Markets
D vision and a senior counsel of the Fixed Inconme Markets at
Lehman Brothers. Prior to that she was a working | awer at
Davis Pol k & Wardwel | .

Her background nakes her uniquely qualified to
deal with what is probably the nost difficult issues facing
the SEC, how to regulate the capital markets in an era of
gl obal i zati on.

Annette, | leave it to you to introduce the
menbers of your panel.

REGULATI ON OF THE SECURI TI ES MARKETS: HOW CAN
REGULATI ON MORE EFFECTI VELY FACI LI TATE CAPI TAL FORMATI ON I N
THE NEXT DECADE?

M5. NAZARETH: Thank you, D ck.

Well, fortunately we have three hours so we have
lots of tine to resolve all of these gnarly issues. W're
glad to see that Rick Ketchummade it. W tricked himby
starting early. Although | nust say that Doug Atkin very

generously agreed to represent the Nasdaq position.

MR. ATKIN. | was trying to help, Rick
MR, KETCHUM |'m doing Instinet today and Doug's
doi ng Nasdag.

M5. NAZARETH: Right. That's right. W thought



25 we'd make it nore lively that way.
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Well, thank you all very nuch for being here this
morning. As Dick said, this panel is entitled Regul ation
of the Securities Markets: How Can Regul ati on Mre
Effectively Facilitate Capital Formation in the Next Decade?
It wll focus generally on the role of regulation in the
securities markets and how regul at ory deci si ons i npact
various market structure issues.

| am honored to be joined today by a distingui shed
group of panelists: Doug Atkin, President and CEO of
Instinet; Phil Defeo who is actually at the end of the table
here, Chairman and CEO of the Pacific Exchange; Andre
Shleifer, who is a Professor of Econom cs at Harvard; Ed
Kwal wasser, G oup Executive Vice President, Regulatory
Services, of the New York Stock Exchange; and we al so have,
as | said, Rick Ketchumwho is wth Nasdaq.

| guess we were supposed to have Bob d auber.
What happened to Bob G auber? Well, we have one nore. Wo
would like to represent the view of Bob d auber?

As you may know, we delivered a paper to the SEC
Hi storical Society entitled "Lending a Hand to the Invisible
Hand: How a National Market System Contributes to the
Evol ution of the U S. Securities Marketplace.” And that
paper is intended to provide a foundation for this norning' s

panel di scussi on.



25

|"d like to begin by giving you an overvi ew of
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sonme of the thenmes touched upon in that paper on the
assunption, which | assune is a good one, that none of you
have read it. Before |I do though |I thought I would
acknow edge the trenendous debt to Onni g Donbal agi an, one of
the Division's attorney fell ows, who took the |laboring oar in
its production.

The primary goal of our paper is to reexam ne the
Comm ssion's role in facilitating the U S. national market
systemparticularly in |light of technol ogical advances
experienced by the securities industry over the past quarter
of a century. In 1975 when Congress gave the SEC the mandate
to facilitate the establishnment of a national market systemit
had grown dissatisfied with the increasing fragnentation of and
barriers to interaction anong the equities nmarkets. Congress
believed that a national market system would foster
ef ficiency, enhance conpetition, increase information
avai l abl e to broker/dealers and investors, facilitate the
of fsetting of investors' orders and contribute to the best
execution of such orders.

Specifically, Congress identified the foll ow ng
five objectives of a national market system

Econom cal ly efficient execution of securities
transacti ons;

Fair conpetition anong brokers and deal ers, anong



25 exchange markets and between exchange markets and markets
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ot her than exchange markets;

The availability to brokers, dealers and investors
of information with respect to quotations for and
transactions in securities;

The practicability of brokers executing investors'
orders in the best market; and finally,

The opportunity consistent with the preceding four
obj ectives for investors' orders to be executed w thout the
participation of a dealer.

Since 1975 the securities markets all have
substantially upgraded their trading facilities to take
advant age of state-of-the-art conmmuni cations networks, order
routing and execution facilities and conputational power.
Securities firns |ikew se have invested in new technol ogi es
to automate the processing of custoner orders as well as to
facilitate trading by both institutions and retail investors
t hrough proprietary networks and, nore recently, the internet.

Al ternative trading systens offer investors new
ways to translate their trading interest into executed
trades. And globalization may further increase the
accessibility of foreign equity markets and intensify
conpetition for trading services throughout the world.

In Iight of these devel opnents sone have

gquestioned the appropriateness of the Conm ssion's nati onal



25 mar ket system mandate as well as the approach the Conm ssion
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has taken to fulfill those obligations. Governnent
intervention, they argue, has done nore harmthan good, for
exanpl e, by entrenching outdated |inkages and communi cati ons
systens that inpede the evolution of the marketpl ace.
| nst ead, market forces should be allowed to operate
relatively uni npeded so that conpetition and i nnovation wll
flourish.

Qur paper argues, however, that the key rationale
for authorizing regulatory intervention -- to elimnate anti -
conpetitive burdens and assure cross-narket access to market
information and trading opportunities -- remains as inportant
today as it was in 1975. Despite the rapid changes in the
mar ket pl ace resulting from new technol ogy and conpetition the
commercial incentives of markets and broker/deal ers remain
sufficiently msaligned fromthe interests of investors and
issuers that a market structure dictated solely by
conpetitive forces would be inadequate.

Wil e the precise approaches to inplenenting a
nati onal market system naturally must change with the tines,
| believe there is arole for regulation in assuring that the
mar ket pl ace evolves in a manner that protects investors and
serves the public interest. Cearly, in a free market
society there is a preference for allow ng nmarket-based

approaches to determ ne market structure. Market forces
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produce an efficient | evel of services in certain
ci rcunst ances.

| nefficiencies may occur, for exanple, if certain
mar ket participants are relatively immune to conpetitive
forces because they have dom nant market power, or if the
transaction costs of bringing buyers and sellers together,
whet her within a market or across nmarkets, are too high
conpared to the benefits to be gained in any individual
transacti on.

And market forces may fail to take into account
the coll ateral consequences or externalities of providing
certain services that are not reflected in the prices at
whi ch transactions occur. Regulation generally is thought to
be justified when governnment intervention can help overcone
barriers to conpetition and reduce transacti on costs.

l"d like to highlight potential sources of
inefficiency in the U S securities markets that | believe
call for prudent regul atory responses. First, individual
i nvestors may encounter prohibitively high transaction costs
in bargaining for a reasonabl e degree of market transparency
and access, particularly coordi nated inter-narket
transparency and access, even if investors as a whole benefit
fromtheir availability. The ability of investors to

negoti ate for such services absent regulatory intervention



25 | argel y depends on their sophistication, negotiating | everage
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and i ndependent sources of market information.

Many i nvestors do not understand the processes by
whi ch orders are executed. And even if they do, it is
unli kely that they have sufficient | everage to negotiate
favorable terns. Individual investors may al so experience
significant difficulty in organizing collective actions by
i nvestors scattered throughout the marketpl ace.

For exanple, negotiating for standardi zed,
consolidated information fromnmultiple markets or intermarket
access creates significant collective action problens since
t he bargai ning | everage and cost necessary to negotiate such
an arrangenent far exceeds the benefits to any single
investor. And institutional investors may sinply prefer to
trade anong thensel ves rather than undertake to negotiate
arrangenents that benefit all investors.

As the nunber of market centers increases the
ready availability of pricing data and execution services
fromeach of them becones critical for assuring efficient
price discovery and best execution. Wre the markets to rely
solely on commercial incentives, however, insufficient |evels
of transparency and access |ikely would be produced. Left to
their own devices market centers no doubt would provide a
baseline | evel of price transparency such as end of day

closing prices for reputational purposes and in sone cases



25 distribute additional data for pronotional reasons.
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Hi story has shown, however, that markets tend to
[imt their nost useful data to nenbers or other restricted
groups to prevent, for exanple, conpetitors fromfree riding
on their price discovery process. And in general an
i ndi vi dual mar ket does not have an incentive to make its
mar ket data nore wi dely avail abl e unl ess the benefits of
transparency or access it receives in particular cases
significantly outweighs the potential costs it incurs.

Wth respect to execution services, market
natural ly have an incentive to offer access to a critical
mass of market participants that permts orders to be
executed in a tinely fashion but not necessarily to all those
interested in trading. And there are real conpetitive
di sincentives to permtting intermarket access because of the
potential loss of liquidity and trading revenues to other
mar ket centers.

Therefore, because the free market tends to
under produce transparency and access, regul ators nust
consi der the nost appropriate neans to assure that a baseline
| evel of both market data and execution services is available
to all investors.

A second source of market inefficiency is the

potentially anti-conpetitive use of dom nant market power.

Because liquidity attracts liquidity there nmay be a tendency for



25 trading to concentrate in a single dom nant market over tine.
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Once a market has established itself as the dom nant market
it my seek to use its market share to preserve its dom nant
mar ket position, including through actions that may have
significant anti-conpetitive consequences. Such actions may
i ncl ude conpelling exclusive participation as a condition to
access whil e bl ocking access by conpeting markets. These
actions underm ne market efficiency, however, to the extent
that they prevent intermarket order interaction and deter
conpetition.

To the extent that barriers to conpetition prevent
i nvestors fromobtaining informati on about market prices from
conpeting markets, investors' trading decisions are | ess
likely to be fully informed and markets may be unable to
di scovery prices efficiently. Regulators, therefore, nust
consi der the circunstances under which intervention nay be
appropriate to facilitate the interaction of orders across
mar kets and t hereby inprove opportunities for best execution
and nore efficient price discovery.

Principal -agent conflicts are a third potenti al
source of market inefficiency. Broker/dealers face
significant conflicts of interest when acting on behalf of
i nvestors. For exanple, although broker/deal ers have best
execution obligations to their custoners they al so have an

incentive to mnimze their search costs for trading
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retail brokers handling small orders may have an incentive to
route their order flowto one of a limted nunber of markets
i nstead of canvassing nultiple markets.

And whil e broker/dealers owe a duty of loyalty to
their custoners they also nay be tenpted to exploit the
information gl eaned frominformed custonmer orders or take
advant age of uninformed retail investors when trading for
their own account. Wthout efficient means for investors to
negotiate for and enforce basic protections, broker/dealers
may seek to use their privileged position in a manner that
di sadvant ages their custoners and underm nes the efficiency
of the marketpl ace.

Regul ati on can hel p address princi pal - agent
conflicts by reducing the costs of conpliance with agency and
obligations and raising the stakes of non-conpliance. The
Comm ssion, for exanple, has sought to reduce broker/dealer
search costs by inproving access to basic market data and to
deter loyalty breaches by enforcing various order handling rules.

A fourth potential source of market inefficiency
is internalization and its inpact on public price discovery.
As you may know, sonme market internediaries use the
i nformati on generated by markets that conduct efficient price
di scovery to internalize orders that do not interact with the

public marketplace. By skimmng these orders away from ot her
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i npact on public price discovery. Negative externalities
associated wth internalization and the rel ated paynent for
order flow practices include poorer executions due to the
| oss of price inprovenent opportunities in the broader
mar ket, market fragnmentation and the associ ated reduced
i ncentives to narrow the spread through aggressive quotes and
limt orders, and | ower |evels of price transparency as
mar kets with active price discovery nechanisns seek to deter
conpetitors fromusing their prices to internalize order
flow.

Regul at ory approaches to addressing the
consequences of internalization typically attenpt to preserve
the transparency of market information while danpening the
incentives to internalize. Possibilities include nore
aggressi ve disclosure requirenents, affording price
protection to limt orders, pronoting greater exposure of
custonmer Iimt and market orders, and strengthening the duty
of best execution.

Finally, the transaction costs of standardi zing
intermarket trading are a fifth potential source of market
inefficiency. To the extent that markets are willing to
coordi nate the distribution of market data or access to
execution services they nust jointly devel op intermarket

standards and nechani sns that are conpati bl e across al
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the formatting of market data and orders, the structure of
i ntermarket |inkages and the coordination of market
surveillance, trading halts and procedures for |ocking cross-
mar ket s.

Because of collective action problens, however, as
wel | as antitrust concerns, the marketplace may find it
difficult to establish these standards and nechanisns on its
own. Accordingly, there may be a role for the regulator to
pl ay as nedi ator or coordinator to assure that they are
devel oped and i npl enent ed.

In addition to describing the potential sources of
mar keting efficiency, our paper discusses sonme of the ways
that the Conm ssion has sought to address them | think it's
fair to say in inplenenting its statutory mandate the
Comm ssion generally has sought to use a light touch, relying
as much as possible on market forces to shape the evolution
of the marketplace whil e guaranteeing certain basic
protections for investors.

You' re | aughi ng, Ed.

MR KWALWASSER: | am

M5. NAZARETH: Depends on your perspectives.

MR. ATKIN. The rest of us nerely sml ed.

M5. NAZARETH: Did | say generally light touch?

did say generally.
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PANELI ST:

When a heavy touch is needed you wll
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get it.

M5. NAZARETH: That's right. Like a parent, if
you need nore you get nore.

(Laughter.)

M5. NAZARETH: To the extent possible, the
Comm ssi on has preserved roomfor private negotiations anong
mar ket s and market participants to inplenent the national
mar ket system I n sone instances the Conm ssion has found it
necessary to intervene, such as in the area of price
transparency. This has resulted, for exanple, in the
mandatory coll ection and centralized distribution of
consol i dated quotation and transaction information through
vari ous SRO sponsored joint plans.

Wth respect to access to execution services the
Comm ssion's approach has involved the renoval of anti-
conpetitive barriers through fair access requirenents, the
elimnation of rules limting nenbers' interaction wth other
mar kets, and the pronotion of affirmati ve access anong markets
t hrough negotiated or mandated |inkage pl ans.

Finally, the Conm ssion has addressed principal -
agent conflicts through rul emaki ng designed to enforce
agency duties. For exanple, the Comm ssion has adopted rul es
requiring market internediaries to display best price

custoner limt orders in the quote stream and nmake t hem
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guote or through an ECN or alternative trading system

The Comm ssion al so has adopted rules requiring
broker/deal ers to di scl ose paynent for order flow
arrangenments and requiring market centers and broker/deal ers
to disclose the quality of their order execution and order
routing procedures to assist investors in making trading
deci si ons.

The Conm ssion has cone under sone criticism
however, for the nmethods it has used to address various
mar ket inefficiencies, particularly by those who advocate
| ess governnent intervention and greater reliance on market
forces to shape market structure. W argue in our paper that
al t hough sone of the nmechanisns for the national narket
system have been characterized as outdated, the concept of a
national market systemremains a necessary part of the
regul atory framework for addressing nmarket inefficiencies.

| hope, and | can already tell from sone of the
smrks that |'ve gotten, that we will have a spirited debate
anong our panelists on these issues and a host of other
related matters. But first | thought it would be interesting
if we could turn to Andrei Shleifer who, as | nentioned
before, is a professor fromHarvard University, to speak for
a few mnutes on sone of his work with respect to the

mar ket s.
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And before he begins |

would i ke to wel cone Bob
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d auber who is here from NASD. And we apol ogi ze, Bob, we
tricked you. W were under sonme pressure to start early so
either had to start early or have a three hour and 15 m nute
session, so.

MR. GLAUBER: Well, | was going to apol ogize for
being late. But | apologize for not being early.

M5. NAZARETH. You have to apol ogi ze for being on
time. Thank you.

Andrei, you can do whatever

| was going to tell people that | wanted you to
know that | was sitting down. M Kkids sonetines say, How do
you know? So | was sitting.

MR. SHLEI FER  Thank you very much. It's a great
honor to be here. And | would like to thank in particul ar
Annette Nazareth for both inviting me and for providing a
very stinmul ating paper.

| think that many of the discussions or debates
that are going to take place at this conference deal with
sone very specific and specialized issues of securities
regulation. But as | detected in the paper, many tines the
views that one has about very specialized and specific issues
really are shaped to a | arge extent about broad phil osophi cal
i deas about the role of regulation in society and what

institutions Iike the SEC shoul d be doi ng.



25

Rat her t han
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focus on these specialized issues which other nenbers of the
panel are vastly nore qualified than | amto coment on,
was hoping to comrent on the history of
regulation in the United States in general, on sone of the
i ssues that have conme up with securities regulation in
particular, and as well on sone of the | essons we've | earned
fromthe history of regulation of financial markets around
the world. And this, obviously, given the breadth of the
topic will be a rather short history.

| think it's inportant to renmenber that regul ation
of markets in the United States begins in earnest really
during the progressive era at the end of the 19t h/begi nni ng
of the 20th Century. And it begins in the aftermath of the
industrial revolution after the Gvil War. The United States
during this period saw trenendous technol ogi cal progress,
much as we see in the financial markets today. It saw
tremendous growt h of industry and railroads, trenendous
grow h of productivity, mass novenent of |abor fromthe
countryside into the cities.

Yet this technol ogical progress was al so

acconpani ed by various social ills. 1t was acconpani ed by

massive growh in industrial accidents. At the end of the 19th

century sonething like two mllion people a year in the

United States -- renmenber, the population was a third of the
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serious industrial accidents. Sonething |like 35,000 people a
year died in railroad accidents. People were concerned with
unsaf e drugs, unsafe food, unsafe water and so on.

What is perhaps equally inportant is that a | ot of
the issues we discuss today were also central to discussion
of whether regul ati on was necessary to address the soci al
problenms. And two central themes were discussed: first, can
conpetition solve these problens? Can conpetition for |abor
make sure that the necessary precautions to prevent accidents?
Can conpetition anong food and drug conpani es provide for safe
wat er, safe food and safe drugs?

As we see al
over both the nuckraking literature and the political
canpai gns of the turn of the century, while
conpetition was responsible for trenmendous growth of incones
and productivity in the United States, it did not sol ve al
the problens. Conpanies did not have strong enough
incentives to undertake precautions. They did not have strong
enough incentives, despite all the conpetition, to provide al
the necessary information and disclosure to their custoners
and so on.

What is perhaps even nore interesting is that the

central theme of the progressive era is the failure of
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l[itigation and the failure of courts to address soci al
problens. Although tort |law was the nost rapidly devel opi ng
and nost intellectually exciting area of |aw, nost
coment ators conpl ain about the failure of the courts to
address the grievances of the injured workers or of consuners
poi soned by bad food or bad nedicine.

Part of the problemof the courts was, of course,
that they were on the payroll of political parties, the
judges were on the payroll of political parties. Another
concern was just straightforward subversion of courts by the
robber barons through intimdation and corruption.

And so what we see during the Progressive Era,
ironically both in the speeches of Theodore Roosevelt and in
t he speeches of Wodrow Wl son, is these two recurring
t hemes: that conpetition is working well but it is not
wor ki ng well enough and that courts are not working well
enough to address the problens. The Progressive Era
measures |ike the creation of the Interstate Comrerce
Comm ssion, the safe food and drug regul ations, the antitrust
| aws, the banking |aws and the various state laws related to
wor kers' safety arise as a direct response to these failures
of nore benign market mechanisns if you |ike such as
l[itigation and conpetition to deal with the problens that the

soci ety wants addressed.
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After World War

and during the 1920's the
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progress of regulation in the United States or devel opnent of
regul ation basically ends. But then we see anot her
tremendous growh in the 1930's. And what is extraordinary
perhaps is that these same thenes arise again in the advocacy
of regulation in various markets including in the '33 and ' 34
securities acts.

If you read the witings of Janes Landis who was
the person primarily responsible for the witing of both of
t hese acts, you see the reference both to the existing
problens as well as to the failure of the standard sol ution.
So he tal ks about the problens of stock mani pulation. He
tal ks about the problens of stock market pyram ding. He
tal ks about the pronoter's problem that is to say the
probl em of m sinform ng investors by
pronoters trying to raise noney in new securities issues.
And he recogni zes many of the same problens that Annette
Nazareth refers to today.

There are clear counterparts in the 1920's and
1930's of the problemthat internediaries basically want
investors to trade rather than to nake noney and, therefore,
undertake actions to pronote vol une rather than
prudent investnent activities. Landis recognizes that
internmediaries want investors to buy new i ssues which they

t hensel ves want to sell and that the interests of the
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securities issues. He recognizes that internediaries want to
limt disclosure of information, to raise the trading costs
because one man's trading cost is another man's profit. And
he recogni zes perhaps a much nore severe problemin the
1920's and early "30's than it is today that internediaries
quite often want to trade ahead of their custonmers based on
the informati on on order flow

What is, as | said, even nore interesting to ne is
that Landis witing in the 1930's al so sees the limtations of
conpetition and litigation in addressing these probl ens.
Conpetition does not do it because he recogni zes snal
investors typically do not have enough information to really
make informed choices. And when they do get information they
often do not have the ability to process it. Landis noreover
recogni zes that the incentive to provide accurate information
so that intelligent choices can be nade between the conpetitors
are often limted.

Landi s al so recogni zes that the sanme probl ens of
courts that notivated progressive refornms 30 years earlier
exi st because the internediaries tend to be politically and
financially much nore powerful than small investors. And,
again, the outcone of all this, as you know, were the '33 and
'34 Acts.

Now, | should say that | don't nean these comments
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| ast 100 years of regulation in general, and even in sone
cases in securities regulation, we have seen sone very
conspi cuous failures.

VWat are sone of the problens of regulation?
Well, I think I can give you pretty nmuch the standard I|i st.

We have many instances of m sgui ded regul ation.
Here ny favorite exanple is the fact that in the late 1920's
and early 1930's the United States actually had a pretty well
functioni ng market for borrow ng stock. So people who want ed
to borrow stock and sell it short in fact could go to the so-
call ed | oan market and borrow stock on the sane
terms generally speaking as the professional. 1In the early
1930's J. Edgar Hoover has decided that shorting stock was
anti-Anmerican and so this market was effectively shut down.
As a result, today we see that

sophi sticated institutional investors are in fact paid

for lending their stock, whereas individual investors generally

get ripped off by the internediaries who in fact
collect all the profits on stock I ending activities.

There are the well -recogni zed probl ens of
regul atory influence and regul atory capture. As we've seen
in the last 10 or 15 years in the United States if you | ook
at disclosure of executive conpensation, in particular stock

option conpensation, it has been m sl eading at best. |[If you
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again | think we've probably noved backwards in our
accounting practices rather than forwards. Al of that
happened under the influence of market participants who have
an economc interest in less than full disclosure.

And, finally, | think it's inportant to recognize
in the nore optimstic spirit that there are often very
substantial difficulties, technical difficulties, in figuring
out exactly how regul ati on should proceed. One of the areas
where these problens are very severe is the area of
i nformation disclosure, for there is a fundanental conflict
bet ween the inperative of disclosing nore information on the
one hand and the basic psychological reality that people's
ability to process information and to use it to their own
advantage is often quite limted. WMre information, and we
know this fromthe evidence, often |l eads to nore trading
and nmuch inferior econom c performance for individual
i nvestors.

So where does this all lead us? Wat's the bottom
line on securities regulation? As |I've said, there are many
benefits but there are also potential costs. Wuat do the
data tell us?

VWll, the data cone froma variety of sources.
Sone of the data conme from conparisons of countries around

the world and sone of the data cone fromi ndi vi dual case
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securities regulation, and | should say unlike nost other
ki nds of regulation the overall scorecard on securities
regul ati on around the world has been pretty good in the sense
that countries that regulate financial markets work nore
heavily through conpany | aws, through security |aws and
t hrough the enforcenent of these |laws generally have nuch

better devel oped, broader financial narkets,

with a |larger nunber of issuers and |arger participation by the

citizens of those countries.

The cross country positive associ ation between the
degree of investor protection on the one hand and the
financi al devel opnent has been actually quite striking. W
see this for both equity nmarkets and debt markets. W see
this for various kinds of neasures of investor protection,
whet her we're | ooking at conpany | aws or whether we're
| ooking at securities laws. W also see this in the data on
changes in regul ation.

In some sense this should not be surprising to
this audience. The United States has by far the nost
regul ated securities markets in the world. It also has by
far the nost devel oped securities markets in the world. So
if we ook around the room we understand why United States is
one of the observations that is very consistent with this

evi dence.
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W' ve al so had sone very clear case studies.

In
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the early 1990's as several economes in Eastern and Central
Eur ope energed from Comruni smthey have adopted very
di fferent approaches to securities regulation. One of the
nost striking conparisons is that between Poland and the
Czech Republic. Poland has basically borrowed as much as
it could fromthe United States and adopted a very stringent
approach to securities regulation with an i ndependent and
powerful securities conmm ssion with many regul atory powers.
The Czech Republic adopted a different approach saying that
regul ators could trust markets and conpetition. The
Securities Conm ssion consisted of two people in the corner
office of the Mnistry of Finance.

VWhat we saw in the follow ng six or seven years is
basically conpl ete degradation of securities markets in the
Czech Republic with massive expropriation of mnority
sharehol ders. This is conpared to rapid growh of the Polish
mar ket, with a | arge nunber of new conmpanies listing on the
exchange, nmuch w der participation of investors in securities
mar ket s than one saw in the Czech Republic.

Now, one can debate about what is crucial about
securities regulation, and there are still academ c debates
goi ng on about whether it's conpany | aw or securities |aw
VWhat are the crucial success elenments of the U S. securities

regulation? 1Is it the very inportant focus on the
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ultimate issuers? Is it the I egal powers of the
regulator? |Is it the conpetition between market
participants that is so central to the U S. schene? But
think the bottomline on the positive association between
regul ation, investor protection nore generally, and financi al
success is very clear.

Now, | et ne conclude by just asking
what are the inplications of all of this for the discussion
at hand, in particular for the issues that Annette Nazareth
has raised? | think | want to make four points in this
regard, the last of which is going to be a question.

The first point goes back to nmy introductory
comment about the fact that underneath all the technical
di scussions there may be sone broad enpirical and
phi | osophical differences. | think we understand very well
now based on both our own history and the experience of other
countries, that ideol ogical argunents against regul ation are
flawed. Annette nakes a conpelling case about the divergence
of private and social interests in a nunber of areas such as
the provision of information and of liquidity. And
one can probably add other itens to her list. So it's

not a matter of ideology, "yes regulation" or "no
regulation,” it's a matter of alternatives and choi ces.

| think that one al so has to be skeptical that the
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privately through litigation. | think that problens of
asymmetric economc political power between small investors

and internmediaries remains very |large despite the possibility

of class action suits. And | think it is probably still in
many i nstances too expensive for small investors to seek
recourse in courts. | think these problens are exacerbated

by the fact that in many instances over the |ast decade
Congress chose to protect the issuers rather than snal
investors. And | think it's also inportant to realize as we
have seen in recent litigation against securities analysts
that the security industry is quite good at protecting itself
fromthe conplaints of its custoners.

| also am not sure that the problens that Annette
is raising wll be resolved by conpetition. And | say that
despite the recognition that in the United States the benefit
of conpetition in the securities industry for the reduction
in transaction costs and the increase in participation in
financial markets have been trenmendous in the |ast
20 or 25 years. Yes, conpetition has done an enornous anount
of good but | think one should not make a junp fromthat to
sayi ng that conpetition wll solve all the problens.

| think that as we've seen, and as |'ve already
indicated as we've seen in the | ast decade, | don't think

that conpetition in the securities industry has brought
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information but I'mnot sure it has brought nore accurate
information to investors on which to base infornmed judgnents.
| think the incentives to distort information
presented to investors have been trenendous. As
inportantly, we're seeing sonme very significant
problens in the private incentives to provide liquidity which
is fundanentally a public good.
Wiile the forces of conpetition and litigation should not be
negl ected, | don't think that a whole story.

That, of course, raises the question:
will regulation do better especially in light of all the
issues that it may present? Here | should say that |I'mvery
fortunate that | provide the broad overview, so that question
|"mgoing to |leave to the rest of the panelists.

Thank you very nuch.

(Appl ause.)

M5. NAZARETH: Thank you very much, Andrei

| thought to set the stage for our discussion we
could start with a few very general questions for the panel
on the relationship between regul ati on and econom c
efficiency. | thought it would be interesting to ask those
on the panel who are subject to regulation in their very
obj ective views what role should regulation play in

the effective operation of the securities market.
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How about vyou,

Ed,

can |

start with you?
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MR, KWALWASSER: As head of regulation for the New
York Stock Exchange I'min favor of regul ation.

M5. NAZARETH: Excell ent.

MR. KWALWASSER: And | think what the Conmm ssion
shoul d be doing is setting guidelines and setting direction.
At least fromny point of view when we run into problens with
the Comm ssion's regulation is when the Comm ssion tries to
get into the detail of running our business. And the
Comm ssion may be right and we nay be wong but | hate to
di sagree with the head of Market Regulation --

M5. NAZARETH: Feel free.

MR, KWALWASSER: -- and a professor at Harvard,
nevertheless | think that technology has made it so easy for
conpetition to get into our business and it's so cheap for
conpetition to get into our business, or conpetitors to get
into our business that conpetition drives what we do
tremendously. W think anything we do what's the conpetitive
inplications? Are we going to gain order flow or are we
going to lose order flow? Are we going to gain nore |isted
conpani es because of what we do or are we going to | ose
i sted conpani es?

We're in the business of selling market data or
selling transactions. And we have to get information out in

order to do either of those two things. And so | think that,
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when | think the Conm ssion was right when it formed or
hel ped formtwo highly anticonpetitive consortia of SROs but
they were necessary at the tine because that was the only way
to get information out and to get transacti ons done across
markets. | no longer think that that's the case.

And, also, | think the nost inportant change in
regul ation, at least fromthe stock exchange's point of view
occurred in the early '70's and that's when the New York
St ock Exchange got a public board and went away from a board
made up of only of our nenbers. R ght now half the board is
made up of issuers, representatives of the public, beginning
with Carl McCall, the head of the New York State Pension Fund,
Leon Panetta, to various CEGCs of |isted conpanies. The other
half is made up of nenbers. And the tie is broken because
there are two nanagenent people on the Exchange's board.

And not only that, there are trenendous
di fferences anong nmenbers of the brokerage conmunity. W
have people fromthe Floor who don't necessarily have the sane
interest as the upstairs firns.

So | think that the common interest that | have
seen working wwth the board is that they look for what's in
the public interest as opposed to what's in the interest of
our nenbers or in the interest of the listed conpanies. W

try to find a mddle ground. And | think that goes a | ong
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should travel. And | think that would be hel pful.

Ri ck?

M5. NAZARETH. Rick?

MR, KETCHUM | think there's a lot to what Ed
said. Gven the nature of this as sponsored by the SEC
Hi storical Society | thought it would be useful to take a
l[ittle bit, build on Andrei and take a little bit of an
hi storical tinge on this theory that |'ve probably at |east
t wo- and-a-half hours to be partisan so |'ve got plenty of
chances.

| think to ne the answer to the question is that
the SEC s activist regulatory role isn't driven by the stars,
it's driven by sonme choices over a period of years that |
think we're correct. In at least ny limted mnd there are
sort of three different market nobdels and regul atory nodel s
you can operate, two of which don't require nearly the
activist regulation, the third does.

The first nodel | would basically call a
prof essional markets nodel. One sees it a |ot when the
governnment cares a great deal about controlling that market,
whet her it be because they're raising noney or controlling
their currency in some way or another. And in that nodel the
entire focus is on encouragi ng professional trading and

regul at ory demands and needs focused pretty nmuch on sanctity



25 of contracts and systemc risk. And the assunption is that
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with that you're willing to give up any kind of

organi zed efforts to effectively treat retail investors or
normal investors the sanme as you do professional investors.
Nor are you going to be terribly hung up with regard to
concepts of either information sharing or even to sone | arge
degree mani pul ati on on the assunption that the markets are

| arge, efficient and that, again, you' re not going to spend
all your time worrying daily as to whether one particul ar
retail investor was particularly hurt or not hurt.

And with apologies this is, all of this is
dramatical ly overst at ed.

The second piece is what | will call the
integration of retail and institution to sone degree but in a
non-risk taking node. It is a conclusion that you don't want
to take risks fromthe standpoint of conflict of interest,
that you want to provide one effective neasure in which
retail orders are executed, shown, etc., that you want to
provide an effective market nodel. And then you spend a
great deal of tine letting people cut deals around the edges
in order to allowinstitutional or |large person trading to
work efficiently, usually without nmuch care, with sort of
di chot ony of enphasizing fairly close total transparency with
respect to one set of the market and virtually no

transparency with respect to the rest. And you see a |ot of
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t here.

The SEC path | think is really an interesting one
historically to ne because | think it is, 1'd say a little
bit nore than Andrei, 1'd say quite different than what's been

done in the rest of the world. And I think Annette
identified sone of the reasons, | think it's keyed off of a
relatively large if not profoundly optimstic view of
conpetition, the ability to mngle individual investors and
prof essional investors and the ability of regulators to sort
t hat out.

And, again, in deference to the historical thene |
woul d suggest three sort of not usually focused on events
that the SEC took that | think were profound in setting this
forward and basically driving nost of what the SEC s done
since. And | will apologize nowto the two experts in the
crowmd because | will probably mangl e each of these events or
at least the two out of three I wasn't involved with. And
that's the advantage of being a recovering | awer, you don't
have to worry about facts as nuch.

The first of those I think was driven right in the
"30's with respect to where the SEC was pushed by Congress
initially to deci de whether or not there should be a
segregation of brokerage and dealer functions in the

securities markets, and that ranging fromthe broker/deal er
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time in which the Comm ssion wangled up and down as to
whet her it would choose to be a risk taker, whether it would
choose to have an environnent in which people could mngle
i nherently conflict-laden functions and whet her that was
worth it fromthe standpoint of, one, because it already
existed in tw different types of markets, a deal er market
and a specialist market and, secondly, whether it was worth
it fromthe perceived organi zational and liquidity benefits
t hat m ght be provided.

| think the Conm ssion called that one right.
think that as night follows day that led to the devel opnent
of two liquidity-based nodels, both a specialist nodel in
whi ch the specialist was allowed to operate as a dealer and a
deal er market that could benefit fromtechnol ogy to begin
provi di ng sonet hi ng neani ngful and organi zed as tinme goes on.
It also as night follows day created a need for regular
regul ation as Annette indicated because it drove a conflict
of interest environnent different in a single specialist
environment, the market maker environnment, but in both cases
one that had very significant conflicts of interest.

The second historical event that | think drove much
of what's happened since is sort of alittle bit before
one focuses on Congress and the rest, and that was the

multiple trading decision in which the SEC determ ned that
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that its nmenbers could not trade anywhere else. It was |ong
bef ore anybody worried about a third market, |ong before
anybody worried about a national market system But,
again, that decision effectively set the Conm ssion down a
pluralistic vein just as the broker/deal er seg decision set
it down on a vein enphasizing liquidity provision that as
ni ght follows day drove the national market system drove
i ntermar ket |inkages, drove a variety of decisions that
happened fromthere.

The third decision was the Conmi ssion's
interpretative letter with respect to Instinet. | put this
on for two reasons, one, because Doug's on the panel and,
secondly, to rem nd Doug that | signed that and | used to be
one of the good guys.

(Laughter.)

But | think, again, this was, this also | put this
on because it was | think an interesting tinme of the
Comm ssion taking a variety of risks wwth respect to
narrow definitions in the statute which I think Dick Phillips
sitting in the front once referred in one of ny favorite
introductions in an SEC speech as the Conmi ssion's effort to
engage in | aw essness. But this was one actually that the
courts didn't turn back, unlike nost of the things | did in

my time. But this, in the Instinet letter the Conm ssion
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respect to a narrow definition of what a securities exchange
was and treat Instinet as a broker. That, along with a great
deal of innovation froman Instinet standpoint, a |level of
technol ogy and denmand froman institutional comunity, a
| evel of conpetition that occurred because of what it did,
and a regrettable | ack of response fromm own institution
led to, again | think as night follows day, the Conm ssion's
order handling rules and the ATS rules, automated trading
rules that basically set up a franework to handl e an even
nmore pluralistic environnment that attenpted to nerge
liquidity providers sone of which that organi ze or organi zers
of liquidity providers, sonme of which operated as
cl assical markets and sonme of which operated as brokers or
sonet hi ng hal fway between brokers and cl assical markets.

| think once you nmake those three decisions, and |
t hi nk the Conm ssion nade each of them profoundly correctly,
you engage in a process which is inherently nmessy. It is
pretty sinple if you only have one market structure and
everyone's got to play under the sane rules and except for
prof essionals who get to do it wthout any regul ation or
transparency at all. O it's pretty sinple if you just
basically sort of have an environment in which professionals
can work pretty confortably and you don't care about retai

investors. It gets awfully conplicated when you try to
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step back and take a |l ook at the results.

And | think the 70 years of history of the SEC
al nost froma market structure standpoint is absolutely
fascinating as to what happens. And by getting those
decisions right the SEC s had many opportunities to get the
little ones wong. But nevertheless, by getting those right
| think they created what the U S. securities markets are
today. And it is to nme perhaps the nost fundanental
justification of why a regulatory presence is inportant.

M5. NAZARETH: Thank you, Rick.

Doug, do you have anything to add to that?

MR. ATKIN. Thanks for signing that letter, Rick.
Appreciate it.

MR, KETCHUM | often reconsider it in ny sleep

MR. ATKIN. Now, the other letters you' ve signed
nore recently...

| think first of all, we certainly believe that,
and history has proven, and | think Annette and Andrei and
others have said | think far nore articulately than | could
that history has proven that regulation has an inportant role
to play in the securities markets. It has nade the U S
mar kets in some ways the strongest markets in the world
al though we think in sone other areas of the globe there are

certain aspects of market structure that are ahead of the
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the strongest markets in the world.

| think the SEC in general has tried to really
reconcile, and it hasn't been easy, has tried to reconcile
the goals of greater centralization and greater conpetition
And those things are always a bit in conflict. And largely |
think due to technol ogical constraints. And as | think it
was Andrei or Ed said, inthe '70's the creation of these
"anti-conpetitive SROs" were largely created because of
t echnol ogy constraints. And because of technol ogy
constraints largely | think there's been a | eaning towards
nore centralization than conpetition, that when push cones to
shove, and again | think |argely because of technology in the
past, we've |eaned towards nore centralization which does
have an inpact on | essening conpetition.

| think though that this is really the appropriate
time to reevaluate the whol e nodel that we're really
operating under and the lens we're |looking at this al
t hrough. Fundanmental changes are occurring in technol ogy, of
course, have occurred in technology and in the markets
t hensel ves. You know, in the markets thensel ves these
neutral if you will SROs or SIPs or whatever you want to cal
t hem whi ch, you know, in Annette's talk were supposed to stay
neutral to all market centers and market makers and brokers,

are and, you know, should have the right to nove forward and



25 change the role that they play in the marketpl ace.
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| think though if you do that you cannot ignore
the past. W' ve been talking a | ot about history. And a | ot
of the, a |ot of the baggage or the benefits, sonme would say
t he burdens that cone with, cane with these SRO s and these
SIPs | think need to be closely evaluated in what Nasdaq, for
exanple, can take with themas it conpetes in the for-profit
arena.

The ECNs, as, you know, as was said earlier the
order display rules and all of that was really |eaning toward
centralization over conpetition. It is our view and remains
our view, and I think in sone ways | believe it m ght be the
New York Stock Exchange view, but | don't want to speak for
the New York Stock Exchange, that ECNs or marketpl aces are
stores that sell liquidity. And if you want to buy liquidity
fromour store you should cone to our store and you shoul d
conme through the front door of our store. And what's really,
what has gone on in this conpetition versus centralization
i ssue is ECN quotes have been mandated to go into Nasdagq and
access to that liquidity has been nmandated t hrough Nasdaq
syst ens.

And whil e Nasdaq was neutral | think, you know,
that is certainly less problematic. But as Nasdag changes
its role and becones nore of a conpetitor | think we really

need to take a | ook at that fundanental issue.
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And

t hi nk technol ogy, we can't forget technol ogy
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and the advances that have been made. And | think it gives
us an opportunity to really look at this in a different way.
New readi |y avail abl e technol ogy such as smart routers, such
as new networking devices | think nean that a national narket
system can be virtually integrated w thout nmandating al
markets to participate in a single mainframe tradi ng system

So I think we now are at the, really the
crossroads and we have a huge opportunity to get the benefits
of centralization but do it virtually and all ow conpetition
to reign at the sane tine.

M5. NAZARETH: Thank you.

Do you think then, Doug, that the principles are
still valid? Are you arguing that the nmeans by which you
achi eve these goals are sonewhat antiquated but that the
principles are valid?

MR. ATKIN  Yeah, exactly.

M5. NAZARETH: You do believe there are benefits
to having nore centralization? There are benefits to
investors fromassuring that they receive best execution --

MR ATKIN:.  Yes.

M5. NAZARETH: -- as they have the cross market?

MR, ATKIN. Absolutely. But, again, | would say,
and there is no such thing as a perfect anal ogy, that right

now for sone reason when consuners go out and purchase 100
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stock. Yeah, they still trade. That it's really one of the
few instrunments or consunmer products that you buy where
actually the, if you will, the governnent or a regulatory
body says that everyone who in essence is involved in making
a market or participating in that marketplace has to post the
price to a central location and there's a lot of rules and
regul ati ons about, you know, the dissem nation of that
i nformation.

Wereas today we all know whether it's a smal
priced itemor a nediumpriced itemlike a Sony Wal kman or a
DVD or even things |like an autonobile we call can go on the
internet today and through services basically say |'m
interested in a Vol kswagen Beetle that's yellow, it has
t hese, you know, these extras, and it will go out and grab
the best price fromanywhere in the country or the world for
t hat pi ece of nmerchandi se.

So | think --

M5. NAZARETH: Well, is your agent going to do
that for the principal? 1Isn't that one of the chall enges
t hat we have?

MR. ATKIN:.  Yeah.

MS. NAZARETH. | nean even today you have smart
routers that could find the best price but are they being

utilized necessarily by the agents who may have ot her
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MR ATKIN. Well, | think the agents as these
continually are devel oped and there's nore conpetition on the
smart routers or the aggregators | think nore and nore people
will use them | also think that the technology is there to
all ow the consuners to check up very easily on their
intermediaries with these sinple tools Iike going, |ike
they' re using to buy other consunmer goods.

MS. NAZARETH. Ed, did you have a conment ?

MR. KWALWASSER:  Yeah. | think in fact ITS, which
is what we're tal king about, is a substantial disincentive to
peopl e using smart routers. Because | could send an order to
any market and essentially while we've taken away
execution responsibility fromthe broker to his custonmer and
put it on the marketplace saying “you guys in the marketpl ace,
once you get the order figure out where to send it” as opposed
to letting each broker -- if each broker had that
responsibility I think fairly quickly they would nake a
determ nation where their custoners for that type of orders
get best execution and you wouldn't need this kind of system

So | think the fact that we have the system
di si ncents people to use that kind of technol ogy.

M5. NAZARETH: But you still have to be sure that
t he broker can access the nmarket that has the best price.

MR. KWALWASSER:  Yes. Absolutely.



25

M5. NAZARETH:

So there's still

arole for
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regul ation and protocols in ensuring that you're just not
seei ng where the best priceis --

MR. ATKIN:  Yeah, well --

MS. NAZARETH. -- but you can actually get to it.

MR. KWALWASSER: | don't think any of us
di sagr ees.

MS. NAZARETH: Ri ght.

MR, KWALWASSER: And | think it was naybe Andrei who
said that designing it, making sure that investors are
protected and the design and the criteria are put out by the
Comm ssion that investors need to get best price information.
Exactly how we go and do that, a centralized design through
ITS 1 think is a fairly antiquated way of goi ng about that
and a high cost way and it disincents | think a | ot of
i nnovation and conpetition fromoccurring and getting
i nvestors even better products and even better market data
and better access.

MR. KETCHUM | guess | have a hard tine
understanding that. | understand very easily how the trade-
through rule in connection with ITS may di si ncent peopl e.
| TS in effect does two things, it provides perhaps a too | ow
cost but a |low cost way to access narketplaces. Once you've
gotten there, recognizing that marketplaces are vibrant and

the best price isn't necessarily going to still be there, and
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handl ing of that order and sonme effort to get price
i nprovenent, that strikes me as not too bizarre, it doesn't
restrict the ability to go otherwi se. Trade-through rules
do. And trade-through rules do have a significant ability on
peopl e who value first getting as nuch liquidity as they can
rat her than searching out each and every best price which
does strike nme as sonething that beconmes nuch, nuch harder in
a nore pluralistic, nore conpetitive and faster environnent.

But | guess | don't -- in fact, ITS has
historically over the years allowed other markets to conpete
with the primary market, done that reasonably well. It
remains the only efficient nmeans to allow liquidity providers
who are not sitting on the floor of a primary market to
participate in an opening where there's a substanti al
i nbal ance of supply and demand. And with that it strikes ne
as doing not profound or dramatic things but certainly not
anticonpetitive things.

MR, ATKIN. Yeah, | would just say | guess ny view
of how I TS and regi onal stock exchange conpetition | think
it's actually what it does is it's giving historically in ny
vi ew regi onal stock exchanges a business of sending order
flow to the New York Stock Exchange. And, again, ny viewis
that if you are an exchange that you are a storer and an end

point of liquidity and it's the broker's job to go to
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endpoint of liquidity but I do not think an exchange shoul d
be forced to Iink up with another exchange at that level. |
think there's far nore efficient ways for that to happen.
And that will really breed lots nore conpetition at the
exchange | evel in our opinion.

M5. NAZARETH: Let nme ask Phil Defeo a totally
uncontroversial question which is, Phil, are you confortable
with Ed's characterization of the way the New York Stock
Exchange Board operates such that a dom nant narket that's
conpeting with a regional has a board that is ensuring that
the public interest is being protected and that there is |ess
need for, to exaggerate sonmewhat of what Ed said, there's
sonewhat | ess need for regul ati on because conpetitive forces
will ensure the nost economically efficient result?

MR. DEFEO Well, | have to say as the head of a
smal | exchange when faced with huge conpetitors | really do
believe that Ed's point that the New York Stock Exchange
board nmenbers only | ook out for the best public interest and
not for the exchange thenselves, I'msure that's true. And
|"'m sure you believe that. And |I'm sure the people on the
board have every bit of interest in driving business to the
best market no matter whether it's the New York Stock
Exchange or any ot her nmarket.

The interesting thing about the constituencies



25 that you deal with this in the exchange nmake an exchange ki nd
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of unique. And Ed did allude to a couple of things that are
interesting. One is the constituencies on a board that make
an exchange what it is are varied and different and they al
have different interests.

At our exchange we have 50 percent of our
governors are public, public in ternms of disinterested public
governors, not necessarily issuers, certainly not people who
have a vested interest in our exchange at all. The rest of
t he constituency cones fromvarious Floor people. These
coul d be brokers who have one set of interests or they could
be small | ocal market nmakers who have a different set of
interests or, again, national market nmakers who have a third
set of interests.

In addition to that, we have approxi mately 65
percent of our owners who have a different set of interests
in that they're |l essors or absentee investors who | ook to
| ease seats to people who wish to trade.

Al'l of that |leads to a confluence of interests
whi ch make an exchange a particularly interesting place to do
business. So if you think of that then you really have to
ask yourself | guess if you're the New York, certainly we ask
ourselves, is what is our best interest and whose interest do
we serve? On any given day it mght be the last caller one

woul d say. |'d have to say though that nore often than not
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the extent you can figure it out, for the retail investor.

To the extent it nmakes sense for the market and
i nproves the market then the things we do in fact over tine
will strengthen the market in general. And if we do a good
job for our customers then we think that we'll get our fair
share. W are advocates of effective, proactive regul ation.
W' re advocates of very clear standards for investors so they
have the ability to choose. W talk about standards but
they're not clearly understood if the investor is |less
educat ed today sone people would say with the anmount of
information they get than nore then our collective
responsibility and I think the SEC s responsibility is to
ensure there is fairness through clarity, consistency and
transparency of information.

| don't | ook for necessarily the SEC to define or
try to divine every single protection that m ght be devel oped
for the market. First of all, it's inpossible. Frequently
we' ve seen, and we've seen in our cases in the exchange that
the nore controversial an issue mght be the longer it takes
to get it passed. That's because those who woul d consi der
the issue have, in the SEC for exanple, have a lot to do in
terms of understanding the inpact of that issue and worrying
that it will in fact be for a public good.

Certainly when they put things out for public



25 comment it then engenders a |ot of thoughts that neither they
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nor perhaps even the originators had envisioned and that
sl ows the process further.

| kind of wonder whether or not you can ever
under st and what a market change will be unless it's in
hi ndsi ght. The | aw of uni ntended consequences clearly is at
work in our markets and we have trenendous nunber of
constituents who are very creative and always figure things
out better than any of us thought when we started to devel op
a new practice or rule or structure. So | kind of wonder
whet her or not we wouldn't be nore prudent to effectively
understand all the changes that are nmade and be | ess
restrictive in themin ternms of allowing themto happen. [|'m
really for a nore open market. | think if you ask what's the
val ue of regional exchange, what it ought to be is soneone
who can be qui cker and nore innovative perhaps than a
dom nant market. In fact, if you think about it it has to be
if it's to exist.

But the very act of being an incubator of
innovation is difficult when you cannot achi eve regul atory
certainty. And the nore radical the change m ght be the nore
difficult it is to get done.

So I"'mfor regulation. | think they've done a
fabul ous job of making changes. | believe the changes ought

to be quicker. And | think that we ought to not be fearful
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for exanple if they don't act in the public best interest.

M5. NAZARETH: Thank you.

Bob d auber, do you have -- you're in the unique
position of being a market regulator and you're not running a
mar ket. Do you have anything to add on the role of market
regul ati on?

MR. GLAUBER: |'m personally in the unique
position of being |last which is very nice as well.

| think you're right, Annette, we are, we don't
own the market. We certainly are on our way to divesting the
| ast pieces of the Nasdag market. And we are just a
regulator. So in a sense | stand in a different posture,
guess Andrei and | are closer to the sane role in this than
amto the other four nenbers of the panel.

| guess first on regulation, who would sit on a
panel sponsored by the SEC and not be for regulation in sone
forn? But | can say honestly that I"'mfor it. As Andrei said
at the beginning, regulation is a nerit good in markets. W
have the markets we have with the participation we have and
therefore the profitability and the well-being of those
mar ket s because they are deened as well regul ated as conpared
to other markets. It really is a nerit good.

The specific reason for regul ation, of course, is

the notion of nmarket failure. And | know fromyears of
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is not another person's notion of market failure. So having
said that it doesn't decide nuch.

One of the big market failures we're tal king about
is the existence of entry barriers and the necessity, as Doug
has been tal ki ng about, of sponsoring conpetition to overcone
those inherent entry barriers. M read is that we' ve done a
pretty job of sponsoring conpetition. The other side of
conpetition, of course, is fragnmentation. And now what we
have to do is deal wth that consequence of sponsoring
conpetition and nmake sure that the cost of fragnentation that
cones with the conpetition doesn't overwhel mthe benefits of
the conpetition. And | think that that's to a great extent
what we're tal ki ng about throughout all of the detailed
argunents.

So given nmy different role I'mgoing to be quiet
now on the details.

MR. KWALWASSER: | just wanted to say that the
br oker/ deal ers who are on our board who are nenbers are
menbers except for the four floor firnms. And, in fact, three
of our specialists, three of the four are part of very |large
conpanies. So nenbers of all the exchanges and markets. And
| woul d assunme that nost of themare on the boards of all of
the markets and exchanges so that they have no particul ar

interest if there's a better market for their custoners on



25 Nasdag for our securities than there is on the New York Stock
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Exchange to send themto the New York Stock Exchange. They
have a duty to their custonmers which at |east fromny view of
how they act they try to live up to that duty and nmake sure
that regardl ess of whether it's the New York Stock Exchange
that what we're doing is the best thing for their custoners.

M5. NAZARETH: Well, | think it's time for a well-
deserved coffee break. W' re going to take a 15-m nute break
and reconvene after that.

(Recess.)

M5. NAZARETH: Thank you for returning. W wll
make a concerted effort to speak nore directly into the m kes
for those of you who had some difficulty hearing. | feel
very bad for you because the incredi ble amount of w sdom t hat
was shared in the first portion of this is just difficult to
replicate. But we'll continue.

| thought | would start off by asking Doug Atkin,
if he's ready, his views, and we can certainly then ask
ot hers, how effective do you think the SEC s regul atory
framewor k which as you know i s supposed to be a flexible
framewor k, how effective has that been in accomobdati ng
mar ket centers with differing structures and different
busi ness nodel s? | nean you tal ked earlier, Doug, about the
goal of, you know, to have conpeting narket centers but to

have, you know, sone |evel of centrality and order
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of regulatory franework to have the total |evel of the
playing field and to have results that don't have sonmewhat
di sparate effects on different market nodels. And so |
wondered if you could conment on that?

MR ATKIN:  Sure. Yeah, | think first of al
these are, you know, extrenely difficult issues. And I think
the SEC in general and you and the staff in particular have
really made sone excellent strides in trying to westle this
very conplicated issue to the ground because | think this
gets right to the heart of the matter.

As | said, our view | think starting fromlet's
say 100,000 feet is that our definition of what a broker does
and what a marketplace does are two different things. A
broker you give an order to and they go wherever they have to
to get best execution. They go to whichever end point of
l[iquidity or marketplace they need to go to to get best
execution. And a marketplace or an exchange is one of those
end points.

And what has been going on in the United States
has been if you will having end points, conpeting end points
of liquidities called ECNs being, if you will, guided into
Nasdag to operate within the Nasdaq infrastructure. And |
thi nk that has worked to sonme degree. It certainly worked a

| ot better in our opinion when Nasdaq was playing a neutral
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makers, if you will, and conpeting ECNs reported their
trades. It was the marketplace just, you know, not being
disparaging at all, like a fish market or a flea narket where

everyone brought up their stall.

M5. NAZARETH: Coul d you choose anot her market,
Doug?

(Laughter.)

MR. ATKIN:.  Fish, all right.

M5. NAZARETH: Fish

MR. ATKIN. And Instinet brought up its stall and
Merrill Lynch and Gol dman Sachs but Nasdaqg did not have its
own stall and Nasdaq did not conpete with those entities in
t he execution of stocks. So if you will, forcing the ECNs to
operate w thin Nasdaqg when Nasdaq was nuch nore neutral, as |
think the act we tal ked about said it needed to be, was one
t hi ng.

Now t hat Nasdaqg is, and again | think has every
right to want to change its structure and to fundanentally
change its role in the marketplace frombeing this neutral
mar ket pl ace to a for-profit exchange | think it really is
unrealistic and I think it will stifle conpetition if the
nodel is to continue to force ECNs to operate under and
within that infrastructure.

And if you look around the world | think a nodel



25 is out there that, you know, sonething that we're quite
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involved with, for exanple, is a snmall conpany used to be
call ed Tradepoint, started as a for-profit electronic
exchange in the U K, fought to get liquidity, did not link up
wi th any ot her exchanges. The other exchanges didn't want
themto link up so that they could free ride their liquidity.
They were in a battle to win order flow as an end point. It
was not all that successful. Instinet and a few i nvestnent
banks and a nmutual fund conpl ex bought Tradepoint and then
merged it with the Swi ss Bourse which is now called Virt-x.

But ny point is that Virt-x is going out and
conpeting for liquidity fromcustoners, be it professional
custoners, mutual fund custoners, etc., and it is doing so
and will win on its ability to gain liquidity. Virt-x is not
forced to operate under the London Stock Exchange or under
the Paris Stock Exchange. And | think if you have one end
point of liquidity being forced to operate under another end
point of liquidity and one gets to make the rules | think,
you know, you get what you're now seeing with sone of the
proposal s com ng out of Nasdaq.

So a long answer to your question, Annette, what
we would like to see is a perfect situation would be in our
m nds if Nasdag wants to go out and be a conpeting stock
exchange that they if you will |eave that SIP behind that was

built up under the '75 Act to be the neutral securities
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mat ching systemlike Island did, like Instinet did, |ike
Archi pel ago did, and that execution facility can have no
beneficial relationship with that SIP that any other

execution entity can't have. And that just isn't the case

ri ght now.

M5. NAZARETH. Rick, do you have any conment?

MR, KETCHUM Well, | guess a couple of thoughts.
First, | think it's probably useful to note that there is one

reason that ECNs today, until Archipelago noves to its new

| egal status and begins operating as an exchange, operate on
Nasdag was because we | et them and because we |inked them
|"'mnot aware of any SEC rule that said that thou shalt Iink
with Nasdag. |I'maware of a rule that said thou shalt |ink
and be accessible to investors and people who represent

i nvestors sonmewhere and that your orders be included in the
consol i dat ed quot e syst em sonewher e.

It is true in Nasdag stocks that Nasdaq operates
as the exclusive SIP, which for everybody in the audi ence
that doesn't live this every day, exclusive securities
informati on processor which is a defined termin the
securities laws and the Exchange Act com ng out of the '75
Act amendnent, and the exclusive part of it is that Nasdaq
not only dissem nates information from market makers and ECNs

who chose to give it that information as opposed to choose to



25 give it to Chicago Stock Exchange, Boston Stock Exchange,
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C ncinnati Stock Exchange and now the Pacific Stock Exchange,
and Nasdaqg does that process of consolidating. Wereas, on
the other side that process is done by SIAC which for New
York and Anmex was the securities information processor in
whi ch New York only owns two-thirds of it as opposed to all.

And | think that's a better environnent. And
Nasdaq in effect did that because at the tinme the plan was
put together the only one exchange was interested in actively
operating and that was Chicago Stock Exchange, then M dwest.
And none of themwere interested in spending a | ot of noney
to build a quote collection facility. But the quote
collection facility should be separate. In fact, the Nasdaq
UTP plan partici pants have just put together an RFP to do
t hat .

Nasdag does col |l ect quotes of nmarket makers and
ECNs that want to be part of it and intends to continue to
col l ect quotes of market markers and ECNs who want to be part
of it. There are exchanges that intelligently enough are
seeing conpetitive opportunities in that marketplace and
provi di ng opportunities for either ECNs or market makers to
choose an alternate place to have their orders/quotes
di ssem nated. And |I'mactually not aware of any ECN that
isn't actively negotiating and at |east discussing that with

a variety of different exchange environnents.



25

So

don't see Nasdag in a unique position vis-a-
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vis other markets other than the fact that it has over tine
col |l ected nost of the market share in those securities. And
we'll hope we can continue to maintain that. But that's
certainly not clearly identified.

| do think, though, that if you look, if you | ook
at the experiences elsewhere | think there is a choice. And
| wouldn't second guess the Comm ssion on it. Virt-x does
operate and provides very useful conpetition in the European
environment. Qutside of Sw ss stocks which are operated with
a nonopoly on to start with | think that still is a fairly
smal | market share, although I think it is a very effective
entity and | suspect it wll continue to be nore and nore
conpetitive.

The environnent and ECN environnment in Nasdaq
st ocks where they provided trenmendous val ue added in the
"80's and early '90's also led to an environnment in which
retail orders were not effectively integrated into that, in
part because those prices weren't part of the consoli dated
best bid and offer. The result was that there were
significant differences in prices. The SEC coul d have sol ved
that in different ways. It could have said brokers have a
responsibility to get those better prices for their custoners
even if they may not all have a link to each of the places

that give the quote, even if they may not have an easy way



25 down at a decentralized | evel of know ng what that best price
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is because it's not consol i dat ed.

They chose to say that the broker should have that
responsibility in an evolving definition of best execution
but it should cone with a guarantee that there would be sone
I i nkage from soneone and sone ability to access consolidated
i nformation.

Having lived through a pretty pai nful experience
in part of Nasdaq's history as a result of the early
environnent | think that those were good deci sions.

M5. NAZARETH. Ed, | wanted to ask you fromthe
st ock exchange's perspective a simlar question. Fromthe
perspective of a traditional market and an SRO have the
recent regul atory changes that were designed to accommodate
ECNs and ot her market centers worked effectively? And to
what extent do you think that they have created an unl evel
playing field with the traditional markets?

MR, KWALWASSER: Wl |, one, we think that they
have worked effectively, that they do provide conpetition
and conpetition is helpful to us to make sure that we're
al ways on top of our gane. W think that there are
di fferences between the ECNs which are treated as
br oker/ deal ers and exchange nmarkets, whether they're the
regi onal markets or the New York Stock Exchange. And so to

sonme extent | know that ECNs and ot her people say that they
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their own quotes w thout having to conme through a narket
whether it's our market or any other market, but there are
substantial obligations on both Nasdag and on all of the
regul at ed exchanges who are regul ated as exchanges, whet her
you call yourself a market or an end point, it's really the
Commi ssion has said you're a broker/deal er and so you shoul d
be treated, you have nuch fewer obligations, frankly, than we
do. And we think that the tradeoff is working by and | arge.

We understand we have to nmake rule filings. They
don't have to nmake rule filings. And sonetines, many tines
we get frustrated by the length of tine it takes to get sone
of those filings. On the other hand there are sone
advantages. And so we think that on average it seens to work
out .

M5. NAZARETH. That's interesting. | guess you'd
al so take the position that if an ECN chose to they could
regi ster as an exchange and to the extent --

MR, KWALWASSER: Well, clearly Archipelago --

MS. NAZARETH. R ght.

MR. KWALWASSER: -- has chosen to do that. And
anybody el se that takes on the same obligations that any
ot her exchange or marketpl ace takes on shoul d have the sane
privileges as that marketplace. | think people who don't

take on those sanme obligations shouldn't stand in the sane



25 pl ace as the markets that do.
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M5. NAZARETH: And obviously traditional exchanges
have SRO obligations. They have the self-regulatory
function. Do you view that as a conpetitive di sadvant age
vis-a-vis ECNs? And | guess |I'd |like to segue into another
question that 1'd Iike Bob G auber's input on which is
whet her or not you think that the U S. regulatory system
could be inproved if we had nore centralization of the SRO
function?

Go ahead, you start.

MR. KWALWASSER: Wl l, we think that and you ought
to know that nore than one-third of all the people who work
for the New York Stock Exchange are in regulation. So this
is not sonething that we do in our spare tine.

W think that it's inportant for us as a conpany
to have a regul atory obligation and carry that obligation out
to the best that we can. W think that the integrity of the
mar ket pl ace, the integrity of our nenbers are both inportant
to us and inportant to the menbership. And so we don't | ook
at it as a burden, we don't look at it as sonething that we
want to di sassociate ourselves with. It's expensive. It
takes a | ot of people. A lot of people get nad at us for
sui ng them

But on the other hand, the nenbership, the total

menbership thinks that it's worthwhil e because they present



25 t hensel ves to the custonmers as part of an organization that



© 00 N o o s~ w N P

N NN NN R R R R R R R R R
A W N P O O 00 N O O B W N +—» O

77
hires high integrity. And they sell that. So they
understand that sonetinmes that neans that we mght bring a
proceeding or tell themthey can't do sonething that they
would i ke to do. And if it was only one nenber all the tine
probably that nenber wouldn't be too happy but they
understand that it's part of a collective and that collective
val ues the regulatory environnment that we're in.

W think of it as a positive and not a negati ve.

M5. NAZARETH. Bob?

MR. GLAUBER: Yes. Well, let me start by pointing
out | suppose what is to ne obvious, nmay not be to everybody
in the room that 100 percent of the people at NASD do
regul ati on.

MR, ATKIN. What about the Amex peopl e?

MR. GLAUBER: That this is our business. And
we're delighted to be init.

| think on the issue you asked, Annette, that
there obviously are sone benefits to sonme consolidation in
the SRO structure, obvious efficiency benefits which would
pl ace | ess burden on firnms. W coordinate pretty well with
the other SROs that have responsibility. W don't coordinate
perfectly. Firnms have sequential exam nations. And | think
there would be the benefit of |ess burden to sonme further

consolidation. Clearly, the other place where there would be



25 sone benefit is less regulatory rule conflict. Again, |
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think we work very well with the other SRCs. W work well
in particular with Ed sitting next to ne. But there is
al ways the opportunity for sonme conflict despite how hard we
wor k. \Whatever |ower costs and | ess burden is
experienced will ultimtely benefit investors because those
benefits and cost will be passed on through. And, of course,
there are going to be benefits for the market as a whol e,
sort of public good benefits of the better sharing of
regul atory information.

Having said that, | think there's a question of
how far you want to have that go. There are offsetting
considerations. There are wthout any question sone benefits
of regulatory conpetition in the best sense of the word. And
we see it in a variety of markets. | conme to this from
havi ng been invol ved in banking regulation with Treasury and
| think that there are really sone benefits fromregul atory
conpetition there. So they're really all offsetting
influences. | think there will be some benefit fromthe
shrinking. How far one wants it to go, Annette, | think is a
wort hwhi | e questi on.

M5. NAZARETH: Phil, did you have a vi ewpoint?

MR. DEFEO Centralized regulation, | don't have a
strong view on that. | start with the idea that wherever it

can be done nost effectively we ought to do it. And
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effectively, nunber one. Nunber two, there are those
functions that would | end thenselves | think generally to
possi bly centralizing of again that you'd have to | ook at the
costs. And there are those functions which tend to be nore
exchange or market-specific which I view would not
necessarily lend thenselves to centralization.

Anmong the ones | would not -- that | do not think
woul d | end thenselves to centralization would be things Iike
the rule witing process. And if you consider that part of
regul ati on, which sonme people may not but | do, | kind of
think that is also a business function and it hel ps us define
who we are and conpetitively who we are versus ot her narkets.

Things |i ke perhaps enforcenment and maybe DEA
functions mght well be considered sonething that could be
subject to centralization

M5. NAZARETH: Thank you.

MR. KETCHUM | can't help but ask this, |'ve got
both of the two players in sonmething that has sone interest
to Nasdaqg. Wth the approval of a different market
structure, Pacific and the operation of Archipelago, and the
fact that Archipelago will integrate a broker/dealer to re-
route orders fromthat exchange to other markets in both
Nasdag and exchange listed securities there is on the Nasdaq

side an audit trail that follows orders through the life of
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tradi ng desk. How are you two going to work together when a
decision is made froma trading desk to shift, send an order
to Archipelago that is then re-routed back to anot her market
liquidity center to rest in order for that audit trail to be
able to work with respect to nultiple markets? Addressed to
either Bob or to Phil.

MR. DEFEO Wth great care for the protection of
custoners is how we would do it.

M5. NAZARETH: There you go.

MR, KETCHUM | feel better already.

M5. NAZARETH: Excell ent answer.

| thought 1'd raise an issue because | know Doug
with his, particularly with his experience at Instinet in the
gl obal marketpl ace has a few views shall we say on sone of
the benefits of market structure in some of the foreign
mar kets and has sort of been an advocate of sone of the
attributes of those markets. Could you talk a little bit
about that, Doug, and tell us where you think we could |earn
sone | essons from sone of our foreign market conpetitors?

MR. ATKIN:  Yeah. Let ne again first start by
saying that | think in general the financial services
i ndustry, both the regulation and the busi nesses thensel ves,
Anmerica has really had the dom nant nodel. | think there are
certain pockets of the industry where we can | earn sone

things fromother places in the world. | think one of the
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pl aces and one of the pockets is Europe in terns of how
mar ket structure did evolve and how conpetition -- how they
did, if you will, deal with this conpetition versus
centralization just a bit differently.

| was fortunate enough to |ive over in Europe
starting in 1992. And one of the first things | did was go
around and neet with the heads of the stock exchanges. So
you fly fromone great city to another, it was actually a
ni ce couple of weeks, you fly fromone great city to another
and see one beautiful building after another. | nean the old
st ock exchanges, for those of you who haven't been to Europe,
are sonme of the nost beautiful buildings in the world. And
when you wal ked in though in 1992 you m ght as well have been
inatinme warp because that nodel for stock trading in Europe
for 1992 was largely the sanme nodel that was used since the
17th Century. There was really no technol ogy applied to
trading. Men in long jackets trading stocks for three hours
and then eating lunch for four hours.

Yeah, and sone part of ne said this doesn't | ook
too bad actually.

(Laughter.)

MR. ATKIN. And | had to spoil it.

Yeah, and probably actually one of ny biggest faux
pas, of which there have been many, is | was at the Anmsterdam

Stock Exchange with the then head at a neeting around 10: 00
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in the norning. And he took ne out over the bal cony and
showed nme the Floor. And | said, Wat tinme does the exchange
open? And he said, It is open.

(Laughter.)

But anyway, what happened, to be serious, what
actually did happen was the London Stock Exchange saw what
was going on a lot of the big firns, largely Anmerican firns,
wer e buying and consolidating operations up in London and
wanted to create a pan- European stock market. So they went
to the London Stock Exchange and the nost innovative nodel
that they felt at the time that was conducive to tradi ng pan-
Eur opean stocks was really the Nasdaq nodel. So they created
sonet hing call ed SEAQ I nternational which was an OTC Bull etin
Board Nasdaqg style trading systemthat conpared to the 17th
or 16th Century nodel was a major, major |eap forward.

And what happened within the first year-and-a-half
of trading of pan-European stocks in London was approxi mately
50 percent of all the trading in Dutch shares, in
Scandi navi an shares, in German shares, in Italian shares,
etc., noved to London.

Now, | think it's inmportant to understand what did
London have to do or not have to do in order to set up
operations to trade pan- European stocks? Did London have to
go to the Paris, to the French governnment or the local Paris

authorities and ask their perm ssion? The answer was no. |If
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they did have to go and ask perm ssion to the French
authorities or to the local equity regulators |I'msure the
answer woul d have been sonething like we don't really have
any problemwith that as long as you do it within the Paris
Stock Exchange. Right? So forcing the conpetition again
within which we think is fal se conpetition

So what you had was free and unbridl ed
conpetition. They took half the market volunme and market cap
away fromthe |ocal European markets. And what did the |ocal
Eur opean markets do? They couldn't use any regulatory or
governnental -- get any help to bring it back so they
actually had to innovate. And what they did was net in the
proverbi al snokey roons and said, you know, | ook boys,
because there were only boys doing it, we've | ost 50 percent
of our market cap to a nore efficient nodel. W can sit here
and watch the other 50 percent go or we can actually
i nnovate, not do increnental inprovenents to the old nodel

And what they built were virtual electronic stock
exchanges, actually automating the auction nmarket. And what
qui ckly happened was a repatriation of that volunme and that
l[iquidity back from SEAQ International to the | ocal markets.
The |l ocal markets then are all conpeting with each other to
w n the pan-European stock trading. And basically any tine
one market puts in an innovation other markets quickly copy

it. And what is going on is Euronext does dom nate French
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trading, Virt-x does dom nate Sw ss tradi ng, the London Stock
Exchange does dom nate U K trading but, boy, are they al ways
under threat, and huge threat, from another marketplace. And
whoever wins in this nodel of free and open conpetition
think the real winners are investors as those markets have
really transfornmed thensel ves.

And | think if you take that back to the situation
here | really think we need to figure out a way in practice,
not optically, to have those that want to go conpete with
Nasdag to be able to conpete with them as end points of
l[iquidity, without using their infrastructure, w thout having
to be under their rules. And, you know, a lot of it gets
caught up in Nasdaqg's basically taking that SIP, the
securities information processor, with themas they go
public.

And goi ng back to an earlier coment about
obl i gations and benefits, I'"msure there's sone obligations
on the regulations side but if you auctioned off that SIP |
think you'd get a | ot of people paying a |ot of noney for it.
So.

M5. NAZARETH. Rick, would you like to respond to
that? You know, we started off saying that it woul d have
been a nmuch nore interesting conference if we had asked Doug
and Rick to reverse positions. But |I think it will be

justified.
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MR. KETCHUM And that's what |I'm confused about.
| just had that speech of Doug's to give and | don't know
what to do now.

MR. ATKIN. I n our next lives, Rick.

MR, KETCHUM | guess a couple thoughts fromthe
hi story side of Europe. | won't repeat what | said earlier
on the U S., maybe a little bit.

Doug's analysis is absolutely right fromthe
st andpoi nt of International SEAQ and fromthe ability of
Eur opean exchanges to take it back. | would say interestingly
| think one of the primary ways that they took it back was to
elimnate any requirenents that institutional investors
cleared their orders on the Floor or through books or in any
way |limted their ability to effect action which was one of
the main ways that International SEAQ nanaged to get their 50
percent. So |I'mnot sure it was pure exchange nechanics that
drove that as much as a conbi nation of nuch nore efficient
mar kets, as Doug's correct, and nuch | ess transparent rules
or rules that required any clearing of institutional trades.

Since then there has been a | ot of conpetition.
We're one of the ones trying to conpete in that area with
Nasdag Europe. Virt-x, partially owed by Doug, has been a
splendid initiative wwth a great deal of efficiency. And for
the first time, interestingly, an attenpt to try to break

t hrough and actually provide efficient clearance and
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settlenent, sonething that the European exchanges have been,
despite this incredible conpetitive fervor, absolutely
uninterested in doing in 20 years. So |I'mnot sure the
conpetition has been perfect from a European standpoint,
maybe as opposed to a clunky U S. standpoint where the trades
cost one-fifth as much to clear and settle as in Europe.

Last piece is while | oads of people are conpeting
right now there's a great deal of fervor and | think a good
deal the result of that potential conpetition making each of
t he European exchanges better and focusing on things |ike
cl earance and settlement. Nobody has had a significant
mar ket share inpact since the market share nove back to the
continental bourses fromlInternational SEAQ During that
time ECNs account for about 35 to 40 percent of trading in
Nasdaq securities, a little |l ess than 10 percent in New York
Stock Exchange securities. And one ECNin itself accounts
for the myjority of trading on the American Stock Exchange.

In addition, while New York has been extrenely
i npressive in holding their market share of total share
vol une their market share of actual transactions is
substantially | ess as exchanges in the intermarket have
focused on trading retail sized orders in a nore online
environment. And not only that, the amobunt of conpetition
anong ECNs has expanded dramatically during that period.

There are certainly argunents one way or another as to which
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is nore efficient, whether the give-up for liquidity and
plurality on the U S. side is better than focusing on a
single systemthat has trouble finding internediaries
participating exactly how they do it other than orders
mat chi ng orders, but | think froma conpetition standpoint
and froma market share standpoint if you ook at liquidity
providers the U S. systens work pretty well.

M5. NAZARETH: Thank you.

Andrei, you're witten a bit about -- you've
witten a | ot about some of the foreign markets but you wote
an interesting peace that discussed the Neuer Markt in
Germany and how t hey borrowed a nunber of the principles from
the U S markets in order to be nore conpetitive. Could you
di scuss that a bit?

MR, SHLEI FER:. The Neuer Markt, as some of you may
know, has been a rather controversial experience, has had
sonme benefits and it's had sone issues as well. It's been a
mar ket that was created in Germany for the listing of new
conpanies. It adopted a disclosure and reporting system which
was vastly nore transparent than those used by major |isted
Cerman conpanies. And it adopted it by contract:

a conpany that wi shed to be |isted on Neuer MarKkt
had to agree as part of its contract with the exchange to
adhere to certain disclosure accounting and so on,

pri nci pl es.
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Now, what has happened followi ng the creation of
Neuer Markt, a very | arge nunber
of new German conpani es and sone ol d German conpani es
listed on this market so that the nunber of |isted German
conpani es whi ch basically has stayed roughly constant at 400
fromthe time of World War Il to the md-'90"s has increased
from400 to 1,000 in a period of several years.

Then foll owed the col | apse of
Neuer Markt. There are two theories of this, and I'm
going to leave themas the two theories. One is that the
adoption of these disclosure rules, U S. style disclosure
rules, in fact has been trenendously beneficial and has
enabl ed 600 Gernman conpani es
t hat woul dn't possibly have been able to |ist otherwse to go
to the capital markets and raise external funds. That's the
optimstic view

The less optimstic viewis that the Neuer Markt
saw anot her internet bubble just like the Nasdaqg saw in the
late 1990's and that what it brought to the table is | ooser
listing standards than were applicable on Deutsche Borse, the
traditional German exchange, and therefore many nore
conpani es that shouldn't have listed in the first place were
able to list.

My guess is that the truth is that there was sone

of each, that is to say that it was probably the case that
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the better disclosure requirenents the conpanies opted into
as the price of listing on Neuer Markt were in fact
beneficial and there were a great deal of benefits to sonme of
t he newer conpani es but we probably saw sonme of the sane
phenonena as we saw in the United States in '98 and ' 99
taki ng place as well.

M5. NAZARETH: Thank you.

| thought we could turn to access and |inkage
i ssues because intermarket |inkages are a major el enent of
the national market system And the SEC s approach has been
to encourage negotiated |inkages anong markets. After all
the price transparency achi eved t hrough consolidated market
data is of little use to investors wthout access to those
best prices.

The New York Stock Exchange, to cite one
organi zation, has been critical of the ITS plan which is the
existing intermarket |inkage for listed securities. So |
t hought | would ask, Ed, in your view what are the nost
significant problems with ITS? Should it be fixed or should
it be abandoned? And if it were abandoned what woul d you put
inits place?

MR. KWALWASSER: Well, we think it should be
abandoned for us. |If other people want to continue to be
part of that source then that's fine, fine with us.

We think that technol ogy has advanced so much t hat
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with smart routing the nmenber firmor the broker/deal er
shoul d be able to go to the market that provides its custoner
for its type of order best execution. Even if it gets down
to the Fl oor we know that our nenbers can re-route it. It's
easy. W don't know of anybody who's not connected who wants
to be connected to the New York Stock Exchange. And | think
Doug said let themcone in the front door. W see no reason
t hat anot her market should be able to free ride off of our
prices. W think that if there wasn't I TS that regional and
ot her exchanges woul d actually have to conpete on quotes and
try to make a much better market which is what the SEC
t hought when I TS was first put into place that there would be
a conpetition based on quotes. Well, it turned out for
what ever reason that there isn't any conpetition based on
guotes, that regional markets, many regional markets auto
quote a price away fromthe market and guarantee custoners
that they will do a trade at the price of the primary market
if the custonmer cones in.

So you can't actually see what the liquidity is in
the U S. even though everybody is linked and all of the
quotes are up there because those aren't real quotes froma
ot of the participants in ITS. And we think that's not bad.
And that if there wasn't this |inkage there would be an
incentive to put real quotes up so that people would draw

liquidity to their markets.
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The introduction of decimals, or there's nothing
wong wth decimals, but pennies has nade the trade-through
rul e just about unworkable. And we're pro trade-through
rule. And we would like to find a way if we're going to stay
in ITSto make it work. But the market is noving so fast and
trades, the quotes change by a penny. And there m ght be 200
shares at a penny better which would nean our speciali st
woul d have to stop doing a 25,000 share transaction to save
its institutional custoner $2.00. And by the tinme he gets
back the quote may have changed and that 25,000 share
transaction won't be able to get done but the customer wll
have 200 shares at a penny better than he woul d have had.

We just don't think that those kind of things
work. And you can't change them because everybody in ITS has
to vote to change anything. And we think that's right when
you're in I TS because we don't want, frankly, the other
mar kets to change our market structure and they don't want us
to change their market structure, which is perfectly correct,
| think. So as long as there's no inpedinent to actually
getting to any market in the U S., and to the best of ny
knowl edge there isn't any inpedinent to getting to any market
inthe US., w don't think that you need to have a
gover nment - sponsored cabal, to use a pejorative term SRGCs
having to work together, which would in any other

circunstance would be an antitrust violation other than the
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fact that this is Conm ssion overseen and bl essed. And we
just don't think that that's the way to go in the 21st
Century.

MS5. NAZARETH. Phil, would you like to have a
defense of the regional markets?

MR. DEFEO Yes. | guess | would say a couple
things on ITS.

First of all, you harken back | guess, and those
who were around at that tine, and | was not but |'ve read a
little bit, say that that market in that whol e national
mar ket systemstarted in 1975 or about then. And it was a
set of plans that were in place at the tine to solve the
probl ens of the tine.

Since that tinme lots of things have changed. The
world is not the sane today as it was then. And, truly,
mar kets are nore accessible. And, truly, with the internet
you can see a lot nore information about the various narkets.
That does not mean though that 1TS is fully broken or should
be scrapped.

| would say several things. | really think that
one of the things we need to do with ITS first is elimnate
t he unani nous voting of ITS. It does create a situation
wher eby you cannot get anything done unl ess everybody agrees
that it does not threaten or materially weaken them And

it's very, very difficult to nmake changes in the system
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W' ve seen that over the years with many of the changes that
we as a small regional have tried to get done.

Frequently the vote is 8 to 1 and one party
bl ocki ng the changes. So we would Iike to see that change.

But having said that, we're not strong proponents
of necessarily scrapping the nodel. Certainly it does
provide a way for people to get at markets, not only the New
York markets but there are other markets as well. And while
one woul d argue as has been said that those other markets
aren't material, | would have to say that whether or not
t hose markets have been material in the past | think in the
future they will be. And to restrict them and prevent them
fromnot having access and having the ability to grow would
be a m st ake.

So I would look to carefully nodify ITS and open
up the restrictive structure of ITS. | wouldn't necessarily
vote to elimnate it out of hand.

M5. NAZARETH: Doug, do you have the ECN
perspective on |inkage?

MR. ATKIN.  Yeah. Again, our view would be that
these end points, that we are in favor of access criteria.

W think it is inmportant for whether it is all, you know,
NASD nenbers or whatever the criteria that the SEC decides is
best in terns of access that that actually conmes to fruition.

| believe that ITS being the centralized solution
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t hat does all ow one exchange or liquidity pool to free ride
of f anot her exchange just doesn't work and it actually
stifles conpetition. W think that the Iinkages should
actually be one level up and be really the brokers who are
responsi ble for getting best execution on behalf of investors
who are the fund managers. They already have the tools, the
tools are already out there that link up all these disparate
liquidity pools. And as long as it is policed that a
[iquidity pool does provide access to who it supposed to
provi de access to, we think that is a far better solution
that keeping ITS. It's just at the wong |l evel of the
mar ket s.

M5. NAZARETH: Rick, do you have a view on whet her
i npl enentation of sone sort of open access standard woul d be
a viable alternative to hard |inkages? This has sone
rel evance, and |I'm sure Bob & auber has views on this as
well, it would have sone relevance for the alternative

display facility that the NASD presumably will create after

Nasdag -- at the tinme Nasdaqg becones an exchange.
MR KETCHUM | think it's a good question. And
think it strikes ne the short answer to it is yes, | think

t he Conm ssion ought to be open to experinenting with open
access standards and seeing how it works. And the alternate
display facility mght be a good place to start.

It seens to nme all of this, again to put alittle
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hi storical connotation, is sonething that there isn't a
sinple answer to. Just as the Conmmi ssion's order handling
rules in 1996 woul d have destroyed the securities industry
and been profoundly bad for investors when they were nore or
less initially proposed in the 1970's and then reproposed
again in the 1980's, they were the right thing to do nore or
less in the '90's because of changes in technol ogy.

Thi ngs bei ng noted today are reason for the
Comm ssion to stay open on a variety of these issues and | ook
hard. It is true that nmuch of the innovation, ECNs provide
much of the demand resulting frominstitutions and active
traders, individual traders controlling their own orders is a
demand for liquidity that gets slowed down if you at |east
conbine a |inkage systemand a trade-through. And that is a
| egiti mate concern

It is true that there are sone incredibly
prom sing smart order routing technol ogi es being innovated in
today that allow narkets to conpete in ways that 20, 30 years
ago woul dn't have happened. And the result woul d have been
that other markets other than the primry market woul d have
sinply been ignored as a nmatter of efficiency. And that is
encouraging froma conpetition standpoint.

It is not true that people regularly use smart
order routing techniques in order to route retail orders

today, nor is it likely to be true six nmonths fromnow And
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| think that would be why I would be hesitant in pulling out
a linkage like the ITS which is already in place and which
has the great benefit of being totally voluntary so you can
use it as a market or not. The subsidy concerns Ed raised
and Doug raised are real. And | think they're a matter of a
bal ance. But | think a good argunent could be made that
right now I TS continues to serve a very val uabl e purpose.

Going forward though | think there may well be a
situation in which markets should be able to choose to either
be part of a linkage systemor if they choose not to be to
not be. And | think that the right tine for that to cone is
not sonething that is easy and | think the Comm ssion wll
have to struggle with sonme. But | do think that we're noving
into an age where there can be nore flexibility in that than
there has been in the past.

MS. NAZARETH. Bob, can you tal k about open access
standards and also howif we nove in that direction the
Comm ssion can neet the challenge of policing the
ef fecti veness of open access standards given obviously in a
very decentralized world like that it's going to be very easy
for people to create barriers to access in a way that is
obvi ously sonewhat nore difficult in a centralized single
pi pe.

MR. GLAUBER:. Well, of course we're being drawn

into this particularly because of the honor that the
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Comm ssi on has bestowed upon us to run what is called the
resi dual market but now Annette quite correctly has called an
alternative display facility. Under the '75 Amendnents we
have an obligation to nmake certain that there is non-exchange
conpetition in Nasdaq stocks. And we will, of course, on
t hat abi de by what we are required to do.

Havi ng said that, our whole thrust, as | think
nmost in the roomknow, is to direct ourselves back to being a
regul ator and not the runner of a market. So we're anxious
that this new facility, as we like to call it, is not a
market, that it -- that we not be |led back into the
obligation of running a market as the price we pay for
di sengagi ng oursel ves from anot her market, Nasdag. And I
think that's understood.

This will be a facility which will display quotes
and will report trades. It has to be done, obviously, in an
appropriate way and wll not execute those trades. | think
clearly execution of those trades we view as being a market
and it is sonething that we are | ooking forward to not being.

We understand that best execution requirenents
obligations require that the quote be reachable. And so we
have to tal k about order routing. W' re anxious that that
order routing be, frankly, as straightforward and sinple as
possi ble so that we not again be noved into the role of being

a market. That the routing anong
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menbers of this we hope will be done by rules so that it wll
be fl exible.

The routing, and this gets to, nore directly to
Annette's question, the routing to other exchanges we think
shoul d be arranged for by the brokers that are involved in
it, that they should make arrangenments wth the other
exchanges to be able to sinultaneously reach our quotes and
reach the quotes on the other exchanges. And we're anxious,
of course, to go forward with this as quickly as possible so
that we can conplete the total separation of Nasdag fromthe
NASD and concentrate on our obligations as a regul ator and
what we believe should be what we do.

M5. NAZARETH: Doug, does this description of the
alternative display facility conport with your expectations?
Do you have any views on that?

MR, ATKIN. | think our teamls, Instinet certainly
is interested in seeing the creation of the alternative
di splay facility and our team working closely with Bob's
team and | know Bob's teamis working others in the
industry, | think it's noving, it's clearly noving in the
right direction. Like all of these things, the devil is just
always in the details. But conceptually we think it's noving
in the right direction.

MR. KWALWASSER: | think as sort of a bottomline

that nmarkets are interested in doing business, that they have
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no real interest in putting up barriers to prevent people
frombringing orders. |If they do they're going to go out of
business. | nmean | know decimals were a great regul atory
triunph for the Conmm ssion but what they created was a fairly
opaque nar ket where people can’'t see what the real bids and
of fers are.

In order to induce people to cone to our narket we
have filed with the Conm ssion, and |I'm happy to say the
Comm ssi on has published, sonething that we call OpenBook
which will have our whole Iimt order book displayed to
anybody who wants to see it in hopes of trying to give people
a feel for what liquidity is. Now, we don't know whet her
when we do that there's going to be anything on the book,
frankly, wth people think that they becone too exposed or
people think it's a good idea to advertise. But we're
wlling to take the risk because we want to incent people to
conme to our nmarket.

And | think that all markets have that as their
underlying thene. | know |I'm sure Nasdaqg wants people to
conme to Nasdag. And the Pacific wants people to cone to
Pacific. And we're going to do everything that we can that
we think nmakes sense to incent those people to cone.

And so it doesn't seemto ne that we were back
where we were at one tinme where clearly New York only gave

gquotes to New York nenbers and you needed to have an office
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bel ow Chanbers Street. For those of you who are not New
Yorkers that's about nine blocks away fromthe Exchange. You
know, if you didn't have an office then you couldn't clear
securities as a New York Stock Exchange menmber. Well, that
ain't the case anynore. And we're in a new world where it's
fairly easy to becone a liquidity provider if you have a
better idea than we do or anyone el se.

And so | think that the Conm ssion has to take
that, you know, whatever the right answers are the Conm ssion
has to take that into account as one of the underlying
principles that if Nasdaqg goes public, going to be a public
conpany, they're going to have an interest in nmaking noney.
And they make noney by selling transactions, anong ot her
t hi ngs.

We al so on the New York Stock Exchange, we did
away W th nost conmm ssion fees for people on our Floor. Not
t hat anybody asked us to do that, and they m ght have been
unhappy sonme of them but we thought that was one way to
i ncent people to cone to the exchange by | owering transaction
costs, not raising the incone of our specialists. W thought
that if they were to make noney they shoul d nake noney by
maki ng good markets where custoners want to conme because
that's the best price for the security and they'll get the
best executi on.

And | think by and large that the Conmm ssion has
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to take that into account nore than they have taken in into
account in the past as one of the underlying factors, not
that we're going to do everything right and not that we're
going to do everything that makes you happy or Doug happy or
Phil happy, but | think that as part of what you're | ooking
at that has to be taken into account.

M5. NAZARETH: Rick, do you think that in |ight of
decimalization and the effects that Ed descri bes that the
Commi ssion should play a greater role in encouragi ng or
mandati ng deeper data to be available or do you think that
this is truly a case where conpetitive market forces wl|
lead to the correct result?

MR. KETCHUM | think you have the great benefit
this time in the basic rules of the '75 Act amendnents on
first wait and see what happens. And the answer right now
signs seemto be very clearly that conpetition is absolutely
going to respond to the opaqueness that Ed properly indicates
canme fromdecimalization, that the best bid and offer no
| onger tells you where you can buy or sell very much stock
So it's not nearly as valuable information as it used to be.

ECNs have | ed here. They have put their
information up on the web. Albeit there's a difference
inputting information a place you can see it and where you
can access it, but obviously ECNs by nature to their

partici pants show their entire book. The New York Stock
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Exchange is noving in that direction. SuperMntage is al
about the fact that it sinply isn't valuable anynore to see
the initial level or the best bid and offer w thout seeing
more. It's valuable but it doesn't give you a good enough
picture to really understand what the market is or even the
pi cture that Nasdaq's full stream of data which shows quotes
of various people doesn't give you enough of that picture.

So I think the answer to this one | believe is
pretty easy for the Commssion. | think there is a charge
fromevery direction to provide depth and an indication that
it's a good thing to cone to one market or another because
there is sone depth and people should feel confident about
being able to trade there. So | think the Conmm ssion's
regul atory desires and conpetitive desires here are
coinciding perfectly and it is a perfect area to all ow
conpetition to roamfairly freely.

M5. NAZARETH: Thank you.

Phil, can you describe how ArcaEx is going to
treat its limt orders?

MR. DEFEO  Sure. Arca, ArcaEx the new exchange
is going to publish its Iimt order book real tinme on the
internet and it's going to be available to everybody free.
So we think that's a good thing for the marketplace. W
think it encourages disclosure. W think disclosure and

transparency is a very good thing for the market and so we're






© o0 N o o b~ w N Pk

N NN N NN P P R R R R R R R R
a A W N P O © 00 N O O pd~ W N -, O

103
goi ng that way.

| just had a question for Ed. | didn't know, I
haven't read the filing, so | guess is the book you're going
to publish, Ed, is that a real tinme book?

MR, KWALWASSER:  Yes.

MR. DEFEO Ckay. No del ays?

MR. KWALWASSER: Well, it's going to be updated
every 10 seconds. But other than that there are no del ays
because we have to go around the whole, the whole market.

MR. DEFEO Okay. | guess that's the difference,
we in the ECN world kind of think of no delays as real tine.

(Laughter.)

MR. DEFEQ Only ki dding.

MR. KWALWASSER: This is what our custoners told
us they want so that's what we did.

M5. NAZARETH: Turning now to a | ess controversi al
topic, principal agent conflicts of interest, internalization
and paynment for order flow As you know, the SEC has
historically tol erated paynent for order flow and
internalization practices.

And, Ed, | thought 1'd start with you. 1In your
view do you think that these practices negatively inpact the
quality of U S. markets by for exanple interfering with best
execution obligations and reducing the incentives for ful

conpetition? And you have to say nore than yes or no.
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MR. KWALWASSER: Onh, darn. Soneti nes.

(Laughter.)

MR. KWALWASSER: W think that if they were -- W
think they do, and when they inpact we think clearly is based
on ordinary economc analysis, that if you don't have all of
the orders into the systemdeterm ning, finding the right
price is hanpered. How much I can't tell you. It depends on
how much doesn't neet the market so that we can set the right
price.

It certainly affects a broker's best execution
responsibility to -- and to sone extent when we've gone out
and | ooked at our nenbers, sone of our nmenbers that sold
their order flow they did analysis and they determ ned that
they got a better execution on New York but they -- but we
don't get paid so we're going to where we get paid. And, you
know, one of our nmenbers told ne that if it becones between
my custoners and ny stockhol ders ny stockhol ders al ways w n.

We think that that's not the right way for
br oker/deal ers to behave, that their custoners should cone
first. |If they're doing it just for speed of execution which
is certainly a legitimte reason and they want a guarant ee,
then et them buy fromcustoners on the offer and sell to
custoners on the bid. And so the custoners wll get the
benefit of internalization rather than the broker getting the

benefit of internalization when the custoner's order doesn't
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have a chance to interact with the market.

And so we think that if you're going to
internalize you ought to internalize for the benefit of the
custoner not the benefit of the broker.

MS. NAZARETH. Doug?

MR. ATKIN. | think just a couple coments. And
this is an area where | think the Conm ssion has done a
terrific job of in sonme ways through education and through
sheddi ng nore daylight on this whole practice it's in sonme
ways being arbitraged out of the nmarketplace, that investors
are really beginning three years ago, four years ago even,
investors really did think that they were paying 5.95 for
their 500 shares of Intel. And, you know, | equate it to
that's you're conparing things on the sales tax of the
washi ng machi ne rather than the price of the washi ng machi ne
itself.

And it's taken a while but through things |ike
order disclosure rules, pressure on, conpetitive pressures on
sone of these traditional and E-brokers to give their
custoners better executions. And a nunber of E-brokers
really breaking with the pack a few years ago and not doing
paynment for order flow and getting smart routing techniques
and using execution quality, total execution quality as a
conpetitive advantage to get nore accounts and nore business

| think you are seeing this whole thing, if you will, come to
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an end in the way that it should cone to an end via
conpetition and better services and better quality taking
care of internalization

M5. NAZARETH: | wish we could take sonme credit
for the reduction in those practices. | suspect that the
bi ggest factor in the | essening of the practice of paynent
for order flow at least is the fact that the spreads have
been so dramatically reduced because of decinmalization
think while we're happy to take credit where it's due |I' m not
sure that we've had as positive an inpact as perhaps you' ve
sai d.

Phil, you've had sonme experience and sonme vi ews
with paynent for order flow. Do you have anything to add?

MR. DEFEO | don't know for a public audience.
think a couple things. |[|'ve had sone experience in it not so
much fromthe equity market but fromthe options market.

Paynent for order flow has existed for nmany years
inthe equity market. And you've got better qualified people
than me to talk about it. The options market though is
particularly interesting as a study.

Prior to August of '99 nost options were |isted
singly. So if you wanted to trade M crosoft, for exanple,
you cane to the Pacific Exchange and not soneplace else. Wth
that kind of structure a couple of things occurred in the

market. One is custoners paid, and | say custoners, in this
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case broker/dealers paid to route their orders to an
exchange. Secondly, there was virtually no paynent for order
flow.

VWhen a multiple listing occurred, which | think
has just generally been a good thing but it's a very
interesting thing to study, two things happened in rapid
sequence. One is order flow providers i nmedi ately, al nost
i mredi ately, within a few nonths paid nothing to route order
flows to exchange. Everybody took their fees to zero. Not
right away, not in any concerted effort but one exchange
foll owed by another, followed by another, each bettering
t hensel ves to do away with revenue that they needed.

Foll ow ng that the marketplace itself began to
change in that national market making firnms began to
negotiate with order flow providers to devel op paynent
prograns for order flow. These paynment prograns actually
began to create a marketpl ace where the national narket
maki ng firnms negotiated a deal across all exchanges to pay
for order flowin a variety of ways. And what this caused
was order flow to be noved in sonme cases from exchange to
exchange dependi ng upon where that national market maker
woul d necessarily be a specialist or a | ead market naker or a
DPM or CBCE.

Now, if you |ook past the |ast two years since

that occurred what's really happened in the marketplace for
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options? Again, | don't have any conclusions but | am
sonewhat observant of these things. One is there are | ess
smal l er players in the market today than there were two years
ago. There are less small market nakers and | ess pl ayers.
Cenerally the smaller players have been purchased by | arger
pl ayers who have then been purchased by even | arger players.

On our exchange we've gone from 44 | ead narket
makers to 17 in the period of two years. And | think if you
| ooked at ot her exchanges you would see simlar activities
wi th the emergence of very large national firmns.

| don't know of the studies that woul d suggest
t hat spreads have w dened or narrowed. Certainly the
liquidity paraneters have changed and how peopl e manage their
business in the options world has changed, but certainly the
paynment for order flowissue in all of its forns, and there
are many fornms except a direct paynent, has caused the narket
to change a bit. And if | had to say what we continue to
need in our options marketplace would be continued
transparency in the nmarket and di sclosure in the market that
force reporting of those issues in terns of the kinds of
paynments made and al so tracki ng and performance of trade-

t hroughs when they occur. | mean custoners, retail custoners
deserve the best markets and they ought to get them

M5. NAZARETH: Thank you.

It seens to ne that Doug did speak favorably about
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the new execution quality disclosure rules and, you know, his
view that they are or they wll have sone positive inpact in
reduci ng principal -agent conflicts and pronoting best
execution.

Ed, | think you have a few views on the execution
qual ity disclosure rules, should |I give you fair tinme?

MR, KWALWASSER: Well, | think by and | arge
they're good. | think we have to | ook at sone of the things
that are in there and nmake them better. One of the areas
that we | ook at that we think really m srepresent what goes
on on the floor of the exchange is because of decimls the
quoted spread is very small in terns of nunbers; it could be
three or five hundred shares. And if a 50,000 share order
cones in and the quote is for only 500 shares and even if
25,000 are done at the quoted price but the next 25,000 are
done a penny away fromthe quoted price that whol e order
woul d be considered to be executed outside the spread.

We don't think that that nmakes any sense. You
could have both of those statistics, those orders that net
what the quoted market is, but | don't think anybody has an
expectation if they send down a 50,000 share order when
there's a 500 share market that they're going to get al
50, 000 shares at the sane price as the 500 shares.

So | think that there are certain things |ike that

that we al so see, there's quote exhaustion. By that | nean
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again we have 500 shares. And there are 15 orders that cone
down for 500 shares. Well, the first one will get an
execution at the quote and the next 14 will be all executed
outside the quote if the quote change is based on it.

Because those of you who don't know, it's the quote at the
time the order is sent that is the quote that the Comm ssion
rules tell us to |look at in determ ning whether an order was
executed inside or outside the quote.

So we think the Conm ssion ought to | ook at those
two things, see whether they are actually what the Conm ssion
wants to neasure, whether that's giving an investor the
information that they need to make a determ nati on where they
want to send the order. W think that there are better
metrics and we'd be happy to discuss themw th the Conm ssion
staff.

MR. GLAUBER: Annette?

MS. NAZARETH: Sure.

MR GLAUBER: If | may, | think those coments are
fair. And clearly like any rule it needs to be fixed. But
we shouldn't | ose sight of the fact that this whole issue |
t hi nk of paynment for order flow and what's happened to it is
really a great success story, as a nunber of other people
have said. | think that through these disclosure rules,

t hrough decimalization, | nean there's no question that's a

big part of it, what is a fundanental principal-agent problem
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has in fact been brought on its way to being sol ved.

| nmean the issue is whose order is it and who
shoul d benefit fromit? And | think that these rules or
t hi nk that what's happening through the conbination of this
rule and decimals is that we're solving that. And we
shoul dn't | ose sight of it.

M5. NAZARETH: Well, there is clearly a tension
bet ween, you know, prohibiting it and providing sufficient
information to investors so that they can, you know, act upon
the information. | think with respect to the execution
quality disclosure rules as you know where sonmewhat early in
the process New York has gone out ahead of the pack and is
di scl osing execution quality statistics for the listed narket
and the Nasdag market will be followng in short order. So |
think we are obviously very interested in seeing what the
inmpact will be of this disclosure across all markets,
understand its usefulness to investors, respond with, you
know, any adaptations that we find are appropriate.

But |ike a nunber of the panelists here, |
think I amoptimstic that this was really the appropriate
approach that trying to ban the practice outright was
virtually inpossi bl e because paynent for order flow and ot her
reci procal arrangenents, internalization and other reciprocal
arrangenments take so many fornms that it is virtually

i npossible for a regulator to craft a rule that would
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effectively prohibit the practice and therefore it would just
be, you know, an exercise in imagination for the attorneys to
figure out ways around it. And | think it's much better to
shed some |ight on the practice.

"' m not convinced as of yet that we're -- | think
we still have a few dark clouds over the practice but | think
as these things get fully inplenented as, frankly, is our
hope if the data is sort of nore widely reviewed by academ cs
and ot her econom sts and ot her market commentators and you
actually have the information essentially put forth to your
average investor in a nore understandable and conprehensibl e
way rather than having, you know, tables of statistics I
think it could have a profound inpact. And that's our
whol e - -

MR. GLAUBER: Annette, again, | think you're
exactly right in what you said at the end. And it goes
back to the original theme of or one of the thenes of your
paper that here is an opportunity | think to solve a problem
not by directly dealing with it in a heavyhanded way but by
goi ng back and trying to understand what are the forces that
lead to it and deal with those forces, in this case
i nformati onal asymetry forces.

And | think the Comm ssion has gotten it, is on
its way to getting it right, conpletely right.

M5. NAZARETH. Rick?
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MR, KETCHUM | really agree with what everyone
has said here. 1'd say it seens to ne that there's two sides
of this though and probably useful to note the other side
too. And it really comes fromwhat Ed noted before. In
fact, I"'mdelighted to hear hi mbecause in an earlier set of
di scussi ons about these things we were on different sides in
New Yor k about being able to neasure orders at and around,
away fromthe best price.

| think this information is enornously val uabl e
information. It wll encourage people to conpete. It wll
encour age people to evaluate. And fromthat standpoint it is
good.

The one thing the Comm ssion could do wong here
is to encourage a perception or, worse yet, an actual use of
the information fromthe standpoint of regulatory or
litigation of fal se precision because in effect what you have
is a collage which if looked at in its whole with each
i nvestor or broker/dealer or internediary choosing to val ue
and wei ght different val ues sonewhat differently and all ow
peopl e to nake nore intelligent decisions and that's a good
t hi ng.

The great risk with respect to this over tine is
that regulators lock into it or encourage other people from
the litigation standpoint to identify one thing as the

perfect answer of what a market or what an internediary
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shoul d provide froma best execution standpoint. And Ed gave
a perfect exanple of how that doesn't work very well when you
do that. On the other hand, if you take it as a whol e and as

a collage I nean the Comm ssion's rules are a trenendous step

forward

M5. NAZARETH: Thank you.

As we obviously start to drawto a close on this
panel | wondered if | could just throw out a very general

cl osing question which is do any of the panelists have any
specific ideas on how securities regulation could be changed
to inprove the functioning of the U S. markets, in 30 words
or |ess.

MR. KWALWASSER: | do.

M5. NAZARETH. Renenbering that we have a group
that's getting hungry for their |unch

MR. KWALWASSER: Yeah. And this is easier said
than done. And | think, because |I'mnot sure | know how it
gets done, but it's dealing with rule proposals whether it's
ours or Rick's or Phil's or anybody else in a nore rapid
manner so that when we finally get the rule passed, if that's
the thing, it's not so old that it no |onger deals with the
ci rcunstances that we're dealing with

On January 7 one of our rules that we proposed
five-and-a-half years ago is going to becone effective. And

we think that's a good thing that it's becom ng effective.
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We don't particularly think it's a good thing that it took
five-and-a-half years.

M5. NAZARETH. And | assune that was one of your
non-controversial rules?

MR. KWALWASSER It was. It says that a nmenber
couldn't trade ahead of his custoner.

MR. KETCHUM This wll not be an effort to pile
on after waiting two hours and 45 mnutes. | do think that
one of the challenges of a nore conpetitive environnment that
the Comm ssion faces is that one of the great val ues of
legislation in, as what | said at the beginning, is an
i nherently messy environment that | think has served the U. S
market and U.S. financial markets and investors quite well is
that the Comm ssion along with | ooking at the various
different points in which public goods breaks and private
i nterest breaks down is that when you really role that down
the Comm ssion is required in a nore conpetitive environnment,
in a nore conplex environnent to act as an unpire on a fairly
regul ar basi s.

And just like instant replay doesn't work when it
takes too long and is used too often | think that the speed
in which decisions need to be nmade in this environnment is
different than they were when | was stuck with your job,
Annette, when we could take as nuch tine as we wanted and it

was right.
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(Laughter.)

M5. NAZARETH: And nobody dared criticize Rick.

MR. KETCHUM But | do think that's the great
challenge to the Comm ssion. [It's not to suggest that it's
an easy chall enge because all of us have very strong views as
to what the right answer is. And that probably the reason
that one took five-and-a-half years as well as sonme of m ne
take five-and-a-half years is that there are other people
that think it's just as outrageous as we think it's
absol utely right.

But | think in the end what's going to be
inportant in this situation is for the Comm ssion to nake
deci sions and to make deci sions quickly.

M5. NAZARETH: Thank you.

MR, PHI LLIPS: Thank you, Annette, and thank you,
panel, for a very stinmulating discussion. W have |uncheon
served and we'l|l here --

(Appl ause.)

MR. PHI LLIPS: That was truly spontaneous. Even
t hough it del ayed | unch.

We're going to have lunch served in about 15
mnutes. The waiters are setting the table. And we'll hear
from Senator Paul Sarbanes on the legislative front. See you
in 15 m nutes next door.

(Recess.)
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LUNCHEON ADDRESS

MR. RUDER: | have just one or two announcenents
to make. | have been an admnistrator all ny life. |'m
still here.

The reception at dinner will be in this room
tonight. Tonorrow we have the entire room for our program
and anot her room for |uncheon. So you don't have to worry
about not having a seat. And, again, if anyone needs CLE
credit it's avail abl e outside.

It's nmy privilege for the second tine to give an
abbrevi ated i ntroduction of Harvey Pitt. And here he cones.

(Appl ause.)

CHAI RVAN PI TT: | think next year when we do this
we have to get rid of the introduction for the introducer to
t he speaker.

In any event, it's ny personal honor to introduce
our keynote speaker. And | think we're nost fortunate to
have Senat or Paul Sarbanes, the highly respected and
di stingui shed Chairman of the Senate Banking Conmttee, a man
|"mprivileged to consider a friend as well as a professional
col | eague.

Col l ectively, we at the Conmm ssion could not be
nore pl eased to have Chairman Sarbanes as our advocate and
oversight chairman. And | say that not just because | took a

sol emm oath before the Banking Commttee with Chairman
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Sar banes presiding. Chairman Sarbanes' |ife truly reflects
the Anerican dream His parents immgrated to Salisbury,
Maryl and where Chairman Sar banes was born and grew up from
Lakoni a, Greece whose rich history dates back thousands of
years to ancient Sparta. It is possible that Chairnman

Sar banes may have descended from Hercul es --

(Laughter.)

-- the legendary hero. Now, there is no actual
proof of that.

Certainly his academ c achi evenents suggest as
much. Chai rman Sar banes graduated Phi Beta Kappa from
Princeton. He attended Oxford as a Rhodes Schol ar where he
recei ved an Honors Degree in philosophy, politics and
econom cs. And he went on to receive his | aw degree cum
| aude from Harvard.

Much to our collective good fortune Chairman
Sar banes then enbarked upon a distinguished and lifelong
career of public service. He served in both city and state
government in Maryland as well as on President Kennedy's
Council of Econom c Advisors in the early 1960's.

In 1970 he began the first of three consecutive
House terns. |In 1976 he was elected to the Senate for the
first time and having just been reelected once again is now
serving what wll be his fifth full term

True to his Spartan roots he goes about the
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busi ness of governnent quietly but effectively. Elizabeth
Drew i n her book "The Washi ngton Journal” wote, and | quote,
"Paul Sarbanes woul d not have | ooked at all bad at the
Constitutional Convention." @Gving Elizabeth Drew her due
can think of no higher praise for a public official. He has
never lost an election and his |arge nmargins of victory
testify to the deeply felt respect and esteem his
constituents have for himin a timng of otherw se cyni cal
attitudes towards politics and politicians. He is the
| ongest serving senator in Maryland's history, a record to
whi ch he keeps addi ng.

Even nore inpressive than his public service is
the fact that Chairman Sarbanes nmarried 40 years ago and
col |l aborating with his wife has produced his nost artistic
and beautiful works, three children notable for their
successful lives and careers and the five grandchildren they
have bestowed upon Chairman and M's. Sarbanes.

On a personal note | would like to express ny
sincere thanks to Chairman Sarbanes not only for joining us
today but also for his invaluable | eadership during and after
the events of Septenber 11. Chairman Sarbanes' dignified
bi parti san approach to these events set a wonderful tone and
exanple for us all. | also congratulate himon his truly
effective | eadership in getting conprehensive and historica

nmoney | aundering legislation included in the anti-terrorism
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bill that was recently signed into | aw.

On behalf of the Comm ssion and the SEC Hi stori cal
Society | want to thank Chairman Sarbanes fromtaking tine
out fromhis busy schedule in these difficult times to share
Wi th us his unique, perceptive and |earned views. And so it
is ny great pleasure and honor to present the senior Senator
from Maryl and, the Honorabl e Paul Sarbanes.

(Appl ause.)

SENATOR SARBANES: If you could see what we have
to navigate here it's liking trying out for Broadway here.

|"mvery pleased to be with you today. And | want
to thank Chairman Pitt for an extraordinarily generous
introduction. He constantly referred to nme as Chairnman.
Every time | hear that all | can think of is saying "All hai
to Vernont."

(Laughter.)

Also, | guess it's the prerogative of chairnmen to
go around calling each other chairman all the tinme. So,

Harvey, thank you very nuch indeed.

|"mvery pleased to cone. | see sone famliar
faces fromyears past. As sone of you may recall, in the
96t h Congress, ny first termin the Senate, | actually was

Chai rman of the Securities Subcommttee of the Banking
Commttee. And in that Congress | worked with sone of the

people | see in the roomto enact the Small Business
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| nvest nent Senate Act of 1980 which eased sone of the
restrictions on venture capital conpanies inposed by the
| nvest nent Conpany Act of 1940 in order to facilitate smal
busi ness investnent while preserving essential investor
protection. So, you know, mny sort of baptismin fire in the
Senate was working on securities issues. Harold WIIlians
actually was the Chairman of the SEC at that tine.

And |"mparticularly pleased to cone and
participate in this conference sponsored by the Securities
and Exchange Comm ssion Historical Society. O course, the
SEC has had a very distinguished history extending over
three-quarters of a century. And | appreciate much of the
Comm ssion's nodern history has been witten by many of the
men and wonen assenbled in this room | strongly support
this effort not only to preserve the history of the
Comm ssion but to enconpass research and educati onal prograns
within the Society's m ssion.

| was talking to David Ruder the very
di stingui shed chairman earlier here at |unch and of course |
said, Wien did you actually becone Chairman of the SEC? And
he says in early August of 1987. O course, two-and-a-half
months | ater he had a full agenda in front of him There's
no causal connection | hasten to add, his assum ng the
chai rmanshi p and what happened after.

These causal connect -- | love to collect stories
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about causal connections. It's kind of an interesting
exercise. And | will share one with you. It's a conplete
di version fromny subject but it's these people visited this
village and they noticed this man who was wal ki ng around t own
snapping his fingers. Everywhere he went he was snapping his
fingers. He did this hour after hour. So finally they went
up to himand they said, Sir, we' ve been watching you now
since we arrived in this village sonme hours ago and we
noticed you're spending all of your tinme going up and down
the street snapping your fingers. Could we ask you why?

And the man says, |'m keeping the el ephants away.
And they said to him There aren't any el ephants around here.
And the man said, You see, it's working.

(Laughter.)

So | pass this on to the Chairman of the
Conmmi ssion in his endeavors.

(Laughter.)

Let me just say that it's appropriate that the
Comm ssion's Hi storical Society has undertaken the study of
the past. But | think it's particularly appropriate that you
have a conference that | ooks to the issues of the future.
Your subject of course, securities regulation in the gl obal
i nternet econony, could hardly be nore tinely. W live in a
time of change which is of course an old cliche, but in this

case the expression is sturdy conventional wi sdom The
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changes wrought by the internet are sobering not only in
their breadth and depth but also in their rapidity. They
affect the markets directly but also indirectly through
changes in the society at |large and they obviously require us
to | ook ahead.

And | notice that the panels specifically we're
| ooki ng ahead at the devel opnents over the next decade.

The changes that arise as a consequence of the
i nternet econony have now been conpounded by ot hers which
none of us could have anticipated at the tine this conference
was in the planning stage and those are, of course, what has
occurred as a consequence of the ferocious assault of
Septenber the 11th. Soneday econom c historians with the
benefit of hindsight will be able to catal og and cal cul ate
the |l osses with sone certainty. But the profoundly human
| osses of the famlies torn apart, the communities devastated
wll forever remain incalculable. And if you really want
t hat brought home in a very personal way just read one page
the New York Tinmes publishes in every issue telling
encapsul ated stories of people who were lost in the Wrld
Trade Center

| can only do that sparingly because |I find it
very nmoving to hear this recitation of the broad diversity
and range of lives of the people they tal k about and

incredible talent that's reflected in so many of those
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stories.

The nation, of course, faces an unparalleled
chal l enge. W've been working very hard in the Congress to
work closely with the President in trying to address the
situation. W appreciate and | think it's inportant for the
country to understand that there is no easy, quick or sinple
solution. W really have to reach down and draw on the best
qualities of mnd and heart in order to address the situation
with what | would describe as a steely resolve. It has to be
an absolutely determnation | think to stay wwth this issue
until we can eradicate terrorismaround the world as a nenace
of course to all humane val ues.

And we have to be certain as a nation to stay with
it and see it through. And we try in the Congress to be very
supportive of the President in that regard.

| want to take a nonent since those who work at
the epicenter of the financial markets were hit so hard to
commend Harvey Pitt and his fell ow conm ssioners,

Comm ssioners Hunt and Unger, and the SEC staff for their
successful efforts in keeping the securities markets on an
even keel in the wake of the attacks. The nmarkets, as you
all know, were closed down for the |ongest period of tinme in
our history. Harvey was in New York on the spot in that
critical week. And | think in the end very w se deci sions

were made in ternms of when to bring the markets back up. |
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think there had to be sonme real sense of certainty that once
brought back up they could carry through and handl e the
situation. | think it would have been a double blowif
they'd conme back up and then had to go back down agai n.

So I think that some very smart decisions were
made. The Comm ssion, of course, used prudently energency
relief nmeasures which actually had been devel oped by Chairnman
Ruder at an earlier tine in response to the stock market
difficulties in October of 1987. |It's very interesting, sone
of those powers have been sitting there ever since not used
and they cane into good stead at this particular tine.

On the day they reopened the exchanges were abl e
to handl e the | argest volune of transactions, one day vol une
of transactions in our history without really any hitch. And
| want to again comend the SEC, the Chairman and all of his
col | eagues and also the stellar work of the exchanges and the
financial industry of being able to go the distance.

We held a hearing on the 22nd of Septenber which
had previously been scheduled. W were going to address the
issue of financial literacy which | think is an inportant
topic, and |'mgoing to refer to it alittle later in the
talk here this afternoon. But we al ready had Treasury
Secretary O Neil, Chairman G eenspan and Chairman Pitt |ined
up for that hearing. So we went ahead with the hearing and

of course shifted the topic or the subject to how we woul d
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respond in reaction to the situation.

And we al so had a second panel that we brought in
Dick Grasso fromthe New York Stock Exchange and W ck
Simons from Nasdag to tal k about their efforts. And | think
the industry did an absolutely first rate job of working with
the Comm ssion and others in terns of getting back into
operation. And before it sort of |apses into history and is
taken for granted | want to underscore what a very inpressive
acconplishnent it was.

In the work of the Banking Commttee which | am
now privileged to chair, Harvey alluded to the fact that | am
now t he | ongest serving senator in Maryland's history. |It's
alittle bit Iike Cal Ri pken, every day you go to work you
set a new record. But when | was first elected to the Senate
| was very critical of the seniority system

(Laughter.)

But obviously as tinme has gone by | have cone to
see its virtue.

Actually, the work of the commttee since
Septenber 11, so only just a very short period ago, focused
al nost entirely on trying to get conprehensive noney
| aundering |l egislation. W actually had schedul ed a series
of hearings to begin on the 12th of Septenber on this issue.
In other words we put the noney | aundering issue on the

comm ttee agenda ahead of what took place in New York because
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you know now for a nunber of years there's been a | ot of
effort to try to get effective noney |aundering |egislation
as we deal with the drug trade, deal with organized crine,
deal with corrupt foreign | eaders who use the systemto
protect their ill-gotten gains.

And, of course, Septenber 11 gave us yet anot her
and obviously very strong, powerful reason to nove ahead.

And in the end we were able to enact a conprehensive noney

| aundering legislation as part of the anti-terrorismbill.

It wll affect a broad range of industries. And, in fact,

" mgoing fromhere back to the hearing Subcomm ttee Chairman
Evan Bayh is holding. W have sone neasures in | believe
that will even further allow us.

But anongst the provisions here that will affect
the securities industry and the work of the SEC in inportant
ways it creates an inportant equival ency between the industry
and banking institutions. Broker/dealers are now required to
report suspicious activities. No claimcan be brought in
arbitration against a securities firmfor disclosing
i nformati on about a custoner in the course of naking a
suspicious activity report. And information fromthose
reports can be shared with the self-regulatory organizati ons.

One of the contentions, argunents that was put to
us is we need to have this information shared about but under

the current arrangenents there are potential liabilities and
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restrictions that keep us fromdoing that. And we went ahead
and sought to provide sone protection in order to make that
possi bl e.

The legislation also calls for a study of how the
Bank Secrecy Act should apply to investnent conpanies. This
is a study to be conpleted by the SEC, the Treasury and the
Federal Reserve Board and as part of the new | aw s broader
pur pose to nodernize the nation's financial transparency and
anti-noney | aundering efforts.

This was a bipartisan effort. And | want to
underscore that. Harvey Pitt nmentioned that in his generous
introduction. It canme out of the comm ttee unani nously.

W intensified the pace of work but we did not drop out of
the process any of the essential elenments of it. W tried
to, you know, if we laid down a mark, people proposed
amendnents to the mark, we had a commttee hearing, all in
fairly quick order. But at |least we held to the regular
process which I"'mvery frank to tell you | think is inportant
to do in tinmes, even nore inportant in tinmes of process if
you possibly can do so.

These procedures that we worked out over a |ong
period of tinme, and those of you who practice this very
sophi sticated | aw before the SEC wil| appreciate this, these
procedures have evol ved through a lot of tests. And we put a

process in place because we cal cul ated over tine this works
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best at getting us good results and protecting us from bad
consequences.

So I think when we face a tinme of crisis, and we
practiced it here but |I'mapplying this nore generally, I
think it's very inportant if it's at all possible to stick to
the regular process. W may speed it up alittle but we
shouldn't just sinply jettison all of these careful in a
sense new process protections that have been built up over
time. And we tried to do that in the course of passing this
| egi sl ation. And one of the consequences of it is that the
| egislation itself enconpasses sone very inportant due
process protections, issues that were raised in the course of
our hearings and in the mark-up and to which we tried to
respond.

Now, we worked together | think the way a
| egi slative body ought to with a high degree if
craftsmanship, with respect to differing points of view and
an effort to accomodate issues. And we fortunately were
able to | eave ideol ogy sonewhere in the back roomand really
deal with this in a very practical and pragmatic way.

M ndful of the work of the Historical Society I
think rather than trying to tal k about specific changes ahead
that you're in sense addressing let ne just take a few
mnutes to tal k about some basic principles that | think

ought to underlie any responsi bl e approach to change. These
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of course derive fromour past experience and constitute a
link to the future.
First, and this is really a reflection of economc
chal | enges we face right now, is the obvious statenent that
our markets and the econony are independent -- interdependent

and we now face very severe econom c chall enges. The

unenpl oynment rate a year ago was 3.9 percent. It is now 5.4
percent and obviously clinbing. 1It's gone from4 percent to
5.4 percent in just a matter of a few nonths. |In Cctober it

went to 5.4 junping from4.9, the single biggest nonthly junp
in 15 years. Really the nunber of unenpl oyed has gone from
5.5 mllion to 7.75 mllion. 1In October we |ost 415, 000

j obs, the largest drop since May of 1980. O course, the
econony had been shedding jobs in the previous nonths.

We have people now, another large increase in the
nunber of people working part-tinme because they can't find
full-time enploynment. And the Bureau of Labor Statistics
tells us that these are persons whose hours were cut due to
sl ack work or business conditions. And it's been spread
across nost industry groups.

So we face a very severe chall enge and obvi ously
one of the first priorities is to do what we can to get the
econony back on track and functioning again. And | think
it's obvious to say that the markets can't really prosper if

the econony is not prospering. The two are obviously
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interrelated. And we need | think always to keep that in
m nd.

The second | think very inportant principle is
i nvestor confidence. This is sonething about which | feel
very strongly as many of you know from statenents |'ve nade
of previous interaction. Indeed, it's the mandate of the
Securities and Exchange Conmmi ssion to preserve and strengthen
t hat confi dence.

WIlliam O Douglas when he was chairman stated "we
are the investor's advocate." The markets cannot operate
efficiently unless they command the confidence of the nen and
wonmen who invest in them

D ck Grasso nmade this point very succinctly when
he stated, and | quote him "The investing public is the
driving force behind the capital marketplace and, therefore,
the single nost inportant and influential constituency in
determ ning the future of the markets."

The investing public today of course is |arge and
diverse, nore so than at any tine in the past. Sone 84
mllion people of all occupations, ages and backgrounds are
shar ehol ders. About 40 percent of them have incone bel ow
$50, 000 a year. Roughly half o all U S. househol ds now own
equities directly or indirectly. And, of course, the
regul atory schenme within which they invest relies heavily on

full and fair disclosure.
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The Comm ssion's O fice of Investor Education and
Assi stance has an inportant role to play. And | applaud an
educati on programthat has been expanded to include town
nmeeti ngs, publications and other fornms of outreach. And we
| ook forward to working very closely wwth Chairman Pitt and
his colleagues in furthering this financial literacy effort
as we |l ook forward with Chairman G eenspan and Secretary
O Neil and wwth the private sector. | see many enterprises
in the private sector instituting their own financial
literacy progranms. And we hope to encourage those and al so
derive sone inportant | esson fromthem

Di scl osure becones neani ngl ess, of course, if
stock and nutual fund prospectuses and ot her disclosures are
not clear to the average investor. So | think the
Comm ssion's plain English programis an inportant
initiative. Cdarity of disclosure should be the benchmark
for all forns of solicitation, including sone thought needs
to be given to the tel ephone and internet.

I ncreasingly investors receive cold calls from
br oker/ deal ers pronoting stocks in small specul ative
conpanies. And figuring out | think how to pronote standards
in these solicitations is a challenge that ought to be
addressed. Financial literacy presunes that an interested
investor has tinely access to material information. |In the

past, as we know, public corporations tended to treat






© 00 N o o s~ w N Pk

N NN N NN P P R R R R R R R
a A W N P O © 00 N O O »d W N -, O

133
anal ysts and | arge investors as preferred custoners giVving
theminformati on before it becane avail able to the general
public. The Comm ssion took an inportant step toward ending
this practice with regulation and fair disclosure. And | am
encouraged by a recent PriceWaterhouseCoopers survey that
i ndi cates a broadeni ng acceptance of the new rule despite
initial conflicts.

I nvestors need to be fully infornmed about the
gquality of the order execution. The SEC has adopted a final
rule requiring the source for this information. And while
the effective date has been extended | presune that the rule
will be inplenented and | think it will be hel pful.

A focused and vi gorous enforcenent effort also
goes hand in hand with disclosure. O course, Harvey Pitt
has noved through virtually every position in the SEC. |
like a chairman who, let ne just enunerate these, was staff
attorney in the Commssion's Ofice of CGeneral Counsel.
That's where he started. Then | egal assistant to SEC
Comm ssi oner Francis Weat, Special Counsel in the Ofice of
t he General Counsel of the SEC, editor of the SEC s
Institutional Investors Study Report, chief counsel of the
SEC s Division of Market Regul ation, executive assistant to
the SEC Chairman Ray Garrett, and then finally the youngest
General Counsel in the Conmssion's history. And | figure a

chairman |i ke that knows where all the bodies are buri ed.
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(Laughter.)

| think that's a very inportant asset he carries
in as he deals with his responsibility.

| think investors need to be able to count on the
accuracy of the financial information they receive which
applies both to the registrant's financial statenents and the
auditor's that certified. "USA Today" reported that in the
past three years there have been 464 cases where financi al
statenents had to be restated and that in 2001 nore than
$31 billion in market value as w ped out when stock prices
fell in certain conpanies after they restated their earnings.

The Comm ssion's conm tnment to have a conti nuing
di al ogue and partnership with the accounting profession is
commendable. | nmean |I'ma great believer in dialogue. W
try to practice it on the HIIl. And you can get a | ot done
as long as the goal remains to mnimze the possibility for
financial fraud and to respond forcefully should it occur.
It seens obvious to nme that a financial analysts cannot be
susceptible to pressure frominvestnent bankers and their
firms. Inportant steps have been taken to renedy this
problem The SIA has instituted best practices. The NASD
has issued a rule on sone fronts that go on beyond that and
reformtheir own practices. But | think it's a problemthat
cannot be ignored. And if you stop and think about it it

obvi ously can undercut investor confidence.
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The enforcenent standards recently articul ated by
the Comm ssion will take into account voluntary cooperation.
And |"' m supportive of this because the strategy inproves
conpliance. And I'mwlling to try what can work and if you
can achieve the result with a light hand rather than a heavy
hand, so nmuch the better. But we need to achieve the
results.

The SEC -- let nme now just turn finally to
sonething | feel very keenly about. The SEC s
responsibilities are inmmense. And to carry them out the
Conmi ssi on needs resources commensurate with the task. |
think this has been neglected. And I think that the
Comm ssion first of all nmust be able to offer a salary scale
that will keep talented staff fromhaving to nove on for
financi al reasons.

At present the federal bank regulators are able to
pay their professional staff on a higher salary scale than
the SEC. So you have sone instances in which people are
nmoving not to go into the private sector where the gap is
very large indeed but sinply to shift over in the public
sector in order to take advantage of the extra prem umthat
t he bank regul ators are paid. This inbalance, that
particul ar one, we can really never renedy the inbalance with
the private sector, | think that's fairly obvious, but we can

bring the public sector salary and benefits up to a |evel
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where if that's the career that people want to comm t
t henmsel ves to they can do so and still be able to lead a
reasonable life including educating their children which is
often a maj or chall enge.

The enactnment of Investor and Capital Markets Fee
Relief Act which the Majority Leader Daschle has prom sed to
deal with this year will, of course, authorize pay parity for
the Comm ssion. And we anticipate the enacting of that
| egislation and at | east addressing this particul ar problem
in the near future. Qbviously our securities markets if they
are to remain the envy of the world need to attract as
regul ators people of high quality and dedi cati on.

Secondl y, the budget resources of the SEC in ny
j udgnent have not kept pace with the growth in the nmarkets.
For exanple, over a 10-year period the nunber of SEC review
staff has remained stationary while the value of public
offerings nearly tripled. The dollar volume of securities
transacti ons on exchanges and over the counter has increased
at an annual rate of sone 35 percent, the nunber of SEC
enpl oyees has increased at a rate | ess than 4 percent.

"' mconcerned that its resources have been spread
too thin, sufficiently concerned to have asked the GCeneral
Accounting O ficer for a study of this very question. This
is not a new concern. Twenty years ago | renmenber raising

wi th chairman designate John Shad this very issue and
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actually pointing out at that tine that an inadequate SEC
staffing really throws a burden on a private sector since
initiatives are often delayed or thwarted because they can't
reach a speedy decision within a reasonabl e period of tine.
So the private sector in ny judgnent, and by and | arge the
private sector that interrelates to the SEC has been good on
this issue in recognizing that unless the SEC has adequate
resources to do their job the consequence of that wll be to
thwart the private sector in its ability to nove forward.

So the time periods in which people can get
judgnents and the quality of the judgnents which they receive
have to be at a high level that corresponds to the |evel of
activity in the private sector. (Qbviously |agging pay scal es
and i nadequate resources make it difficult to attract young
and tal ented peopl e graduating, com ng out of school and to
retain professional staff nmenbers in which the SEC has often
made a huge investnent in their training and their
pr of essi onal devel opnment. And | | ook forward to working with
Chairman Pitt to ensure that the Comm ssion has an adequate
budget and conpetitive pay scale as we nove into the next
fiscal year

Finally let nme just close with this observation.
More than any other assenbly in Anerica the group right here
t oday recogni zes that healthy markets are essential to

keepi ng our econony strong and recogni zes that the SEC has a
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central role to play in ensuring the integrity of the markets
on which investor confidence depends. |In effect, a chain
links the trust of the ordinary
investor to the vigor of our econony. And it is the SEC s
responsibility and that of the industry since it has an
i nportant self-regulating responsibility, it's their
obligation to keep that chain between the investor confidence
and the econony unbroken.

A dear friend of mne with whom | was in schoo
and fornmer conm ssioner once described the SEC as a | ewel
anong gover nnent agencies. And those of you who are focused
on the history of the SEC would fully appreciate the
i nportant of that description. | amdeterm ned that that
statenent should stay true and that the SEC should, as it has
done through so nmuch of its past be a jewel anong governnent
agencies and maintain the very hi ghest standards.

Thank you very.

(Appl ause.)

MR. RUDER: Thank you all. W will begin the
program shortly in the next room And, Senator Sarbanes, our
greatest thank to you

Chairman Pitt will be with you in a nonent. Thank
you.

(Recess.)

\\
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AFTERNOON SESSI ON

MR. PHILLIPS: Let's begin this afternoon's
session, "Regulation of Investnent Funds, |nvestnent Managers
and Market Professionals.” Let ne introduce Dave Silver, the
nmoder at or and panel |eader of this panel.

As many of you know, Dave is a former president
for 14 years of the Investnent Conpany Institute and recently
retired for the second tine froma five-year stint as
Chai rman of the ICl Miutual Insurance Conpany, the captive
i nsurance carrier for the mutual fund industry.

Goi ng back before Dave joined the 1Cl he was a
menber of the SEC staff playing a promnent role in the
speci al study of the securities markets, particularly in the
chapters of the study on nmarket structure and the rol es of
speci alists and other professional participants in those
mar ket s.

Dave brings a wealth of experience in the
securities industry and in the investnent managenent industry
to this panel today. |In addition to experience in the
donestic industry he has been very active as an advi sor on
i nvest ment conpany regul ation in China and other foreign
countries and promnently active in the investnment conpany
activities of | ASCO

It gives ne great pleasure to introduce ny friend

and col | eague Dave Sil ver.
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REGULATI ON OF | NVESTMENT FUNDS, | NVESTMENT
MANAGERS AND MARKET PROFESSI ONALS: ARE CHANGES NEEDED | N
ORDER TO PROTECT | NVESTORS | N THE NEXT DECADE?

MR. SILVER  Thank you, D ck.

| have to say when we get to a '40 Act panel we
get down to the real aficionados of regulation. | mght also
say, Dick, thank you again for your kind remarks. It was
interesting capstoning ny career with a stint as president of
an i nsurance conpany because in all of the 30 years before
that | thought | really knew what went on in the securities
mar kets. However, it’s only though when you becone
presi dent of an insurance conpany and you get the clains that
you really find out what goes on behind the scenes.

| al so have one apology to make. This panel is
dedicated to giving you the total, conplete, ultinate answers
to all of the problens concerning investnent nmanagenent.
However, that was predicated on a three hour panel. W've
now | ost a half an hour and the world will be deprived of
those conplete, total and ultimte answers to all of the
pr obl ens.

First I would assure you that this panel will not
di scuss the usual suspects at investnent conpany regul atory
panels. Thus, those of you who wanted to hear yet another
session on the level of advisory fees or corporate governance

as they pertain to nutual funds will have to go el sewhere.
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Instead we will explore a different set of probably
unanswer abl e questi ons about investnent nanagenent i|ssues
whi ch concern the scope of '40 Act regul atory coverage, hence
the title of the background paper, "At the Frontiers."

The SEC has previously confronted the issue of the
scope of its jurisdiction in the '40 Act context, nost
notably with respect to variabl e insurance products and bank
comm ngl ed managed agency accounts. However, these products
primarily involve the scope of specific statutory exenptions
rather than the outer limts of the Act's prinmary coverage.

Recent years have seen rapidly changi ng
t echnol ogi cal and financial environnments which have spawned
new i nvest nent products uni magi nabl e 60 years ago. These
changes have created nultiple challenges involving both the
scope of the Comm ssion's '40 Act authority as well as its
ability to cope effectively with rapidly nmutating products
withinits traditional jurisdiction.

In the background paper | saluted the truly heroic
efforts of the Comm ssion and its staff in keeping the
| nvest nent Conpany Act evergreen. However, as technol ogy
mar ches on in the 21st Century | believe there is now a
legitimate question as to whether this 60-year-old statute
al ready plastered over with bandaids is a prinme candidate for
a nodel changeover or nerely requires a few nore patches.

Thus, lurking in the background of our discussion is whether
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it istime to reexam ne the Investnent Conpany Act at a
fundanental |evel and the interrelationships between the '40
Act, the Advisors Act and the Exchange Act, each with
different regulatory triggers and self-contained in a way
which is no longer realistic in the nodern worl d.

It is this latter point which | believe is in a
sense conplenentary to real world devel opnents. The nega-
financial institutions of today are providers of a full range
of both traditional and hybrid financial products and
services which do not respect the product and provide
boundary lines of the separate federal securities |aws which
t hensel ves refl ected the organi zati on of the pre-Depression
securities industry. In ny view the amal gamati on of
provi ders and products which now exi st on a continuum create
a need for greater integration between the regulatory statutes.
VWhile this may be a thought for another day we will dip our
toes into that water in the presentation of Stuart WII ey,
Chi ef Counsel for the regulation of investnent managenent
busi ness of the U K Financial Services Authority which now
adm nisters a broadly integrated financial services
regul atory statute.

Qur other panelists are also superbly qualified to
di scuss newl y devel oped i nvestnent products and arrangenents
whi ch have strained if not fractured traditional regulatory

concepts. Wb based portfolio services which have added a



26 new di nensi on of enpowernent to investors who want total
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control over their investnents but wthin a framework of
prof essi onal advice is one of these products.

Steve Wal Il man, the father of web-based portfolio
services that together with certain other products changed
the traditional definition -- challenged the traditiona
definition of what constitutes an investnment conpany w ||
share his thoughts as to how these products fit or should fit
within the federal securities laws. |f web-based portfolio
accounts fall outside the definitional test contained in
Section 3(a)(4) of the Act the policy issue which Steve and
his conpetitors nust face sooner or |later is whether
investors in these services are being deprived of appropriate
"40 Act protections. | do not say the whole '40 Act, | said
appropriate '40 Act protections.

And one of the things we hopefully will get into
is the fact that the '40 Act trigger of being an “organized
group of persons” is an all or nothing proposition, you're
either in the Act or you're out of the Act, irrespective of
the fact that certain of your activities may call for certain
of the protections contained in the '40 Act.

W w Il also discuss hedge funds, an arrangenent
that does rely on specific statutory exenptions from'40 Act
regul ation. The issue is whether these funds present risk to
investors that could be aneliorated or avoided if they were

brought under the '40 Act. | confess to sone degree of
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puzzl enment as to why the single word "hedge" is used to
enconpass the 15 or so different kinds of funds wth vastly
different volatility expectations yet all bear the | abel of
hedge funds.

Second, | am al so puzzled as to how many
i ndi vidual s own these funds, who they are, have they received
and relied on truly disinterested advice and do they have any
meani ngf ul understanding of the risks? |In other words, are
the 3(c)(1) and 3(c)(7) exenptions operating as well in the
real world as in the world of statutory words?

| do confess to one bias, and that is a belief
that the rich as well as the poor deserve the protection of
the federal securities |laws as well as being equally
prohi bited from sl eepi ng under the bridges of Paris. | mght
have tenpered the unflattering inplications of ny |last remark
if we did not have JimDannis with us who as a thoughtful and
highly articul ate spokesman for the hedge fund industry wll,
| amcertain, give me ny conmeuppance.

In addition to probing beyond the frontiers of the
"40 Act we will also consider two issues that have arisen
within the periphery of the statute. | amreferring
particularly to the regulatory status of exchange traded
funds and al so to the dissatisfaction expressed by sone
segnents of the securities industry about the prohibitions on

affiliated transactions contained in Section 10 and 17 of the
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Act. Exchange traded funds are an innovative breakthrough
designed to conbine the benefits of the instant liquidity
avai | abl e on stock exchanges to cl osed-end funds with net
asset val ue redenptions heretofore the hall mark of open-end
f unds.

Over the years the securities industry and the SEC
have grappled with the problem of the inevitable discounts
fromnet asset value at which the shares of listed cl osed-end
funds trade. Exchange traded funds seek to substantially
elimnate the closed end discount through the creation of
arbitrage opportunities by issuing two separate cl asses of
shares, one entitled to net asset redenption and the other
not. These funds, until now index funds, have seened to |ive
up to their promse. And it my well be that a 60-year
br eakt hr ough has occurred.

However, the SEC has not conducted, as far as |
know, any evaluation in depth as to how these funds are being
operated and their inpact on the trading markets to determ ne
how t he exenptions granted by the Comm ssion have worked out.
It would seemthat such a study may now be nore inportant in
view of the fact that the Comm ssion has just issued its
concept rel ease seeking coments as to whether the exenptive
relief granted to present ETFs should be extended to a new
class of funds with managed portfolios.

If Steve Wallman is the father of web-based
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portfolio services, Kathleen Mrriarty is certainly the
protective and effective | egal godnother of ETFs. | do not
know i f there is anyone el se who has spoken nore lucidly and
intelligently about this new devel opnent.

The second problemarea | just nentioned as
arising within the periphery of the '40 Act involves the
prohi bition agai nst securities transactions between
regi stered investnent conpanies and various affiliated
persons. The problemis one that surfaced a year or two ago
when the Securities Industry Association urged the SEC to
rel ax these prohibitions. Wile these restrictions are as
old as the Act they have cone to have a greater inpact as
hi ghly diversified financial conglonerates energe,
particularly in the wake of the repeal of the G ass Steigel
Act .

Steve West, who has practiced investnent conpany
| aw | onger than any other practitioner | know, will coment on
this issue as well as industry structural issues which he has
t hought about | know for at |east the 40 years that we have
di scussed these matters.

It is significant to note that Anmerican-based
organi zations are joined by foreign financial organizations
as conpl ai nants about the conflict of interest provisions of
the "40 Act. During the 1980's the Investnment Conpany

Institute on behalf of the American fund industry di scussed






© 00 N o o b~ w N Pk

N NN N NN P P PR R R R R R R
a A W N P O © 00 N O U pd~ w N -, O

147

the possibility of sonme formof reciprocity between the U S
and the European Union. None of the issues that energed
appeared as intractable as the unwi | lingness of the Europeans
to conply with the type of restrictions contained in Section
17 of the Act. This is understandable in view of the fact
that in several European countries securities transactions
between funds and affiliates are permtted and are conmon.

Bob Pozen wll comment on this and
the other issues we discuss today. Bob's experience
ranges fromthe academc to the practice of |aw and nore
|ately as an industry executive as President of Fidelity
Managenment and Research. In recent years he has served on
the President's Conmmi ssion on the future of the social
security system a nuch easier problemthan the |Investnent
Conpany Act conundrum

A final word. As | have suggested, | hope our
focus will be on whether the regulatory status of these
products nmakes sense fromthe policy standpoint of investor
protection. In this endeavor our starting point is the
princi pl es underlying the I nvestnent Conpany Act as set forth
in the background paper. | should enphasize that this is
i ntended as a point of departure and not to inply that the
40 Act should apply in whole or in particular part to any of
t hese products.

But should we stray too far afield or commt any
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other foolish errors we will nost certainly be called to
account by Paul Roye who next week will have this third
anniversary as Director of the D vision of |nvestnent
Managenment. Paul was able to hit the ground running in his
current job because of his years as a practitioner and his
previous incarnation as a nenber of the SEC staff. He has
had the burdens and satisfaction of presiding over the
di vision during this period of innovation and change. And we
all await his views on what the future holds.

That | think will serve as teeing up sonme of the
i ssues and to introduce our distinguished group of panelists.
And | next turn to Steve West to give us an overview and an

inkling as to where the final and ultimte solutions lie to 14

of the problens.

MR. WEST: Thank you, Davi d.

And | agree with your idea that nost of the people
here I"'msure are nore interested in the '33 and '34 Act than
they are in the Investnent Conpany Act. Neverthel ess, count
your bl essings that you don't have to go through anot her
panel on the Public Utility Holding Conpany Act. So we're
down to one of the oddball regulatory statutes.

My role as the first speaker here is to outline
the general areas of regulatory concern for pool ed products
and i nvestnent managers. And this will lay the foundation

for the subsequent anal ysis of whether or how several new



26 pool ed products which David has nentioned should be regul ated
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under the '40 Act.

El even years ago in 1990, the 50th anniversary of
the '40 act, | wote a report for the Investnent Conpany
Institute which was predictably titled and appropriate for
today's conference "The | nvest nment
Conmpany I ndustry in the 1990's: A Rethinking of Regulatory
Structure Appropriate for Investnent Conpanies in the
1990' s, the Background and Prem ses for Regulation with
Recommendati ons of the Board of CGovernors of the Investnent
Conmpany Institute for Regul atory Changes."

In Tab 2 of the material, the tab that says
"West paper,"” there is that summary of the 20 recomendati ons
at the end of ny Report. Wen | get back to that it's
interesting to see how many of those recommendati ons have
actually been adopted and how many have not been.

But before | get to that | would like to recite
what | have identified as the nine regul atory areas of
concern with respect to pooled products generally. And this
listing of nine regulatory areas which the '40 Act addresses
w Il be useful foundation in assessing whether sonme of these
new products you'll hear about should be regulated or not and
how t hey shoul d be regul ated based on whether they pose
probl ens or potential abuses in the areas that | think the
40 Act has covered.

And | would just list the areas that the '40
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Act enconpasses. First is governance, which we all know
about that is the corporate formof the independent
di rectors.

The second is econom ¢ regul ation of both
managenent fees and distribution fees.

The third is capital structure, primarily focused
on closed-end funds for a sinplified capital structure and
with open-end funds with the pass of a hand because they
wer e absol utely uninportant at the day, one class of voting
stock, that's it; disclosure of fundanentals of investnent
policies for the pool; custodial requirenents, regul ation of
di stribution of open-end fund shares under the '33 Act;

i ssuance and redenption and repurchase of shares requirenments
so the sharehol ders and investors are not diluted in their
asset value; the closed and open end di chotomny structure,

you' re either a cl osed-end conpany or an open-end conpany and
there's no in between. That was originally the case. Now,

of course, that has been nodified.

And | ast and ninth is the one that | will speak to
|ater which is the self-dealing situations and conflict
protections for transactions with affiliated persons, that
is between the pooled vehicle and affiliated persons,
covered primarily by Section 17.

Goi ng back to the regul atory recommendati ons

that we made, | would like to see if | can find the |list of
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them and we can see what they were. They're in the materials
as | said. But just running through them quickly there were
20. And the point is that there were seven
of those that were adopted or followed. And this is
sort of interesting, the |list of the ones that were adopted
and followed are in the materials, but four of the ones were
actually for changes and the SEC or the Congress actually
made those changes to the regulatory structure. Three of the
recommendati ons were not to change anyt hi ng.

So of the 20 regul ations, seven got adopted.

There are 13 still to go. As | |ook back on themthey
are still quite current and interesting to consider how
t hi ngs shoul d be regul at ed.

The two recomrendati ons adopted that were nost
significant were the elimnation of dual, duplicate state
regul ati on of investnment conpani es which was a big step
forward. The second one which relates to Jim Dannis’ hedge
funds was to nmake exenptions for '40
Act regulations for investors in pooled vehicles who were
institutional type investors who presumably coul d protect
t henmsel ves. And a nunber of these products, particularly
Steve WAl Il man’s product, is not under that approach of --
he’'s a little different.

Now | would like to get back to the subject of
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Section 17 and what | consider the core protective section of
the Act, and that is the overall treatnent of transactions
between a pool and its affiliated persons. | think that
these particular prohibitions and [imtations are central.
And as | will say later should not be fiddled with or
elimnated, and if they are, with great care.

There are three reasons for the flat prohibition
agai nst a principal transaction between a fund and its
affiliated person. Primarily it relates to securities
transaction but it could relate to any property. Mst people
assunme that the real problemis fair pricing, fair transfer
price between the affiliated person and the fund. And that
clearly is one issue. It is the issue which can nost easily
be addressed if you have |iquid markets and market
information so that you can test the transfer price with the
overal | independent market.

But there are two other aspects that are not
generally considered that | think raise potential abuses that
shoul d be considered carefully. The first of these is the
inability to measure the profitability or revenue stream
whi ch the sponsors are taking fromthe fund to thensel ves.
You will note that Section 17 does permt affiliated
br okerage transactions. One of the reasons for that or one
of the reasons that it does not present this problem is that

you can neasure the amount of the brokerage conm ssions going
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to the affiliated person. So you can put those transactions
into sone sort of perspective as to what the affiliated person
is taking fromthe fund or how they're dealing with the fund.

Wth principal transactions you cannot do that
because, and I'mtalking particularly of principal transactions
deal ing out of inventory; you cannot neasure the profit
or loss, all you can do is neasure the principal volunme which
doesn't tell you nmuch. So there is that issue of non-
transparency so that the regul ators cannot distinguish or the
public cannot distinguish the anount of potential revenue
that the sponsor is getting fromthe fund that he's running.

The third one, again, that is not usually thought
of is a notivational issue which can never be neasured. And

that's one of the reasons why a prohibition works as opposed 15

to an attenpt to regulate. By a notivational issue what |

16
17
18
19
20
21
22
23
24
25

mean is the reasons an affiliated person may have to either
i ncrease or reduce his inventory of the security related
to prices at the tine and using the fund as his sort of
backup reservoir for inventory control. As a result the fund
potentially could nmake
transactions which are nore for the reasons of the inventory
of the affiliated person than for the purposes of investnent
of the fund.

Now, these things all sound lIike bad things. And,

of course, |'mnot suggesting anybody woul d do any of those.
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The problemfroma regulatory point of viewis that nobody
can neasure them and nobody can really see what's happeni ng.
And that's the difficulty with elimnation or weakening
of Section 17. | mght say that | don't think the prohibition
shoul d apply to riskless principal trades where these
particular itens of concern don't exist.

So in conclusion | would Iike to suggest to M.
Roye and the SEC and future regulators that the burden of
proof for extending Section 17(a) exenptions or even its
elimnation is high. And the benefits to the public are
somewhat obscure, of course, except for the sponsors of
the funds that have affiliated deal ers who can trade.

| don't think the investors in the funds are
suffering because the fund can't deal with an affiliate
except in special circunstances which have been given
exenptions. And if they are suffering there is a
di scl osure issue and | don't see any disclosure that those
funds are suffering. A lot of funds that are sponsored
by deal ers and cannot deal with them as principal in many
mar kets are doing well. So | think there should be a very
serious concern of any extension of those exenptions.

And one last point on this, as David nentioned,
this was the rock on which global reciprocity of fund sal es
crashed. The one area which the Europeans and the sponsors

of USITs funds in Europe would not give up was the ability to
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deal on a principal basis wth their affiliated dealers. And
| think that suggests the reason for that, it is very
profitable.

So with that conclusion and that hope for the
future of regulatory conflict of interest statutes and al so
the nine principles of regulation we will turn to the next
speakers who wil|l have products that we'll see whether any of
those nine principles really apply to their products.

MR SILVER Could I, before letting Steve and Bob
of f the hook, note that one nay agree with you that principle
is on one side of this, but spelled the other way. But
perhaps there is a doctrine of necessity which supersedes.

If the trend towards nega-financial institutions continues I
don't suggest we're going to get down to five providers as in
Germany, but if you end up with 20 or 30 or 50

mega-financial institutions aren't you depriving the

shar ehol ders of the funds sponsored by these financi al
institutions the ability to deal with the sponsoring
institution who after all may be the primary markets for
certain securities or the primary underwiters of certain
securities?

MR. WEST: That clearly is a consideration. Wen
it comes to that but | don't think we're anywhere near that
in this situation in the capital markets today. | think,

Bob, you had sonet hi ng?
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MR, PQZEN. | was just going to pursue that
sane line to say to broaden it out a little for the
audi ence, the reason why this was the big issue between the
U.S. and Europe when there was a commttee. | think
it was called the Commttee of Experts so everybody felt very
good about being on this commttee. But the key was that al
the continental European institutions were universal banks
whi ch had underwriting securities firns as part of the banks,
and so this was the way they did it. Everything you say
being true, Steve, they would say they've had this systemfor
years and it's worked.

| think it's unusual when you think about it, that
the U S. nutual fund industry at the top
is actually domnated by a relatively small nunber of
i ndependent firnms, Fidelity, Vanguard, Capital Research
and Putnam which is a subsidiary of Marsh Mack. So
that the history of the nmutual fund industry is one that
grows up nore out of Boston than out of New York, and is one
of i ndependent noney managers which were not
attached to the securities underwiting firns.

So | guess |I'd like to enphasize that this is at
one level a technical issue and there are various technical
argunments which you' ve articulated very well. But really
ultimately the issue cones down to a broader question

what will be the structure of the industry? As David
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says, as we nove to nore congloneration, this question wll
beconme nore inportant. So I would say if we were to change
Section 17 we woul d accel erate the change in
the structure of investnment managenent.

In short, underlying the Section 17 debate is a
maj or policy question about how we want these sorts of
i nvest ment managenent firns to be organized.

MR. WEST: You're absolutely right. And that is
clearly the origin. And | would say to the Europeans, well,
this is the way you' ve done it and it seens to work but you
don't know that it's worked well, you don't know what the
abuses are. And the other hand you could do business with
your conpetitors, they just didn't feel they wanted to.
That's a different point than David's point where you have
a principal market maker. But in Germany there were five or
si x sources of trading markets.

MR. POZEN. And we've had exanple that takes a
step toward the European nodel — the 10(f) exenption where
if you do securities underwiting and you' re a mmjor
underwiter, your affiliated funds can buy fromthe syndicate
even though you're part of the syndicate. O course, there
are a variety of protections built into that exenption so
that, say, if Merrill was involved with the underwiting
it was the main underwiter, then Merrill wouldn't profit

as part of the syndicate if another firmin the syndicate
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sol d nmunicipal bonds to a Merrill fund.

So | think there's already been sone
flexibility in that one context. And that's probably
because the munici pal bond underwiting is
dom nated by a set of firns all of which have funds.

So again, if this were
only a technical problem we could probably conme up with a
technical solution. But it's essentially a structural issue
about how we want the investnent managenent industry to be
structured in the United States. And that's a very big
i ssue.

MR. WEST: This was one of the issues we would
have solved in the last half hour if we had it.

MR. ROYE: David, if |I could just add one point on
t he necessary issues, | nean there is -- the Comm ssion has
accepted the necessity argunent in several cases involving
funds, principally noney market funds where the affiliate was
a large dealer in noney market instrunents. W' ve issued
several orders allowing the funds to deal with an affiliated
dealer with appropriate protections in those situations.
And, you know, the argunment was that the funds would be
di sadvant aged, they couldn't deal with the principal dealer
in those securities.

And there are a series of protective conditions

that we have in those securities, you' re tal king about very
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l[iquid type instrunents and, you know, there's price
transparency and, you know, |esser concerns in those kind of
securities. But there is precedent for that concept.

MR. SILVER  These are ones with transparency and
sell on a yield basis basically. But |I have been really
waiting to hear from Kathl een as to how soneone or sone
peopl e have managed to square the circle. For as
long as | renenber engineers within and without the industry
have tried to find a way to end or aneliorate the discount at
whi ch cl osed-end, listed closed-end funds sell.

Kat hl een is going to tell us how this was done and
what the future holds.

M5. MORI ARTY: Good afternoon. Two disclaimers.

Li ke Annette, | amsitting -- | mean | amstanding. No, |I'm
also small in size.

The second thing is |I've neither been a regul ator
nor a professor so | probably am distingui shed from nost
ot her people in that regard on this panel and the other
panelists. |I'mnore of a journeyman | awer who got involved
quite by accident in an exercise conducted by sonme people at
the Anerican Stock Exchange. And talk about the | aw of
uni nt ended consequences it was really not an exercise in
trying to figure out a way to solve all the problens of the
world or to square the circle within the "40 Act. It arrived

or derived froma nunber of pragmatic questions and issues.
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And the two main driving sources | suppose you
could say of the construct of this industry was the first was
the American Stock Exchange was interested in thinking of
addi tional products that it could bring to bear to the market
because it was | osing share to the NASD and the New York and
it was being marginalized to sone degree. So that was an
exchange issue, if you will.

The other issue was that at the tine, this really
began say in '88 although it wasn't presented at the
Comm ssion at that point, programtradi ng had been nore and
nore available to large institutions for a variety of
reasons, including technology. And the efficacy of that and
the desire for that kind of activity was trickling down into
m dsi ze institutions and to smaller, perhaps wealthier
i ndi vidual s and there was a desire to achieve sone of the
benefits of programtrading for a smaller investor.

So with that the thought was really dreant up by
Nat e Most who had a commodities background. And Nate's view
was taking, for exanple, the S& 500 which was the original
ETF in this country, based on the original ETF of this
country, he regarded the S&P 500 as a basket of 500
securities nmuch in the way you would | ook at a variety of oi
barrel s or bushels of wheat. And his thought was why
couldn't you | odge the 500 securities in one place and then

i ssue receipts for those 500 securities and trade the
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recei pts and | eave the 500 securities in place.

So he had that kind of fundanental idea in m nd
And a lot of it was kicked around as to howit would fit into
the regulatory structure that was present at the tinme. And
the idea was ultinately to create sonething as sinple as
possi bl e but that would have sone ability to change as the
under |l yi ng basket changed. The idea of an ADR or a
depository receipt wasn't quite right because for a variety
of reasons it couldn't really change. And on the other hand
an open-end fund at that tinme wasn't desired because the
construct didn't really contenplate a | ot of managenent. The
i dea was to have a pool of securities that could change as
t he i ndex changed but otherwi se not to very nuch el se but to
provi de a cheap, efficient and transparent real tinme vehicle
to own the 500 or sone other index product.

So that's howit really devolved. And so the unit
trust structure was chosen because it was a sort of a hal fway
poi nt between a depository recei pt and an open-end vehi cl e.
And so we went about approaching the Conm ssion with the
gquestion of whether or not we could create a unit investnent
trust which does issue redeenmable securities |ike an open-end
fund and is, of course, required to price at NAV, etc., just
i ke an open-end fund, whether that vehicle could, in
addition to issuing securities on that basis, fractionalize

t hose shares into small pieces and sell the small pieces on
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an exchange the way a cl osed-end fund did.

And the way that this was going to be achieved,
and | have to give the Conm ssion and the staff great credit,
they really listened to this sort of off-the-wall schene and
were ultimately persuaded by a series of hypothetical
argunents because in fact no vehicle at that point had
existed. So we could only present what we thought m ght
happen and try to work within the construct of the Act.

It was never desired that the fundanenta
protections of the '40 Act wouldn't extend to the
sharehol ders. The real issue on the exchange fund side as
really trying to get certain prohibitions or limtations or
restrictions limted or changed to allow the structure of the
vehicle to operate. So there weren't issues, for instance,
involving Section 17 or a whole variety of mechani sns
provided to correct the original abuses of the '40 Act.
Really rather it was when the '40 Act was adopted, as Steve
said, it had divided the constructs into closed ends and open
ends. And, you know, one issued continuously and at NAV only
and one traded on an exchange only and the two didn't nesh.
And we wanted to nesh the two of them

So that's really where a huge portion of the
effort and di scussion went forward. And that was conbi ned
with the concept that to make the thing work easily and

cheaply and efficiently the fund itself would accept not cash
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contributions but would accept the basket in kind, again the
comodity concept. So people who wanted to contribute to the
fund were going to deliver, in the case of the S&P 500, al
500 stocks in the correct basket wei ghted mechani smthat
reflected the S&P 500.

And, simlarly, if those people were going to
redeemthey were going to get the in kind basket. So it was
going to elimnate a huge nunber of transaction costs and
settlenment charges and a whole variety of things.

MR SILVER  Taxes.

M5. MORI ARTY: Well, that was an unintended
consequence. No one was thinking about taxes. W were
real |y thinking about the efficiency and econony of trading
baskets because, again, the thing had the genesis in a
programtrade.

So the concept was the big players would
contribute or redeem at NAV the basket and the pieces that
were traded woul d be traded on the exchange at market price.
And the market price would hopefully cone close the NAV
because since you have a totally open-ended vehicle, unlike a
cl osed-end vehicle you have continuous issuance and you have
redenption, the vehicle can open and cl ose with market demand
so you don't have a prem um di scount problem because the
mar ket demand isn't involved wwth a vehicle that has either

too limted a supply or too nuch of a supply.
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So what woul d happen theoretically was
arbi trageurs woul d, depending on which way the share price
was deviating fromthe actual NAV or the portfolio basket's
val ue, depending on which way it went either arbitrageurs or
other large market players would cone in and contribute nore
and make the fund | arger, nmake the shares nore avail abl e and
then drive the price domm. O if the price were the reverse,
buy the shares and redeem them and contract the fund. And
that |argely has been the outcone.

The Anex is at sone point going to be publishing a
study that they have comm ssioned to analyze all of the
spreads between the prices been share price and the basket
price. And | think what you'll see is, no surprise to
anybody and a |lot of this has been witten up al ready, that
the larger the fund, the nore liquid the fund, the nore
[iquid the underlying shares, and especially in a donestic
context of you're tal king about donestically traded the
underlying shares, the closer the price and the NAV w Il be
to each other. As you nove into a highly illiquid, thinly
traded basket of underlying shares and/or shares that are not
issued in this country but somewhere else and trade in a
different tinme you have a variety of other issues which
slightly make the NAV and the share price that's traded
different, but not considerably different.

So that was really the genesis of the product.
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And then in addition to that we required a whole bunch of '34
Act exenptions because we really wanted the receipts or the
fractionalized interests that were traded to be treated |ike
an equity security in a secondary nmarket, |like an industrial
share, so they could be margi ned, they could be shorted, they
could be treated subject to limt orders, what have you

So actually an ETF in a way is sort of a hybrid of
a closed end and open end and an industrial share in terns of
the way it's traded. And it both drove and is driven by the
technol ogy of the tinme. This would not have been possible 20
years ago.

What we are now seeing is two sets of things. One
set of things is that different baskets and different
products are now bei ng thought about converting into an ETF
structure or adding on an ETF share class. And the nost
tal ked about one is the actively traded fund. And the
Comm ssion has just issued a concept release |l ast week and it
asks a nunmber of interesting questions. And | think those of
us involved will be extrenely interested to see what the
comments are and what the Comm ssion's response is.

In addition to that, this idea has caught on
rapidly in the past two years abroad. And two years ago when
| was at a conference sonebody from London didn't know what
an ETF was and thought it was just a, you know, cl osed-end

fund. Two years later there are ETFs in a variety of
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countries with a variety range of places in Asia, Canada,
here, Europe and a variety of other places.

And that's where we begin to see cross-1|isting.
And when you start seeing cross-listing with the ultimte
desire of 24/7 trading you begin to see the issues that were
just tal ked about which is how do you nerge and har noni ze,
say, a European version of how a pool ed vehicle works as
opposed to an Anerican version? And there are fundanental
principles as to how you regulate this industry whether it's
done by independent directors or whether it's done by a
uni fi ed banking system as a fundamental issue.

So it's a wonderful area to practice in because it
sort of crosses all lines and raises a |ot of questions. MW
own point of viewis the '40 Act has served the ETF industry
well. Otentinmes when we cone down to the Commission to talk
about a new product we think we've though of all the answers
and they often ask questions that despite our best efforts we
never thought about. So it's a real conprom se and a working
col | abor ati on.

The only thing | would echo that's been said
before is at the IMin particular is woefully understaffed
and underpaid and, therefore, the exenptive process which
t hi nk works takes too long therefore really allowing only the
| argest players to be innovators because it costs a | ot of

time and noney. Sone of these products have taken three or
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four years to go through the pipeline.

But | think the "40 Act is a flexible creature.
think it works.

MR. SILVER  Thank you, Kathl een.

| have one question, perhaps a little far out.

But I'mfascinated by the role of the arbitrageurs in this
picture. | assune, and go along with ny assunption for a
moment, that many of the arbitrageurs have either laid off

al ready through derivatives or shorting a position that they
acquire, so that there is really a kind of mnimal risk to
the arbitrageurs. The fund has created the opportunity for
arbitrage by creating two classes of securities, one of which
never existed before.

Does a fund director have sonme kind of obligation
to determ ne whether there are other ways to do this so that
there is not a third party taking an opportunity which the
conpany, the investnent conpany itself m ght have? To take
an obvi ous exanple, could an investnent conpany create a
subsidiary that would do exactly the sanme thing that the
arbitrageurs are doing at a fairly low risk level?

Those of you whose nenory goes way back woul d
recogni ze the fact that |I'mposing a kind of Mbses agai nst
Burgin situation in which there may be an opportunity on the
part of the fund being given to third parties.

M5. MORI ARTY: A couple of thoughts on that. One
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is, of course, the original creatures were unit trusts. They
did not have a board of directors. So that woul d not have
cone up in that context. Mst of the newer ones, however,
are open end conpani es and hence their boards certainly could
consi der that question.

| will say, and this will cone as a surprise to
Paul , that | have had sone discussions with certain people
who are thinking of doing just that or in fact aren't even
t hi nki ng of going the subsidiary route but are contenpl ati ng
just buying back their own shares under the sanme concept. So
that's now so off the wall as you m ght suggest.

| can see pluses and m nuses on both sides of
that. On the one hand you could argue -- | nean | take issue
with the concept that these are two sets of classes. They
are really one class, sone of which, sone of which have
slightly less rights than the others so you coul d argue
that's two classes. Functionally they're one cl ass.

On the one hand you could argue that the fund is
never harmed by the secondary market trading because it takes
pl ace outside of the fund and that the fund only holds the
basket that it holds and only gives up the basket or takes in
t he basket at NAV. So there is never any dilution problem

You could al so argue that the fund m ght be able
to benefit fromarbitrage trading and therefore help its

sharehol ders. Depending on the circunstance -- and |I' m not
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an arbitrageur -- you mght be able to find yourself in a
situation where the fund m ght be able to trade ahead of al
other arbitrageurs in which case you m ght be preferring the
fund to all others. And then that m ght be a policy question
as to whether that's a good idea or not.

From a practical point of viewif sonmehow the fund
had an advant age over trading against all other market nakers
no ot her market nmakers would play. So it m ght work out just
fine.

MR. SILVER | have a second question. Perhaps if

MR. ROYE: David, before you go to your second
question, if | could maybe just respond to that question.

And before | do respond let ne just nmake it clear that these
are ny views, they don't necessarily reflect the views of the
Comm ssi on.

But | nean your question as to whether or not the
directors have an obligation, you know, to pursue these
arbitrage opportunities --

MR. SILVER To look at it.

MR. ROYE: Well, you know certainly they're free
to look at it. | mean whether or not they have an obligation
| don't think, ny own viewis that | don't think they do have
an obligation to pursue the opportunity. However, if the

directors do want to pursue the opportunity, the fund wants
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to pursue the opportunity directly or through a separate
subsidiary | think we'd be concerned about the issues that
that introduces into the product, perhaps introducing
conflict of interest type concerns, notivation to profit
t hrough the arbitrage nmechani smcould rai se concerns. And
we'd al so have to | ook at, you know, maybe sone 17(d) issues
which is another affiliated transaction provision that
deserves sone clarity.

MR. SILVER  The second question was really
addressed to you also as well as Kathl een.

| read the concept release with great interest and
you touched upon this. [I'mnot certain as to howthis fits
into the regulatory inperatives that wll determ ne whet her
or not you grant the exenptions, but with presently existing
ETFs and perhaps with the new ones there is a whol e market
i npact question | think to be expl ored.

Traditionally we know at tines
of great market stress the open-end funds have generally net
the increased redenptions on the day of a market break
t hrough the cash position that the fund has. So, in fact,
not intended this way historically but it has worked out that
in times of market stress the open-end industry has acted in
a sense you mght say as an auxiliary specialist or whatever
you want to say, it absorbs selling pressure and

doesn't transmt that pressure into the primry market.
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Wth the BFT's all sales by existing
sharehol ders of the funds are pretty much i medi ately
transferred into the primary market. So that you can get a
very different effect, market inpact as these funds operate.
And | go back to the origins of the '40 Act where one of the
great concerns and is the reason that provisions were put in
the Act for a so-called size study was what woul d happen if
open-end funds got into a situation where they dunped
securities into the market at tinmes of market stress? So
that certainly the framers of the '40 Act were concerned
about this kind of problem Are you going to look into
anal yzing this fromsay a '34 Act point of view and not only
froma '40 Act point of view?

MR ROYE: | think it's fair to say if you | ook at
t he concept release that we do ask for conmment generally on
the i npact that ETFs have had, the existing ETF products.
There have been | guess assertions that ETFs have contri buted
to volatility in the markets, particularly for exanple the
cubes in the Nasdag market. And | know we've taken a | ook at
t hat i ssue and our econom sts have | ooked at this issue and
haven't been able to identify a correlation.

But we do ask for comment on that issue and j ust
i npacts on the existing products. And we're al so seeking
views on what may happen with some of the new products that

Kat hl een i s tal king about.
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MR. SILVER Do you have any conment ?

M5. MORIARTY: | would say, and | have to caveat
this because I"'mreally bad with nunbers which is why |
becanme a | awyer, but ny understandi ng anecdotally, and |
t hink probably there will be studies and discussions in the
press, etc., ny understanding is that on the days of the
greatest stress sone of these funds have had their greatest
inflows of contributions partly because people are covering
their shorts so the portfolios are increased to neet the
shares to cover the shorts.

The other thing is that the arbitrage -- well, if
you talk to upstairs market makers, regular nmarket nmakers,
specialists what they pretty nmuch consistently say is that
rather than inpeding liquidity the existence of ETFs has
rather helped liquidity. And what | usually hear it
described as, as either a triangular stool or sonme other sort
of three part type creature they usually say the liquidity is
enhanced if you have a market for the underlying shares and
then you have futures markets for the same underlying shares
and then you have ETFs for the sanme thing, you have three
ways of achieving liquidity and it actually enhances and
supports the nmarket.

So | without, you know, being a statistician or
seeing all the data | would think that at [ east frommnm own

experience and what |'ve heard that it's rather the reverse,
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that it hel ps rather than hurts.

MR. ROYE: | think when you | ook at the -- there
was a study done after the '87 market crash and | think
i ndeed one of the recommendations was that if you had a
product like the index ETFs that it would enhance liquidity.

MR. SILVER  Next, noving on, we have the first of
two panelists who are maki ng speci al appearances here today.
Just as in a court challenging the jurisdiction so they are
not conceding that they have anything to do with the '40 Act
but as a matter of courtesy they're going to tell us why.

And first Jim Dannis speaking on behalf of the
hedge funds.

MR. DANNI'S: Thank you, David.

David referred to nme in his kind introduction as a
spokesperson for the hedge fund industry. To paraphrase: if
nomnated | will not stand, and if elected | will not serve.
There are security issues. These coments today are solely
ny own.

What 1'd like to do is divide ny presentation, ny
ten mnutes, into two parts. First I'd like to give a very
qui ck overvi ew of the hedge fund sector, talk about sone of
the trends that we observe as investors in hedge funds. And
let me footnote this: ny firmis an investor in hedge
funds. And so when talk turns to investor protections we

speak fromthe position of |ooking at protections that woul d
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be made available to us if they were felt to be necessary.
When you hear nmy comrents you'll see that we generally
feel these protections are not necessary in the current
environment. But in any event, | want to give an overvi ew
of the sector and then turn back to the questions that David
hi ghlighted in his introduction. They are inportant and
chal I engi ng questions. | don't want to sinply present the
fact that hedge funds are exenpt or largely exenpt from
regul ation and then sit dowmn. Really what we need to do is
| ook at the question of benefits and burdens and be sure that
the current regulatory schenme is appropriate and protects
i nvestors and mar ket s.

The hedge fund sector -- by the way, these
slides are in people's books as well. So if you can't see
the small text on the screen just pull them out.

The hedge fund sector is significant and it's
grow ng very rapidly. W estimate that there are currently
about 6, 000 hedge funds gl obally managi ng about $500 billion
of assets before |everage. You can contrast that with the
usual reference point for the size of the U S. nutual fund
i ndustry which is about $7 trillion.

The funds flows into the hedge fund sector have
been particularly strong. The slide reflects funds flows only
to June. |If you update that to Septenber, there was $22

billion net inflowinto hedge funds for the first 9 nonths
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of the year. That’'s alnost three tinmes the anount that
flowed into hedge funds for all of the prior year. And so
clearly this is a sector that is large and is grow ng.

Now, | don't have tinme in nmy ten mnutes to take
up David's invitation and try to distinguish the 15 or 20 or
i ndeed infinite nunber of different hedge fund investnent
strategies or describe why sone of themare hedged and in
fact some of themare not. Let nme leave it at this, the
categori zation you see on the slide shows a traditional
breakdown of different hedge fund asset classes.

| think the take-away point fromthis is that what
we call the long/short equity strategy, which really is the
traditional hedge fund going back to 1949, the Al bert Jones
nodel , that's the bul k of the hedge fund sector. Al nost 50
percent of hedge fund assets are in what we call |ong/short.
And what is long/short? It's sinply managi ng a conbi ned
portfolio of Iong and short equity positions with a viewto
m ni m zi ng downsi de risks and achi eving an absolute return
regardl ess of market conditions.

The investor base for hedge funds is changing. |If
you were to have a simlar presentation to this ten years ago
virtually all investors in hedge funds woul d have been
individuals. There was a very small hedge fund i nvestor base
and a very small nunber of hedge funds. Access was

difficult and it tended to be word of nouth. A very limted,
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smal | cl ub.

Clearly, wealthy individuals and famly offices
still remain the dom nant investor base for hedge funds.

This data is froma report by Freeman & Co. who specializes
in asset managenent issues. Their estimate is that
somewhere around 80 percent of hedge fund capital is

provi ded by individual and famly offices.

While that's the case, there is a very inportant
trend that has occurred really over the |ast couple of years,
and that is the increasing institutional participation in the
hedge fund market. | will come back to this in a second. It
really is changing the character of the hedge fund industry
and is changing the kind of demands that are being placed on
hedge funds in terns of their business practices, their
di scl osure and a whol e range of itens.

The point is institutional demand is grow ng
substantially. By one netric pension funds, U S. pension
funds, are forecast to increase their exposures to hedge
funds by two to three tinmes over the next couple of years.

One of the things that flows fromincreased
institutional interest in hedge funds is the Street response.
I f you |l ook at the standard asset allocation
nodel s used by the Street firns now, hedge funds are
often treated as a separate asset

class and have a place in the asset allocation nodels. This
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is just one exanpl e.

So why are hedge funds attracting this increased
interest of investors and, in particular, institutional
investors? There are really four reasons for it. And let ne
run through themvery quickly.

The first is returns. W can cone back to the
guestion of how the nunbers are reported and what the nunbers
really nmean because |I'mthe first to say that the various
i nformati on bases published about hedge fund performance are
inperfect. But if you | ook at
the nunbers as far as we can sort themas investors, the main
point here is that hedge funds can provide attractive risk-
adjusted returns. Look at nerger arbitrage in the upper
| eft-hand corner of this scatter chart and you see that the
return for the strategy over the 10-year tine series is
roughly the sane as the S&P 500 but with a volatility roughly
the sane as U. S. bonds. So what does that nean? Equity-Ilike
return, bond-like volatility. That's interesting.

Capital preservation, the second reason, has
becone all the nore acute during the difficult markets we
faced in the last several nonths. This is a run we did
from Sept enber 2000 t hrough the end of Septenber 2001
and it shows the performance of |ong/short equity hedge

f unds. Again this is roughly 50 percent of the hedge fund 25

asset class. W show returns versus the marketing



26 i ndi ces, and we also put in Lipper |large cap core nutual
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funds. Wat does the graph show? It shows that the hedge
funds managed to preserve capital when long only investors
obvi ously did not.

The third point about hedge funds which is
interesting for those of you who are students of portfolio
construction is that they have | ow or noderate, let's just
call it nodest, correlations to traditional asset classes.
And we put sonme data up here on the chart. What that neans is
that for an institution which is interested in constructing a
diversified portfolio, the addition of hedge funds can
essentially inprove the efficient frontier. What do | nean
by that? For a given level of risk the addition of hedge
funds can inprove the return. For a given target return
the addition of hedge funds can reduce risk.

The final point is a qualitative one but it's
really quite inportant. |If you |look at the |ast several
years, and indeed if you | ook back even | onger than that, you
see a steady mgration fromthe propriety desks at investnent
banks and fromthe traditional asset managenent firns into
t he hedge fund space. A reason for that obviously is
t he conpensation incentives which can be nuch higher in
hedge fund land. But what it tells the investor is that
if I believe that active nmanagenent can provide
value and | believe that | want to find the smartest and the

nost tal ented managers to provide active managenent services
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tome, | find increasingly that | |ook at the hedge fund
sector for those services.

Let me skip over a couple of slides here.

There's a market driven trend which is actually
quite significant in ternms of the way the hedge fund market
is structured now. Internediaries, by which | nean
consultants and al so funds of hedge funds, of which our firm
is one, are playing an increasing role in the marketpl ace.
What internmediaries basically do is address the fact that the
hedge fund space has exploded. There is now a nuch | arger
nunber of funds. There is now a much nore difficult job in
terms of screening them doing diligence on them assessing
them and constructing a portfolio that optim zes the val ues
you're seeking to optim ze.

So the end result is that individual investors as
well as institutions are increasingly using professional
internediaries to access and nake allocations to hedge funds.
That's a very inportant difference, again, fromthe way the
wor|l d worked only a couple of years ago in this sector
Again, the nunbers are difficult to nmake precise, but our
estimate is that of hedge fund demand in the aggregate, funds
of funds account for roughly 20 to 30 percent.

Let nme cone back now to the questions that David
outlined. The way that David cast it, and this is really the

princi pal issue, do hedge funds present risks to investors
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that could be aneliorated or avoided if hedge funds were
subject to the 1940 Act?

| think that's a very easy question to answer.
And the answer, of course, is yes.

If you were to apply the full set of substantive
requi renents of the '40 Act to hedge funds would risks to
investors -- I'll cone back to what "risks" nean --
theoretically be reduced? O course they would. But the
hedge fund sector | think would, at |east as we know it
t oday, not exist.

You can make an analogy to private placenents.
You could ask yourself if private
pl acenents of securities, to cone back to this norning' s
panel, present risks to investors that could be aneliorated
if we were to apply the full registration, prospectus and
civil liability provisions for public offerings. That's a
given. The point is what's the right bal ance here?

The conclusion that | conme to as an investor in
the market is that the ability for sophisticated investors,
be they individuals or institutions, to have access to a
hi ghly innovative and highly professional set of noney
managers is the right balance. The exenptive provisions of
the securities |law, and the other nmenbers of the panel
can speak nmuch nore eloquently than | about the | egislative

background and the policies, make a very basic
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judgnent or cut. And that is that sophisticated investors
shoul d have access to innovative products in the marketpl ace.
And that basically is the judgnment that is supporting the
exenption for hedge funds.

As a qui ck addendum nmany of us fall into the trap
of saying hedge funds are unregulated. O course that's not
true. And Paul and the staff have done what | think is a
tremendous job in going after sone of the clear abuses and
frauds that occur in the hedge fund space. And antifraud

provi sions do apply to hedge funds. |If assets are stolen, 11

if marketing materials are materially m sleading well, of
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course, the antifraud provisions apply. And, again,
think that that’s a very inportant thing in comng to a
concl usi on about the overall bal ancing of risks and rewards
of the current regul atory nodel .

Let me end it right there. 1 think | may have
used close to ny ten mnutes. And we can open it for
di scussi on and questi ons.

MR. SILVER  Thanks, Jim

| think that inplied in what you said, and perhaps
under the current regulatory regine, we are faced with
an unfortunate dichotony, either you're in the Investnent
Conpany Act or you're out of it. And | certainly agree that
a lot of the things that hedge funds may legitimtely do

woul d be very difficult if not inpossible under the Act. But
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we're tal king about the brave new world of the future on this
panel and why should, for exanple, to take a sonmewhat
noncontroversial point, or |I hope noncontroversial, why
shoul dn't the securities custodial provisions of the '40 Act
apply to hedge funds? |If they're a good thing for investnent
conpani es why aren't they a good thing for hedge funds?

Wy are the rich folks, as | said before, not
getting the sane protections as the poor fol ks? Wy aren't
they getting the prospectus? Wy aren't they subject to the
sanme di scl osure provisions and advertising restrictions at
open-end funds?

These woul d not inhibit the investnent activities
of the funds. But as | say, unfortunately, under the present
setup it seens that you' re wholly in or you' re wholly out.
And | was puzzled at the Comm ssion staff's 1992 report which
said that we have to have private investnent conpanies not
subject to the Act. It kind of always seened to ne that the
staff threw up its hands and realized that to try to reform
the I nvestnent Conpany Act to nmake it nore nodul ar was
probably a nore difficult task than sinply throwing up their
hands and say, okay, you go have this wholly outside the Act.

MR. DANNIS: Let ne answer that with two slices.
The first observation would be that the
practices that institutions are bringing to the hedge fund

mar ket, and by that | mean the pension funds who are
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investing, their consultants and internediaries |ike
ourselves, on matters such as custody, disclosure, regular
periodi ¢ disclosure, nonitoring use of |everage, use of
derivatives, organizational structure, the whole gamut of
itens that | think would be covered in the nine itens
menti oned as the stalwarts of investnent conpany
regul ation, the institutions are | ooking at those points as
we deci de whether to make an investnent in a hedge fund or
not .

So the first question is whether there is really
a need for inposition of that set of rules when the investor
base understands the policies underlying themand is
protecting its own investnent. And, again, from our
perspective we certainly ask everyone that we invest wth,
and i ndeed everyone that we consider investing with, “tell us
about your custody, let's |look at your disclosure.”

Then the second cut, very quickly,
is a policy reason not to inport pieceneal sone of
the preexisting pieces of the '40 Act. Although | agree, you
coul d make a good argunent that it's not that painful.

| think the downside to that is we're not creative
enough today to imgi ne what innovations, what changes, what
devel opments may occur in the future. And, again, why upset
the basic balance if as a policy matter that basic bal ance is

wor ki ng?
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MR. SILVER  Paul, you wanted to conment?

MR. ROYE: Yes. | was going to ask James as
followup to his answer to your question, David, whether or
not he has a sense that the hedge fund industry is |arge
enough at this point that, you know, sonme of the practices
that the institutions are forcing on the hedge fund comrunity
could be reflected in best practices. You have the Managed
Funds Association that's out there that represents the hedge
fund industry. But they're hedge funds that are here today,
gone tonorrow.

Is the industry at a state where sone of these
practices could be reflected in the industry could step up to
the plate on these issues?

MR. DANNIS: That's an excellent question. And |
think that nmy reaction to it is that that may well becone
a focus and a trend in the future. Looking
at it historically, |looking at what's happened so far,
there's been relatively little in terns of organized efforts
to get hedge fund investors or managers or internediaries
together to define and to put into practice best practice
standards. The only one | can think of is there is
sonething called | AFE, I-A-F-E, which I nust confess | wasn't
deeply famliar with before | read their product. And they
got together a group of investors including institutions and

hedge fund managers and did a relatively thorough job of
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describing the costs and benefits of disclosure of positions
dependi ng on the strategy that was used by a hedge
fund.

Now, the reason why | nention that is that
it really hasn't received a great deal of
currency in the hedge fund community. You have to dig to
findit. And it really hasn't been sonething that people
say, oh, gee, let's use this as a reference point. | think
the industry is still very young in the sense of participation
of institutions and professionalization. So | think industry
organi zation may well cone but it's a bit early.

MR, PQZEN. Could | ask a question? As
sonmeone who has been involved in the nutual fund
i ndustry, one of the biggest concerns
is the differential in the regulation of fees.
The "40 Act allows performance fees, which one woul d think
general ly woul d be good for sharehol ders because they align
the interests of the shareholders with the managers. Wth a
performance fee, the manager has a base fee and does better
if the fund does better than some benchmark and does worse if
the fund does worse. | did a quick survey in connection
with the 2" edition of my book and found that approxi mately
140 of the seven or eight thousand funds in the industry
had performance fees. This is an incredibly | ow nunber.

Mor eover, those 140 were alnost all concentrated in a very
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smal | nunber of conplexes. And one of those conplexes only
had themin cases where they had sub-advisors. So that would
show you sonet hi ng about how rarely performance fees are used.

| think the reason is that the SEC s rules on
performance fees are very strict. They require a symetri cal
structure, the sanme on the downside as the upside over
certain periods against certain types of benchmarks. In the
hedge fund industry by contrast, it’s well known you usually
have a base fee, which can be 1 percent, or even 1.5 percent
of assets, and then you usually have a 20 percent perfornmance
fee only the upside after a certain return is reached.

Now, | can see argunents for both situations. |
can see argunents for the SEC s position on strict
symmetrical rules. | can see argunents for nore flexible
performance rules. But the thing that's very difficult is
for mutual funds to be in a situation where we're under this
very strict set of rules and hedge funds are
not. The result has been, as your chart shows,
t hat sonme managers have left nutual funds
to go to hedge funds. These nanagers see that 20
percent of the upside, with nothing on the downside, is not a

bad deal
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Again, | can see argunents for both sides. But
right now we have this trenmendous disparity and that | find
hard to accept. Either we should have simlar rules in which
bot h nutual funds and hedge funds have flexibility in
performance fees or we should have rules in which both sides
have to live by stricter rules.

MR SILVER Jinf? Paul?

MR. ROYE: Well, on the performance fee front |
mean | can say in the three years |'ve been Division Director
| don't think we've had a fund group or anyone froma fund
cone in and say we'd like to charge a hedge fund type
per formance fee.

MR, PQZEN. | think that's because your no-action
letters have made it very clear that there are extrenely
[imted circunstances in which that would be a worthwhile
di scussi on.

MR. ROYE: Yeah. You know, the current
performance fee fornmulation is a fulcrumfee. You know, if
you underperformyour fee is reduced, if you overperformyou
get a bonus. | don't know if we want to debate the theory
and --

MR. PQZEN. Plus your performance has to exceed

t he benchmark after expenses.
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MR. ROYE: Yeah. But theoretically, and sone of
my i nvestnent advisor staff colleagues can correct nme if |I'm
wrong here, but theoretically you could have a fund if you
had the right type of investors in the fund, i.e.
sophi sticated investors, and charge a hedge fund type
performance fee. | think the rule contenplates that.

But you're right, | nean the problemof the
difference in the conpensation has led to sone interesting
i ssues for us because we see nore and nore nutual fund
managers | ooki ng to sponsor hedge funds. And, you know,
Laurie Richards and Gene ol kie can, you know, tell you
about, you know, sone of the conflicts and issues that
creates in terns of, you know, the sanme nmanager managi ng a
mut ual fund and managi ng a hedge fund and situations where
maybe the manager participates, you know, directly in the
profitability of the hedge fund.

You know, so it does raise sone issues. And, you
know, maybe it's sonething that we need to think about, the
conpensation structures and how they're structured.

MR DANNIS: 1'd add just a small overlay to that.
| think that if the field is to be leveled ny vote is to
allow nore flexibility in the regul ated nutual fund side.

(Laughter.)

MR. ROYE: Thank you. W appreciate your support.

MR. SILVER | think Steve West has a comment.
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But | mght say that in 1970 when the advisor fulcrumfee was
wor ked out between the SEC and the industry Dick Phillips,
Steve and nyself canme up I think with that ingenious
provision. And as Kathleen said, we're all |awers and
therefore we couldn't add. So nobody has used it since as
Bob poi nts out.

MR WEST: |I'd like to point out that this
particul ar discussion is an excellent illustration of the
type of regulation that the Conm ssion and others shoul d
thi nk about in the future. Wat Bob Pozen raised is a type
of regulation that focuses on conpetition anong the industry
pl ayers. That's sort of the European antitrust concept.

What we have traditionally focused on here and |
thi nk would be the other side of this is regulation for the
benefit of the public users or investors. So, therefore, if
you're dealing with a public product which is the regul ated
mutual fund you think in terns of what's a good idea for the
investor and fair and you cone up with a synmetri cal
per formance fee.

On the other hand, if you're thinking about
conpetition and the flow of talent and all those kind of
t hings, and unfair conpetition, you think about, well,
anybody who's in this business whether it's the rich guy,
it's the poor guy, it's the public or the little guys, they

all should be witing letters saying economcs rules. And so
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| think it's a perfect illustration of that dichotony as to
what regul ation should really be doing here.

MR. DANNIS: Let me add just one point which is
t he observation that enbedding a hedge fund in a mutual fund
structure can raise conflicts or incentives that need to be
| ooked at. | don't want to wade into that because it's an
issue that | think is really to sone extent industry
response to the point that Bob and | have been di scussing
and that we've all been discussing about the fee
structures.

But fromthe perspective of an investor in hedge
funds certainly it's high on our list to |ook at conflicts
and incentives. And generally speaking the practices that we
enpl oy would require that to invest in a hedge fund enbedded
in a nmutual fund structure we've got to clinb up a fairly
steep hill to get confortable. So, again, | think that's an
area where to the extent there is a regulatory focus it
probably nmakes sone sense.

MR. SILVER |1've been told that 4:00 o' clock is
upon us and we have a 15 mnute break. And after the break
assure you we will get to those ultimate questions and sol ve
themto everyone's satisfaction.

(Brief recess.)

MR. SILVER  Jim Dannis had a good argunent that

he shouldn't be here. Steve Wallman has a slightly different
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kind of argunent that he doesn't even belong in this building
at this point. And by this tinme he nust wonder what he's
doing here. But he'll tell us.

So, Steve, why don't you go ahead with the
i nvestnment service that | characterized and really neant it
as one of the two great innovations in the investnent
managenent area and really does enpower investors to an
extent that we've never seen before. And | think as you
commented or soneone el se comented before, a highly
technol ogically driven product and depending as it does on
the internet really is at the cutting edge of investnent
managenent services broadly defined.

Go ahead, Steve.

MR. WALLMAN:. Thank you, Dave.

And you're absolutely right. 1 should not be
here. This should be a broker/deal er panel asking the panel
of why mutual funds are not regul ated as broker/deal ers which
| think is a nuch nore pervasive and sem nal question to ask
It's far nore inportant and | think it's one that we should
have an entire session devoted to. But in the neantinme we'll
go to this.

| thought it would be useful to give you a little
bit of background on what we're tal king about because | think
there is a |l ot of m sunderstandi ng about what folio investing

is all about and what this innovation allows people to do.
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think we can do it quite quickly.
| f you go and think about what we had in the

begi nni ng, the begi nning neaning sonetine in the | ast maybe

60 years we've had basically two kinds of investnent vehicles

for people to use as neans or services, products systens,
however you want to define it, to invest inif you're the
investing public. One as stocks, one was nutual funds.

Those break down, of course, in different things.
Mut ual funds can be passive or actively nmanaged, indexed,
etc. Stocks can be offered through full service brokerages
or discount brokerages. But basically you have stocks, you
have nutual funds.

Mut ual funds had sonme great advantages. They
of fered cost-effective neans to diversify. Professional
portfolio managenent frequently was enbedded within the
mut ual funds, especially if they're actively nmanaged funds.
St ocks obviously have terrific advantages too, control and
flexibility as to what it is you' re actually owning, tax
efficiency conpared to funds in a najor way.

St ocks al so have di sadvant ages as to funds.
There's inadequate diversification through just owming a few
stocks. You don't get the benefit of thinking about your
investnments as a portfolio. And those of you experienced
with portfolio theory know that portfolios actually act

differently than just sinply the sumof the underlying
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stocks. They're also difficult to select stocks. They're
hi gh cost even with sone of the deepest discount brokerages.
You can't do sinple things. No dollar based investing and
you can't really do cost effective odd | ot trading.

Wth nmutual funds you get a simlar set of
di sadvant ages. Lack of custom zation: you can't really
decide for yourself what you want to own. Inability to
control taxes, not only the fanous problemw th regards to
the capital gains distributions when investors don't want
thembut the inability nore inportantly to actually, for
exanpl e, harvest tax losses in a fund which you can do if you
own underlying stocks. H gh fees for higher assets, little
flexibility in pricing in the traditional fund vehicle. And
because you don't understand what's in the fund many tines,
the lack of transparency, you can get things like style
drift, etc. And, of course, froma corporate governance
perspective there is no way for the individual investor to be
able to vote the underlying securities.

Technol ogy t hough now offers the ability to
conbi ne the advantages of both. You can get through a new
systemlike folio investing diversification. Professional
portfolio managenent can al so be provided as a separate
activity. You can have the control and flexibility of
stocks, tax efficiency, etc., etc.

Looking at it a different way, if you want to | ook
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at it fromthe standpoint of investnent managenent what
technol ogy now allows for is a remarkabl e anount of
custom zation and tax efficiency as well as | ower
distribution costs and a superior vehicle for delivery
basically the core asset managenent concept and it's sinply a
different delivery vehicle. You can take investnent
managenent and deliver it through traditional '40 Act conpany
structures and through new structures such as ETFs, or you
can take investnent managenent and deliver it through what
has traditionally been viewed as separate managed accounts
which is what the wire houses have been doing for decades now
or through folio type offerings.

So one value add is the investnent nmanagenent,
anot her value add are different kinds of delivery vehicles
that let you do different things. The thing is that the
delivery vehicles are in fact different. And because of the
differences there are differences in how they're regul at ed.

Consuners al so have recogni zed the benefits of
sone of these different delivery vehicles such as nmanaged
accounts. They've demanded them And if you |l ook at the
actual growth rates over the last half decade, and it's been
i ncreasing actually and accel erating, you'll see that
separate managed accounts have really been sonething that
i nvestors have recogni zed the benefits of and have been

enbr aci ng.
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Let nme give a very brief overview of folio
investing itself. It is a brokerage account. It's regulated
as a brokerage offering. The fees are clear and they're
charged to the holder of the account as opposed to in a
mut ual fund, for exanple, where fromour own studies and
ot hers we know that investors frequently don't understand how
much they're being charged in a mutual fund. And in sone
cases don't even know that they're being charged in a nutua
f und.

We actually did a survey and found that about
three-quarters of the people surveyed did not realize that
mut ual funds had any cost on them And we then asked how
peopl e t hought they were having the fund conpensated and
peopl e were saying, well, we're not sure. But when you press
them they canme up with sone interesting ideas, sonme of which
we may create a product around. Things |ike the conpanies
were actually paying to be in the nmutual fund itself and
that's how the mutual fund was making its noney. People
didn't think they were being charged.

So clearly there are sone i nadequacies wth regard
to the current disclosures that are not in the sanme kind of
concerns that you have in a brokerage account.

There's obviously nothing that's a security that's
offered, there's nothing to be redeened. If you go through

the nine factors that Steve Wst described, folio investing
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really doesn't inplicate any of them

VWhat el se you can do with folio investing? It's
entire baskets of folios of stocks. They can be bought
qui ckly and easily. They can be bought obviously by an
i ndi vidual investor but also by advisors. They can be also
managed. And each folios can be custom zed at any tinme and
fromtinme to tinme by whoever had authority over the account.

In addition, each account's conpletely separate.
It can be opened, added to, subtracted, closed, noved to
anot her brokerage w thout any inpact on others. If you own
hal f of all the accounts that would be with Foliofn and you
wanted to sell themall, that's great, and it has no tax
i npact on the other people who continue to hold accounts with
Fol i of n who decide not to sell.

| f on the other hand you had a nmutual fund and
hal f the fund were sold and liquidated it's going to have a
tax inmpact on the other people in the fund.

| nvestors can vote the underlying securities.
They can sell specific tax lots, harvest tax | osses, etc.,
all because they directly owmn the securities in the folio.

How does it all work? What do people do? Let ne
give you a quick overview. |If we had an internet connection
we could actually set up an account. | actually would
suggest that people go hone and try this on your own. You

can go to foliofn.com | actually insist that you try it and
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use real noney. Just open an account, go in and see how it
wor ks.

(Laughter.)

And you' Il be anazed at how sinple and easy it is
to use. But what you can do is you can either start with
what we call a ready-to-go folio or you can build your own or
you can ask us for sone assistance with regard to choosing a
folio.

The ready-to-go folios are ones that in our case
are currently all sort of nodeled after other indices or
ot herw se objectively determ nes. W have, for exanple, a
mar ket folio which is basically the S& 50, top 50 in the
S&P. We have a conservative folio which is a slice of the
S&P but made wth a beta that's |less than one, etc. And you
can | ook through, we have about 100 different folios that
peopl e can browse through and exam ne.

I f you click through and want to know what's in a
folio not only do you get to see what the stocks are you get

to see the exact percentages, the weights that each stock

conprises of the folio. In addition then you can just sinply
deci de on what you want to invest, |ike 1,000 bucks, and
you'll then see that you can get exact, precise anmounts of

each of the stocks. So you will get exactly the amount in a
percentage allocation that reflects how nuch noney you put

into the folio.
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The interesting thing is that you can then go in
and you can change anything you want. So, for exanple, if
you had all those stocks and you deci ded you wanted to buy
sone additional amounts for one or the other or elimnate a
stock altogether fromthe folio or add a new stock to the
folio that we didn't have you can do any of those things. So
you can add new stocks, you can buy nore of sonething, and
you can sinply sell everything or not buy it at all if this
is your first purchase of any stock.

So the folio can be basically anything you want.

At the end of the day it's a collection of stocks, it's a
basket of stocks. And because it's a basket of stocks you
can do all sorts of fancy things wwth it. For exanple, when
you decide to sell sone of the stocks you can sel ect which
tax lots you want to sell and you can sel ect the ones that
wll mnimze your taxable gain, or depending on your tax
strategy you m ght want to sel ect sonething el se.

In addition, you can set up automatic stock
exclusions, at least in a systemlike ours, which shows you
how custom zed this kind of systemis. |Is there anything
resenbling a mutual fund here? | don't think so. You can go
in and you can |l ook at this and --

MR. SILVER We'll cone to that, Steve.

(Laughter.)

MR. WALLMAN:  Find ne a fund that does this.
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And you can nake these excl usions on your own and
deci de for yourselves what you want to include or what you
don't want to include.

You can also | ook at these as basket type vehicles
and | ook at various performance neasures. But you can al so
then, as nentioned, go back in and on any particul ar stock
that's in a folio you get to vote it, you get to see the
annual report, you can decide for yourself how a proxy wl|
be cast, etc. 1In essence, you're in conplete control of
every security, every position that is in the portfolio and
you can buy it, sell it as you w sh.

| nvest nent managenent itself is nowtruly
benefitted by this. Mitual funds thensel ves who we view as
conpl enments not conpetitors ultimtely because revi ew of
mutual funds is really having a value add not in the delivery
vehicle, | don't think nost nutual funds view the delivery
vehicle as their value add, it's the investnent managenent
that's enbedded in the delivery vehicle. That's their value
add, it's the managenent that goes wth it. That's the val ue
add. W just provide another delivery vehicle for that
i nvest nent managenent .

But the nice thing about this kind of a systemis
you can not run it across the entire spectrumof, if you
will, account types from non-discretionary all the way

t hrough to conpl etely managed. And you can now create al
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new ki nds of accounts, if you will, that can be suggested
accounts, advised accounts, accounts that can be sw tched
back and forth from nmanaged to advised to discretionary or
non-di scretionary basically at the flip of a swtch. And
that you can't do with any of the current systens and you
can't do it obviously with funds.

So folios are the basis for self-directed
i nvesting or advisor-assisted investing or for managed
accounts. But no matter how they're used they share a couple
of underlying fundanental concepts. One is that the owner
owns the underlying stocks directly and has all the
addi tional protections and benefits of that ownership or
control and the protections that conme from a brokerage
account .

On to the issue of investor protection then.
There are two main areas of concern that you m ght think of
that the '40 Act as a general manner at high level tries to
address. One is the whole question of pooled investnents,
comm ngling of assets. It's the notion of a fund. And al
the things that happen because of the new i ssue of security,
because of a fund itself: lack of transparency, |ack of
control of the assets, lack of control with regard to the tax
i npacts, the fact that what one investor does does in fact
affect other investors, the inability of an investor to

transfer the underlying securities out to sonepl ace el se,
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None of those things apply, of course, to what you
just saw. None of those apply to folios. There's nothing
mutual in a folio. There's nothing that's a fund in a folio.

The second sort of broad issue is that of
di scretionary control or advice, the potential if you wll
for soneone else to steer investors wong, take advantage to
create sonme kind of conflict of interest or sone other kind
of abuse. And in that case, of course, brokers and advisors
as well as funds can and do all have discretion. There's
not hing unique to folios that creates that. There?s not hing
that is specific to the notion of a non-fund that creates
that. 1t's a question of whether or not sonebody el se has
di scretion which could be in a advised account, it can be in
a fund context.

So the potential for abuse of course exists with
regard to the exercise, whenever there is an exercise of
discretion. And it has existed in connection with funds. It
exi sts and has existed in connection with brokerage accounts.
And it can occur, of course, also with the offering of folios
because folios are a brokerage account. And to the extent
you can have conflicts in that context it can be a conflict
in our context as well.

But whenever there is discretion or advice applied

there are rules currently on the books that address it. And
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t he proper approach if there is an abuse not covered by those
rol es, which doesn't appear to be the case in this instance,
those regul ations are the ones that should be nodified.
Basically address the issue if there is one instead of
hypot heti cal issues as to what m ght occur if sonebody did
sonething differently and wouldn't it be nice if you put them
under sone other statute.

The concept quite sinply is if there is a concern
with regard to the delivery of advice or the exercise of
di scretion we have rules that are addressing the delivery
advi ce and the exercise of discretion in the context,
specifically for exanple, of brokerage accounts. Those are
the rules that ought to apply, those are the rules that in
fact with regard to folios do apply. And if there's an
argunent that says sonehow or other those aren't sufficient
then they shoul d be addressed generally with regard to the
i ssues of brokerage accounts where there is advice or
di scretion, not with regard to sonme hypothetical relating to
sonet hi ng that happens to conpete with nutual funds.

In addition, the benefits of folio technol ogy can
actually solve a nunber of other regulatory concerns and
i ssues. For exanple, we just had the discussion about hedge
funds. One of the issues that's conme up in the context of
hedge funds is the question of the comm ngling of funds and

the fact that the assets are all put together and that that
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has inplications. And it even has inplications for the way
sone hedge funds worKk.

Sonme hedge funds, for exanple, won't allow
wi t hdrawal s except for annually or certain other tinme franes
for two reasons. One is because of the ability to nmanage the
fund if you will but also because of the inplications that
that may have with regard to other investors in the fund.
Wth this kind of technol ogy you can avoid a nunber of those
ki nds of issues because there isn't any inpact on another
fromthe other's actions because there's no partnership,
there's no fund. But you can still manage, if you wll, in
an easy, seanl ess, synchronized and central way because of
what technol ogy permts you to do.

Qur technol ogy, for exanple, allows soneone to set
up a nodel and then have quite literally 1,000 or 10,000
accounts all synchronized to that nodel, all run separately,
all managed separately and all able to accept or not
addi tional funds or be closed out whenever sonebody w shes
wi t hout having inpacts on others, all of them however
synchroni zed to the same fundanental nodel and naster
accounts.

| nvestors quite sinply want this kind of new
technol ogy. They are | ooking for those alternatives, a
separ at e managed account, progress and huge growth proves

that. So far the Comm ssion has focused and | think needs to
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continue to focus as it has on protecting investors not
conpetitors. W have other agencies out there that spend
their tinme focusing on protecting conpetitors. This agency
i's supposed to be focusing on protecting investors. That
approach has | think benefitted investors and nmarkets and the
econony overall.

And the issue then should be what's the
appropriate formof regulation going forward. And,
obviously, in ny viewit should be to regul ate whatever the
regul atory concerns are and to address those not the form of
sonething as to who it may be conpeting with and by virtue of
the fact that it nay conpete with sonething suggested that
has to be regulated like it. And if that were to be the
case, of course ny view is that nutual funds should be
regul ated |i ke brokerages.

That | think is it. And | appreciate your tine.

MR. SILVER  Thank you.

MR WALLMAN. Did | do ny job ?

MR. SILVER  You certainly did. | admre your
| egal policy argunentation al nost as much as | admre your
pr oduct .

(Laughter.)

MR SILVER | have to say in 19 --

MR. WALLMAN:. We appreciate all of your

i nvestnents in our services.



© 00 N o o -~ w N Pk

N NN N NN P P R R R R R R R
a A W N P O © 00 N O O pdM Ww N -, O

205

MR. SILVER  They're comng. |'ve |ooked at that
website and 1'Il be one of your big salesnmen in the future.
VWll, you' re not supposed to have sal esnen. Well, perhaps

as a broker/deal er you can have sal esnen.

Back though in 1972 when the Comm ssion was first
tinkering with mni-accounts under the Advisors Act the
question of status canme up and | renenber debating this with
Al'len Mostoff | think at a conference, and | said, Allen,
sonmeday, soneday sone genius -- and | thought it was going to
be Jack Bogel, | said Jack Bogel in '72 -- is going to figure
out how to disaggregate a nutual fund and you'll find out
that you aren't regulating anything. | thought it going to
be Bogel. | was wong. It was Wallman. And | guess Steve
Steve wasn’t even thinking of this back in '72. But | guess
an idea in itself is not patentable anynore.

MR, WALLMAN: Hold it. Holdit, holdit. W're
not sure of that. Certainly not our position.

MR. SILVER | would say though, Steve, that this
conference happily is not the usually neat and pot at oes
conference to figure out whether you can do sonet hi ng
and how should you do it and everyone takes notes and goes
home and files the appropriate papers. W're kind of forward
| ooking at this conference. And | can see that in ten years
you and your conpetitors are going to have $20, $40, $60, $80

billion in your accounts. So let's talk about your industry
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as it will be and not as it is today in its inception.

| agree with you if we were sticking to present
| aw and the whol e question is are you an investnent conpany,
since 3(c)(4) says you have to have an organi zed group of
persons to be an investnent conpany, you have a very good
argunent and end of case. But should that be the end of
case, as Steve West pointed out this norning there are
nine identifiable areas of investor protection under the
| nvest nent Conpany Act. There is a constellation of
i nvestor protection under the Securities Exchange Act.

Now, let ne just take one protection which | said
bef ore was perhaps non-controversial but it can rapidly
becone controversial | suppose, custody of securities.

Under the Investnent Conpany Act the fund's assets are not
only segregated fromthe nmanager's assets but any profit,
ancillary profit that comes fromuse of an investnent conpany
securities, say security |lending prograns, etc., nust enure
to the benefit of the fund.

Under the Exchange Act, if | recall Exchange Act
regul ati on, broker/deal ers can use custoners' assets in the
conduct of their own business. They can lend it out, etc.,
etc., etc. So you have protection under the Exchange Act
agai nst m sappropriation, theft and all the rest of it.

But you have a custodial regine very different than that

under the I nvestnent Conpany Act.
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VWhat is different, nmy first question would be,
bet ween your arrangenent and rmutual funds fromthe point of
vi ew of how that $20 or $40 or $60 billion should be
protected? Who should be able to profit fromthe use of
custoners' or investors' securities?

The second question | have is, again, you have a
prospectus delivery requirenents and liability flow ng from
prospectus abuse. In the registered investnent conpany
context broker/dealers don't have that.

Third, you have, changing the flowa little, the
enpirical questions which | think have to be | ooked at. |I'm
not sure where they |ead you. But the question is how many
of your investors really do change the portfolios which you
offer to them or how many just accept themand go on with
themas if fromtheir point of view they have a nutual fund
and fromtheir point of viewit may turn out that they really
just have legally a virtual nutual fund but they haven't got
a mutual fund at all. Fromthat investor's point of view why
shoul dn't that investor receive at |east sone of the investor
protections under the Investnent Conpany Act rather than the
far | ooser kind of regul ati on never neant for asset
adm ni stration under the Exchange Act?

Now, | buy large portions of your basic argunent.
The governance systemthat applies to registered nmutual funds

really has no bearing | think on what you do. But | suspect
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and | suggest that this may be a defect in current |aw where
you are in the Investnent Conpany Act or you're out of the
| nvest nent Conpany Act. |f you had a nore nodul ar regul atory
structure avail able to the Comm ssion you m ght have el enents
of the Advisors Act, elenents of the Investnent Conpany Act
and broker/deal er regul ation,
applying to products that were never even thought
of when the Exchange Act was drafted in '34 and when the
| nvest nent Conpany and Advi sors Act were drafted in 1940.

So | think under present |aw your argunents are
very, very good, nmake sense. But the question is what do you
have goi ng forward?

MR, WALLMAN:  Yes.

| think the question you're raising is the one
that I think of interest given that | think the rest of the
panel has currently conceded the fact that we're not a mnutual
fund. So | wll stipulate to that and nove forward.

Looki ng at what we ought to do going forward then
| think really is quite sinple. |If you take the '40 Act,
just as you described, it didn't contenplate this. The
notion of, therefore, taking its provisions as if sonmehow or
the other and for sone reason they shoul d be what applies,
even if you do it in a nodul ar pieceneal form doesn't really
answer the question. The question is what are the abuses

that m ght exist that ought to be taken into account and that
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ought to be regul ated appropriately?

I|"ma former regulator. | clearly believe that
regul ati on makes a |l ot of sense. W wouldn't be here today
as a small conpany but for regul ati ons because nobody woul d
send their noney to us, nobody would give us noney if this
weren't a highly regulated i ndustry and peopl e could feel
that they could trust a brokerage conpany to not steal their
nmoney. So we need regulation. W think appropriate
regulation is of course the right thing to have. W
subscribe to that.

So then the issue is what is the appropriate
regul ation going forward? And | don't think this is a really
difficult question. | think you ve got tw sets of issues.
One is there are things that happen when you have a fund or a
comm ngl ed pool of assets. And the inability for people to
know what is precisely in there, the Iack of transparency,
the other kinds of things we discussed are things that have
needs to be addressed, that have to be addressed through
ot her neans. And sone of the things you suggested are ways
to address those.

On the other hand, there are also things that have
to be addressed if sonebody has discretion or the ability to
manage or advi se an account. And we have a series of rules
with regard to those. |If the viewis that brokerage

regulation isn't sufficient because brokers today in an
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account can take the securities and actually with the
perm ssion of the custoner and the custoner agreenent |end
out those securities and you don't like that split, then
let's address that split. But that's a market regul ation
i ssue that should apply to brokerages generally. 1It's got
nothing to do with regard to folios, it's got to do with
br okerage accounts and who's got the custody over the assets
and where that split ought to be.

And one can argue whether or not it's better or
wor se and whether or not if the noney can go to the firm who
is then using it that that hel ps reduce other fees that the
firmotherw se woul d be inposing on the custoner, etc., etc.
But | think it nmakes sense to address the issues instead of
maki ng the m stake going forward that we sonetinmes nmake in
the past which is to address |l abels and then try to force
things into a | abel forned regul atory structure.

So | ook at the issues and, you know, if the view
is that we need to have special rules that apply to what you
can do with custoner assets whether they're held in the fund
or held in a brokerage account, let's have rules.

If the viewis that we need to worry about
conflicts of interest wwth regard to people who are advi si ng
or managi ng an account, let's have rules.

But let's not make the m stake that says if this

thi ng has too nany people who are all doing the sane thing
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and sonehow or other it needs to be regulated |ike a nutual
fund whereas if we have a wire house who sends out the sane
recommendation to 15,000 brokers and all those 15,000 brokers
put their custoners generally into the sanme security that
sonehow or other that's a different issue. And it's not.

| f you' ve got sonebody who is advising or nmanagi ng
an account, especially on a discretionary basis, then you
have issues with regard to the managenment of that account.

But it, again, isn't a question of whether or not that
account can be diversified or not or whether or not there is
a cost effective way for soneone to be able to buy 50 stocks
at once or not, it's a question of what are you doing that
creates the regulatory concern and then address that as
opposed to trying to create a new kind of formor |abel that
puts in place sonething that will address perhaps your view
of us today but again in five years or ten years that's going
to be outnoded because sonebody else is going to cone al ong
wi th sonmething that we can't think of today that's going to
get you into the sane position.

So | ook at the regulatory concern and just sinply
address the concern. |It's basically sort of goal oriented
regul ation. The Comm ssion called it at one point functional
regul ation on a broader scale when it was | ooking at this
with regard to financial services regulation nore generally.

It's the right general approach as opposed to a nore | abel
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type of approach.

MR. SILVER Well, as far as the | abels are
concerned, you're the one who has brilliantly argued yourself
out of being in a mutual fund and argued yourself into being
a broker/dealer. So --

MR. WALLMAN:  That's under current |aw

MR, SILVER -- the exercise in |abels go both
ways. But I'minpartial. | would say that broker/dealer wap
accounts should be | ooked upon the sane way as far as the use
of assets are concerned. Perhaps what you really --

MR, WALLMAN:. But why wap accounts? Wy keep
drawi ng that distinction? Wy not |look at it and say the
guestion is if there is custonmer noney do we need rules to
protect customer noney and custonmer assets? |[It's got nothing
to do that it's a wap account or a non-wap account or a
di scretionary account or a non-discretionary account.

MR SILVER | would say, | would suggest that at
| east a possibility that '34 and '40 the Congress | ooked at
t hese i ssues, never thought of broker/dealers as being -- as
hol ding a vast reservoir of assets. The only custoners'
assets they had were in trading accounts. In 1940 when they
cane to |l ook at a pool of assets they made the decision that
t he pool of assets should belong to the people who own them
for all purposes.

So at least as far as you can see what choices the



© 00 N o o b~ w N Pk

N NN N NN P P PR R R R R R R
a A W N P O © 00 N O O »d W N -, O

213
Congress made | think it can be argued that the '40 Act node
IS nore apposite. But we can go on arguing that forever.
But one thing | think it shows or mght showis that the
bi furcation within the Comm ssion between a group that
regul ates broker/dealers and is concerned with questions of
mar ket structure and anot her group concerned w th investnent
managenent issues really allows at least intellectually a
whol e group of questions such as this to fall between the
cracks.

I"'mwilling to bet --

MR. WALLMAN: | think that you need to clarify
t hat because it doesn't fall between the cracks, it falls in
another division. | think it's quite inportant because the
argunent keeps getting made that sonehow or the other there's
| esser regulation here. There's not, there's different
regul ation.

MR SILVER It's different regulation. But |I'm
willing to bet, and | will ask Paul this question. He
probably won't answer it. But I'mwlling to bet that it has
never been di scussed on the staff whether the hol ding of the
billions dollars worth of investors' assets receive different
treatnment under the '40 Act where all of the ancillary
benefits, econom c benefits flow to the investor as agai nst
t he broker/deal er nodel where broker/deal ers can use those

assets in the course of their own business activities. [ ' 'm
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wlling to bet this has never been a subject of regulatory
di scussi on.

Perhaps the division is |ogical and should take
place but it is certainly sonething that sonmewhere al ong the
way should be on the regul atory agenda for discussion and
analysis. And I'mwlling to bet it never has been.

Paul , you can take the fifth or anything el se.

MR. ROYE: In the D vision of |nvestnent
Managenment we di scuss the custody of investnment conpany
assets.

MR. SILVER Right. WlIl, go ahead.

M5. MORI ARTY: | was wondering whether the real
focus should be nore the way Steve is focusing it which is
the first question is whether the investor has control or
not, and | nean real control as opposed to inmaginary control ?

And then the second question is assunm ng that he
or she does have control and it's not a pooled situation is
t he person making their own decisions or are they being
advi sed?

So the real question is whether, and not
necessarily Steve's product but other simlar folio type
products which are all |unped together which are not really
simlar entirely, whether they're providing brokerage service
and/ or advice? And should not they then be regul ated as

advi sors under the Advisor Act as well? Not necessarily
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folios because I"'mnot sure that |I'm convinced that you're
provi ding advice. But | know there are certain prograns
where virtually you have no control or custom zation over the
basket so in effect you' re being given a variety of
recomended strategies. And so ny question would be, you
know, really "40 A Act and '34 Act versus '40 Act.

MR, SILVER  Steve, are you a registered
i nvest ment advi sor?

MR, WALLMAN. W actually are a registered
i nvest ment advi sor. But we are not applying that
registration, we're not at this point giving advice. W
provi de sone assi stance and help but we don't provide advice
as legally defined under the current |abels.

Again, if your question is what should the | aw be?
We are reasonably astute with regard to regul atory i ssues so
we understand sonme of these distinctions within the conpany.
The question of what should the law be is a different issue.
And there | actually agree with Kathleen that the general
notion has to be ultimately and ought to be ultimately if
peopl e are basically providing advice or exercising
di scretion over sonebody el se's account what are the rules
that apply to that action, not whether or not that makes
sonet hing a nutual fund or not?

If | have the ability to manage on a discretionary

basis 1,000 accounts or 10,000 accounts or two accounts, the
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fact that it's nore than two shouldn't nmake it a nutual fund.
And what you ought to do is care about the one and the two as
much as the 20, the 50, the 100, the 1,000. And those are
rules that can be put in place. | think it's not hard to
craft protections to ensure that the exercise of that kind of
di scretion whether it's over 50 accounts or 5,000 accounts is
appropriate exercised without having to then say sonehow or
ot her because you' ve gone over sone nunber of accounts you've
now created a nutual fund when there's no conm ngling of
assets, there's no pool, there's nothing nutual, there's no
f und.

MR. SILVER  Bob, | think you wanted to go first?

MR. POZEN. Steve, | was trying to understand your
busi ness nodel about --

MR, WALLMAN. Well, we're trying to do that
sonetinmes too

MR. PQZEN. -- about how it is that this nodest
fee that you charge supplies enough profit. And --

MR. WALLMAN: |'ve been asking that question al so.

MR. PQOZEN. And | guess one question | have is: do
you accept paynent for order flow? And if you do, is that
di scl osed?

MR. WALLMAN: It is and we do. O we do and it
is. So we actually have gone out of our way to disclose it.

We disclosed it before the SEC s rules required us to
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disclose it. W lanented at the fact that we are in fact
accepting paynent for order flow. But as a broker we were
given two choi ces when we routed to our market nmakers who we
t hought were providing us the best execution at the | owest
cost for our customers which was either they can keep the
paynment for order flow or they can give it to us. Between
t hose two choices we thought they were wealthier at the
nmoment than we were and we decided to accept it.

My hope and ny view based on the first panel is
that the innovation of decimal pricing, including getting
down to the penny, will in fact over tinme elimnate the
paynment for order flow paynments entirely. And when that
occurs we'll be very willing to applaud the fact that we no
| onger accept paynent for order flow

MR. PQOZEN. The other thing | couldn't help but
comment on is that | don't know exactly which survey it is
t hat showed that the nutual fund investors don't understand
that they're being charged expenses. But of course, there's
the prospectus that shows all expenses very clearly. It's
probably true, Steve, if we did a survey of alnbst any group
of investors, whether they were brokerage or nutual
custoners, there would be sone portion that wouldn't fully
understand that they were paying expenses or how nuch.

And | would actually be surprised if your

i nvestors understood the significance of paynent for
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order flow in your system | don't think it's necessarily
wong. But |I think we all do the best job we can to disclose
these things. And I think both on your side and the nutual
fund side, we do a pretty good job. The fact that people
choose not to read, or not to understand, is sonething that
it's unfortunate. But | think we've tried hard to use plain
English, etc. So |I'mnot sure how nuch further we can go
in this area

It seens that paynent for order flow
is asignificant itemfor you, so it is perfectly reasonable
for you to disclose it. | just bet that if | took a survey
of your custoners on paynent for order flow, they
woul dn't understand that subject.

MR, WALLMAN:. Just to clarify, actually paynment
for order flowis alnost imma -- it's immterial.

MR. POZEN:  Yes?

MR. WALLMAN: It's conpletely inmmterial to us.
And paynment for order flow now has becone so reduced because
of decimals thankfully that it's increasingly inmmterial to
nost people out there. But that's not a charge to the
investor itself. W can't get a better execution than what
our brokers or market makers are providing.

What we do know is that investors read a
percent age di sclosure. Wat they don't understand is that if

t hey' ve got $46,000 sitting in a fund what that neans to them
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each nonth in ternms of the charge to them because of the
investnment in the fund. And it was surprising to ne as well.
| mean | was shocked having been a regul ator thinking that
the regul atory disclosure was certainly sufficient and in
reasonably good plain English. And | think the fund
conpani es have done a very good job of disclosing that in a
prospectus. But what isn't there is the nonthly disclosure
on the statenent that says you've got 27,000 or $47,000 in
this fund, your charge for being in this fund this nonth was
$163. 26.

So | nmean relatively easy to do. W'd be happy to
do it if you'd like. You can give us the data, we'd be happy
to send it out to custoners.

MR. PQZEN. There is already a disclosure
guantifying the annual expenses for a $10,000 investnent in 16

mut ual fund.

MR. WALLMAN:  Right, but it's not --

MR. SILVER Before you yield to tenptati on even
further, seizing upon every possible segue, you used the word
"English" and so |"mgoing to exercise the chairman's
prerogative at the nmonent. W do have with us a
representative fromthe Financial Services Authority of the
United Kingdom And let nme just say one word further about
Stuart WI I ey.

W net on a mssion to China where we both had our



26 portfolios filled with the regulatory notions of the
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jurisdiction fromwhich we cane. The Chinese, as many of you
know, have been trying to start a nutual fund industry and
adopt appropriate regulations. And it was, it really kind of
proved sonething that | thought of for a long time having
been in sort of this international consulting arena, that the
regul ations that get adopted in energing markets seemto
depend upon who the consultants were.

| even found when | first started in the nutual
fund industry in 1960 that New South Wales in Australia was
using Ghio's @3 regulation that dated from 1938. There nust
have been an itinerant younger son who found his way to New
Sout h Wal es.

But the Chinese situation, the Chinese |ike to get
everybody's advice. So we found ourselves as you m ght say,
regul atory sal esnen, with our portfolios filled
wi th our regul ations, the English approach, the Anmerican
approach. O course | had i ndependent directors. | thought
that was the way they should really go. And we also had the
German approach - the Germans are very, very influential in
advising on revision of the comercial |laws of China. And
so when the Chinese nmutual funds end up with German
supervi sory boards over the Board of Directors, you'll
know where that cane from

When | ast seen, the last draft that | saw of the

Chinese law is that they have indeed i ndependent directors



26 but they do give the sane broad authority to the custodi ans
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that the Europeans give to oversee fund operations. They
have a supervisory board on top of the directors. And, of
course, a residual of their recent heritage is they have a
shar ehol ders' conm ttee which also has plenary jurisdiction
over all fund activities. |It's going to be a long tine
before we really see a |arge Chinese nutual fund industry.

But that isn't the reason that Stuart Wlley is
here. You' ve heard us tal k and you' ve heard ne tal k about
nmodul ar ki nd of regulation and are all these differences
sinply an accident of history that you have an Exchange Act
over here, you have a '40 Act over here, you have an Advi sors
Act, the '33 Act passed even before that. Wlat flows from
that is you get separate divisions within the SECwith
different jurisdictions, "not on nmy turf", or "not ny
probl ent, which is the other side of the coin. And if we
have a problemthat doesn't fall on anybody's turf, there is
no probl em

| thought in a certain sense, and I'll tread
delicately, but I'moverstating the point for the purpose of
making it, that two of the nore innovative operations at the
Commi ssion in recent years have been the Enforcenent Division
and the new I nspection D vision.
These are the two divisions at the Comm ssion which cross

freely their various regul atory boundari es between the



25 various operating divisions and can take a macro
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| ook and say, oh, this is happening here because it cones
fromthe broker/dealer side. O how does this thing really
operate? Follow the noney. And they can followit all the
way through the various regulatory statutes.

MR. ROYE: David, they do cross with |Investnent
Managenent, too, both Enforcenent and CC.

MR. SILVER In any event, | thought that it m ght
be interesting to us all to see how a universal securities
regul atory statute worked, indeed broader than a
securities regulatory statute, you mght say a financi al
regul atory statute where under the recently adopted revision
of the English laws you now have one agency and one statute
regul ating activities as diverse as banking, insurance and
all aspects of the investnent managenent busi ness.

Has there been a kind of nodul ar approach to
regul ation? And how are sone of these problens handl ed under
a law which is, to paraphrase and adopt, are we further apart
than we think because we speak a conmon | anguage?

In any event, | wll turn this over to Stuart
Wl ey.

MR. WLLEY: David, thank you very nmuch. And it's
a great honor and pleasure to be participating in your panel
this afternoon.

As David has nentioned, the financial services

legislation in the U K has just, literally just conpleted a
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maj or reform program which has | asted sone four-and-a-half
years. This has brought together banking, insurance and
i nvest ment business regulation into a single act and has
conferred the supervisory functions for all of these
busi nesses upon a single regulator, the FSA

The | egislation confers extensive powers on the
FSA to make rul es and regul ations for each of these kinds of
business. And in doing so it contains the statutory
stipulation that the FSA nust do what is nost appropriate for
meeting its statutory objectives. And there are four
statutory objectives. And it's just worth nentioning and |
think very briefly.

The first one is maintaining nmarket confidence.
The second statutory objective is increasing public awareness
of the financial system The third one is the protection of
consuners. And the fourth objective is the reduction of
financial crine.

The act requires the FSA to follow disciplines of
open consultation and subjecting proposals to cost/benefit
anal ysis but subject to these quite onerous but i nportant
disciplines the FSAis given a fairly free hand to fashion
its rules as it thinks will be nost appropriate to neeting
the statutory objectives. The process is not tied to the
government's | egislative programand ought to allow the FSA

to be nore responsive to short-term changes in market
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behavi or.

One inportant qualification to this is that the
FSA nust act in accordance with the U K 's international
obligations including in particular the single market
directives of the European Community. The European financi al
services directors have sone significant effects on the shape
and content of our regulation and beyond this the governnent
still contains control through secondary |egislation over the
broad scope of the activities which are regul ated under the
act .

So | think that the having a single legislative
construct ought to provide the FSA with the ability to
fashi on appropriate regulation for all fornms of financial
servi ces covering banking, insurance and investnent business.
And it has a program designed to bring about, for exanple,
convergence of the capital requirenents for businesses.
That's going to take sone tinme but it's one of the early
parts of this programto reassess, for exanple, the capita
requi renents for insurance business, banking business and
i nvest ment busi nesses and to see what degree of convergence
coul d be brought about and what m ght be desirable.

But at the generic level there will continue to be
di fferences in the substance, style and intensity of
regul ation applied to those three sectors.

| now want to nove on to nmake sone specific
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comments about investnent funds. The U. K regulation, the
U K legislation continues to present conplexities in the
definition and treatnment of investnent funds and of
di scretionary portfolio managenent activities. The
legislation is built around two regul ated activities: the
activity of managing a portfolio of investnents with
di scretion and operating or managi ng a coll ective investnent
schene.

To put this another way, a distinction is drawn
bet ween a pool of assets which is to be regulated as an
i nvestnment vehicle, in U S. terns an investnent conpany, and
a separately managed segregated account, portfolio managenent
for an individual.

The reqgul ated activity of nanagi ng assets
bel ongi ng to anot her person describes and covers, for
exanpl e, discretionary portfolio managenent where an investor
entrusts his noney or assets to an investnent managenent firm
which will manage them on an individual and discretionary
basis. The assets, including if held in a nom nee account by
the discretionary manager, will continue to be treated as
bel onging to the customer. The custoner in this case will at
| east have a beneficial interest in the noney and assets held

in the discretionary manager's nom nee accounts. 24

This activity al so covers nuch | arger

25

institutional fund managenent activity such as pension fund
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activities. The trustees of an occupational pension schene
have | egal ownership of the assets of the pension fund but
they are treated as carrying on the activity of investnent
managenent. In this case the enpl oyees who are interested in
t he occupati onal schenme have beneficial interests under the
trusts of the pension schene and hence the assets are being
managed by the trustees and they fall to be treated in
regul atory terns as assets bel ongi ng to anot her person.

A firmwhich carriers on portfolio managenent for
i ndi vidual s nmust be authorized by the FSA, nust be fit and
proper and have adequate financial resources. Such a firmis
subj ect to conduct of business rules which require it to
mai ntai n a custoner agreenent which specifies the investnent
obj ectives which the manager will pursue. The nmanager's
transactions with the custonmers nust not be excessive, nust
be suitable to neet the disclosed objectives and nust conply
with the fair dealing rules, including the requirenent for
best execution. And the firmnust avoid or suitably nmanage
conflicts of interest.

Al'l of the manager's marketing literature nust
conply with the FSA's financial pronotion or advertising
rules. The material nust be fair, clear and not m sl eadi ng.
The discretionary portfolio nmanager is required to arrange
for the safe custody of the custoner's assets. |If the assets

are not entrusted to a separate custodi an the managing firm
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must ensure that it's client's assets are segregated fromits
own and nust not use its client's assets for its own
pur poses.

In the case of a segregated managed account the
i ndi vi dual bears tax on the inconme and capital gains arising
fromthe acquisition, holding and di sposal of assets nanaged
for him

The second concept prescribed in the UK
legislation is the activity of establishing, operating or
wi nding up a collective investnment scheme. The collective
i nvestnment schene is an arrangenent in relation to property
of any kind where broadly speaking there is a pooling of
contributions fromseveral contributing participants or the
col l ective and common managenent of property in which severa
partici pants have an interest. |In both cases the purpose
must be to share in the profits or inconme arising fromthe
managenent of the property.

A person who manages a coll ective investnment
schenme nmust be authorized and is subject to regulation by the
FSA as an operator of a collective investnent schene. The
operator may be an externally appointed firmor may be -- or
t he managenent may be undertaken by the directors of the
collective investnment schene itself if there is no third
party nmanager

The FSA applies a nore intrusive and i ntense form
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of regulation to collective investnent schenes which can be
freely pronoted to the public. These are the so-called
regul ated coll ective investnent schenmes which include unit
trust schenes which, particularly in respect to their
i nvestment borrowi ng powers are, if they are to be freely
pronoted to the public, required to conformwi th detail ed
product regul ation, valuation and pricing requirenents.

In the case of a regulated unit trust or open-
ended i nvestnent conpany the schenme or conpany nust be
aut hori zed al so as neeting the product regul ation
requi renents and the manager of the schene nust al so be
aut horized and is responsible for ensuring that the schene is
managed and adm ni stered in accordance with the FSA' s
regul ati ons.

So I'lIl just pause there and stress that it's a
sort of dual authorization. The schene itself if it is to be
regul ated and freely pronoted to the public nmust itself be
aut horized as conformng with the product regulation
requi renents and the manager, if there is a separate manager
he too nust be authori zed.

The manager of an authorized unit trust or open-
ended conpany cannot engage in transactions with associ ates
or affiliates unless the transaction is at arns |ength and of
full commercial value. The trustee or depository nust

exerci se a degree of oversight of the nmanager's transactions.
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And if of the opinion that a particular acquisition or
di sposal of assets by the manager exceeds the powers of the
manager, the trustee or the depository may require the
manager to cancel the transaction or to nmake a corresponding
acquisition or disposal to restore the fund' s position.

The operator of an unregul ated collective
i nvestment schene, this is a schenme which cannot be freely
pronoted to the public, is also subject to regulation by the
FSA. Unlike its regulated counterpart there is no
requi renent that the unregul ated schene itself is registered
or authori zed.

The distinction may be drawn here between the U S
| nvest nent Conpani es Act of 1940 and the U.K approach. [If |
understand the position correctly, a fund with fewer than 100
beneficial owners or whose investors can only be qualified
purchasers are exenpted by Section 3(c) of the 1940 Act and
are not regul ated as investnent conpanies as such.

The U. K legislation also draws on a distinction
bet ween funds which can be freely pronoted to the public and
t hose which do not involve a public offer. However, both
remain classified as collective investnent schenes but with a
much nore intrusive degree of regulation applied to the so-
call ed regul ated public funds. The unregul ated schenes even
if operated only for professional or sophisticated investors

provi ded the operator is based in the United Ki ngdom does not
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fall, as it were, below the FSA s radar.

One further structural point is relevant. | think
this is particularly relevant to the issue of rep funds that
have been di scussed. The definition of a collective
i nvest ment schene i ncludes what may be ternmed parallel or
common investnment schemes in which the participants do retain
| egal or beneficial interest in the property under managenent
but where the expectation is that the schene manager wl|
apply fornulaic, uniformor progranmed investnent managenent
deci sions to each of the participant's property in the
schenme. This is anal ogous to the manner in which rep funds
and m ni-accounts described in the issues paper are managed.

Now, prima facie such arrangenents would fall to
be treated as collective investnent schenes because they at
| east involve the conmmon managenent of property. Since they
woul d not and probably could not qualify as regul ated schenes
they could not on that basis be freely marketed in the United
Ki ngdom However, the |l egislation has since 1988 provi ded an
i nportant exclusion for parallel or conmon investnent
managenent arrangenents where the property of the
participants is restricted to securities other than
derivatives. Each participant owns an identifiable share of
the property under managenent and is entitled to wthdraw it
at any time. And the participants' contributions are not

pool ed such as to convert the contributions into an interest
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in the pool.

Now, in practice this exclusion in the |egislation
has provided a significant opportunity for firms providing
common or uni form managed portfolios for which investors
enj oy tax advantages under the U K 's PEP and i ndivi dual
savi ngs account legislation. A condition of the exclusion is
that the arrangenments for parallel portfolio managenent nust
be liquid, i.e., it nmust allow the investor to withdraw his
share of the property at any tine. And as | have said, there
must be no pooling of the custoners' assets which in practice
means that each custoner nust have his or her own individua
account on the books of the fund manager or the rel evant
custodian and this nust identify the property to which he is
entitl ed.

O herw se, however, the manager may in practice
manager all of the property held in the PEP or | SA nmanaged
account in the same way and with the sane objectives,
al though this will be subject to individual transactions to
accommodat e custoners as they enter or |eave the individual
accounts. In theory, each individual will be subject to tax
on the inconme and gains on the assets which are allocated to
hi s account, although in practice this is not an issue for
PEPs and | SAs because they enjoy tax exenptions provided the
i nvestors' contributions do not exceed the revenue limts.

|"d just like to make finally a few comments about
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t he degree of regulation which the FSA applies to those
managi ng unregul ated col | ective investnent schenes. The
operator of an unregul ated collective investnment schene is
required to be authorized by the FSA nmust nanage the schene
in a way which provides the participants with certain
protections. Unregul ated schenmes can only be pronoted on a
relatively restricted basis. The manager, if there is no
separate custodi an or depository, is required to conply with
the rules on safe custody of assets, fair dealing and
transactions for the scheme and nust provide the investor
with information about the performance of the schenme on at
| east a biannual basis.

Rul es which require fair dealing and safe
custody -- Did | say biannual? A sem -annual basis.

Rul es which require fair dealing and safe custody
do not, however, preclude an unregul ated schene from
borrowi ng heavily and adopting investnment strategies of a
hedge fund manager. The protection for the fund investor is
secured through disclosure and the requirenents that the
schene or fund should be operated in accordance with its
di scl osed obj ecti ves.

The U. K regulatory approach seeks to draw a
di stinction between firns which manager individual accounts
and firms which manage a pool of assets in which the

contributors have interests as unit or share holders. The
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|atter are subject to regulation as collective investnent
schenmes and if they are to be freely pronoted to the public
they are subject to a nore intrusive degree of regulation
whi ch involves regulating the product itself so that it has
an acceptable risk profile.

The U K law al so recognizes a formof collective
fund managenent which is very close to pool ed managenent,
this is the so-called parallel or common fund managenent
operation, in which there may be no actual pooling of assets.
However, the U K | egislation carves these out of the
classification of collective investnent schenes where the
arrangenments enable a liquidity and where the property under
managenent is restricted to certain prescribed fornms of
asset .

One final coment. This exclusion of parallel or
common fund portfolio managenent fromthe collective
i nvest ment schene regul ati on does not appear to have aroused
any opposition anong U K fund managers. And | woul d suggest
there mght be the follow ng reasons for this:

First, individual account managers or portfolio
manages are nonet hel ess subject to regulation, and in
practice, by the sane regul atory agency as for pool ed managed
f unds.

Second, nost U. K. fund managers have cone to be

owned by groups which are also -- which al so conduct
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portfolio managenent for individuals so there may be no
obvi ous commercial incentive to playing sone form of
regul atory arbitrage.

Third, the tax treatnment of individuals with
i nvestments outside the favorable PEP and | SA arrangenents
may meke programmed or parall el managenent of assets |ess
attractive.

The i ssues paper refers to the classification of
web based portfolio services which may al so invol ve parall el
and programed i nvest nent managenent such that there may be
l[ittle personalized control of individual accounts. The
principals of classification | have descri bed woul d apply
equally to these formof web based services. It could be
concei vabl e that such a service could fall within the
coll ective investnent schene regine but the likelihood is
that nost services will fall within the exclusion which
applies where the arrangenents offer liquidity and where the
type of investnments held neet the prescribed criteria.

MR. WALLMAN: | think we're going to nove to the
U. K.

MR. SILVER  Yeah, till you got to the exclusion
t hough that Steve Wall man was going to march up to Bunker
HIll, and rally the troops.

But one thing I'd like you to clarify, | think you

said it, arrangenents that fall within the exclusion, let's
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assune a firmdoes nothing but offer a sort of web based
service, that's the only product it has, and it falls within
the exclusion, to what regulation is the sponsor of that
arrangenent subjected?

MR. WLLEY: They would fall within the regine for
i nvest nent managers, the managers of individual accounts.

MR. SILVER  Not a broker/deal er?

MR. WLLEY: Well, | think it would be in effect a
broker/ deal er regine that applies here, yeah.

MR. WALLMAN:  We're noving to the U K

MR. SILVER  Paul, do you see any virtues in the
U. K. approach and do you wi sh that you were able to bestride
the world Ii ke a Col ossus the way the FSA can? And if you do
not aspire to such, to those heights, whether you are
Hercul es or not what do you aspire to and what are we in for
in the future as you enter your fourth year as Director of
the Division of Investnent Managenent?

MR. ROYE: Yeah, | think you should probably have
directed the first part of that question to Senator Sarbanes
in ternms of structure. | nmean | think we're stuck wth what
we have at the SEC and what our authority is.

VWhat | thought I would do, David, is just kind of
react to maybe an order to each of our speakers and just give
sone thoughts and observations about where the Conm ssion is

on sone of these issues. And since this is a programfor
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i deas maybe throw out sone ideas that are nmy own and the
Comm ssion very well may not take to. But I'Il nention them
anyway.

| think, David, you started out by saying that,
you know, maybe the statute needed a workover. And | think
you were suggesting, | think you were suggesting maybe a
legislative fix to the statute to deal wth sonme of the
products and sone of the issues that have been raised in the
conference. And | guess ny viewis that a legislative fix is
really not called for. | think that as has been di scussed,
you know, this afternoon the statute and the franers of the
statute gave the Comm ssion broad exenptive authority to
accommodat e change and i nnovati on.

And | think the Conm ssion, you know, has as
decent record in that regard in ternms of reacting to new
products and new circunstances. You woul d not have noney
mar ket funds, for exanple, but for the exenptive authority.
The exchange traded funds that Kathleen tal ked about exi st
because of the exenptive authority that the Comm ssion has.
Certainly if you |l ook at the statute and you woul d, you know,
make changes here and there but in terns of fundanental type
changes | guess | don't really see it. And | see the
Comm ssion as having the ability, you know, to react and
respond to sone of the devel opnents that we' ve di scussed.

When you nove to affiliated transactions it is an
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i ssue that the Commission is focused on. The prohibitions
apply in a way, as Bob pointed out, that create a nunber of
techni cal issues which the Comm ssion has tried to deal with
t hrough rul emaki ng and continues to try to deal with through
rul emeki ng and through the exenptive process and even through
the no action letter and interpretative process.

This is certainly an area where, you know, we
shoul d | ook to being nore efficient and speeding up the
process in ternms of dealing with those issues. The
Comm ssion recently proposed anendnents to Rule 17(a)(8)
whi ch deals with nerges anong affiliated funds trying to get
out of the way of those kinds of transactions. And, indeed,
it's an area where we've seen a nunber of exenptive
applications. Mybe the hi ghest nunber of exenptive
appl i cations have been nergers of funds as a result of
consolidation going on in the industry.

And so as we can codify sone of these kinds of
issues into rules we can focus on nore of the novel issues,
the ETF type exenptive applications and speed up that
pr ocess.

But it does raise sone interesting questions when
you get into trying to resolve sone of these issues. And it
touches on sone of the issues raised in your paper. For
exanpl e, when you look at Rule 17(a)(8) and what the

Comm ssi on was doing there and getting the Comm ssion out of
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the way of those kinds of transactions we rely very heavily
on the board of directors to scrutinize the fairness of the
transaction. But the rule proposal also would require that
sharehol ders of the acquired fund in a nerger vote on the
transaction, whether or not they're satisfied the transaction
is fair fromtheir standpoint.

I n your paper you raise the issue of how should we
| ook at funds, is the nodel of a corporation with sharehol der
owners having a stake in the enterprise and participating in
that, is that the nodel that we should have going forward or
should it be nore like a coomodity? You know, should it be
nmore |like a product with a custonmer? And | think that, how
you view that determ nes how you structure sonme of these
rules. Because if you say it's nore |like a product than a
custoner why do you need a sharehol der vote in that kind of
cont ext ?

And those are the kinds of issues that the
Commission is westling wwith and | think is keyed up in a
rule like that. So, you know, even when you get into sone of
these issues like affiliated transactions you get into
fundanment al questions of, you know, how should the statute
wor k, how should we view it going forward?

Agai n, a nunber of rules, 10(f)(3) Bob nenti oned,
we have an affiliated underwiter, we have a rule proposal to

expand the scope of that rule. W've tried to through a no
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action letter process elimnate the need for exenptive
applications where we can, do that interpretively or through
the no action letter process. So it's an area that the
Commi ssion is really focused on and it's an area that like to
figure out a way how we can speed up dealing with the
i ndi vi dual exenptions. Certainly we can probably do nore on
our end to like speed through the routine exenptions and
focus on the nore novel issues. Certainly codifications of
the rul emaki ng process is one way to do it.

The other issue that | would throw out is that
Chairman Pitt is very much enphasi zing that the Conm ssion
shoul d be a service agency, that we're here to help and
assist. Well, when an applicant files an exenptive
application and you've identified two of the ten issues that
are raised by the application we're going to have to spend a
ot of time working with you to work through those issues.
And so to the extent that applicants can upfront identify the
i ssues and identify solutions to those i ssues we can speed
t he process.

On the exchange traded funds upfront, as Kathl een
menti oned, the Comm ssion recently published a concept
release. It's principally focused on the actively nmanaged
exchange trade fund issues and the questions focused on that.
But, again, it does go to sone basic questions about ETFs,

how t hey operate, benefits, risks and other issues raised by
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t hose products. And we're hoping to get comments on those
i ssues as these products evolve and devel op.

The types of products that you're likely to see
cone out next we have equity index based ETFs. W have
applications for fixed incone index based EFTs. And those
are likely the products that you will see energing next. And
then we nove to actively managed funds where we do have
applications on file. And at the direction of the Conm ssion
we w |l continue working on resolving issues in those
products while we elicit comment through the concept rel ease.
So we're not going to stop working on these issues, we're
going to continue to work through them even though we're
asking for comment on those issues.

Wth regard to hedge funds, | agree wth Janes
that there is this notion that hedge funds are unregul at ed.
| ndeed, they're subject to, the managers are subject to the
antifraud provisions. And with those antifraud provisions
cone fiduciary obligations and fiduciary duties. And | guess
the question is whether or not hedge fund managers recogni ze
t hat and whether or not that translates into procedures and
courses of doi ng business.

The questions | have in the hedge fund area really
go to | guess the fundanental assunption that underlies the
exenptions and that is that the investors in those products

are sophisticated. And | guess | have questions as to when
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you | ook at sonme of the fund to fund arrangenents where you
have a fund investing in hedge funds, you | ook at the
mnimuns to get into sone of those funds, indeed whether or
not the investors in these funds are sophisticated. | nean |
think that's a fundanental question

And then as Janes pointed out, we brought a nunber
of hedge fund fraud cases very recently. And, you know, we
have seen sone problens in the area. And | think that where
Stuart tal ks about these unregul ated funds not bei ng under
the U K regulators' radar screen, to sone extent they are
under our radar screen at the SEC. And | think one of the
issues is that we don't have the ability where the advisor is
not registered really to go in and | ook at books and records
and i nspect the managers of the fund. So by the tinme we hear
about a problemit's too |late, the noney's gone. And it's an
issue that | think needs sone focus.

And | know how to, | know how to gain jurisdiction
over these without going to Congress. There's a rule that
under the Advisors Act that allows you to count a limted
partner as one client. Now, the Comm ssion can rescind that
rule, and | don't know if Janmes would |ike this, but we can
rescind that rule and essentially | think gain jurisdiction
over a nunber of the hedge fund advisors who aren't
regi stered as investnent advisors.

MR SILVER | think he's sorry he cane.
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MR. ROYE: |Indeed, you know, we do have a nunber
of investnent advisors who are registered and run hedge
funds. And | guess one of the questions is really whether or
not the investnment advisor regulatory reginme would be al
t hat burdensone fromthe standpoint of a hedge fund manager.
| think, David, you put it in the guise of, you know, should
i nvest ment conpany regul ati on be kind of the nodel here? And
| guess what |'mseeing is the problemis not so much
overl ayi ng, you know, independent directors and the other
protections but at |least the ability for the Comm ssion to go
and inspect, identify problens and try to correct them before
t hey becone, you know, huge probl ens.

MR. SILVER  You have a pretty fair conpl ex of
di scl osure rul es under the Advisors Act.

MR. ROYE: Well, | nmean it's just a thought.

Wth regard to the web based portfolio investnent
progranms, |'m sure nost of you know the Conm ssion did deny a
rul emaki ng petition that was filed by the Investnent Conpany
Institute with regard to those products. And I'd just |et
t hat rul emaking petition speak for itself.

Wbul d point out that the Comm ssion did enphasize
in that rulemaking petition that the Conm ssion woul d
continue to nonitor these products and the devel opnent and
evol ution of these products. Unfortunately, sone of these

products don't exist anynore. But we will continue to
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nmoni tor those products going forward.

One issue that's nentioned in the material s that
was alluded to in part was the issue of many accounts and w ap
accounts. And there is an exenptive rule under the
| nvest nent Conpany Act 3(a)(4), the whole prem se of that
rule is that if sonehow these accounts managed in a very
simlar format discretionary managenent get individualized
advi ce and you conply with the conditions of the rule that
you avoi d i nvestnent conpany status.

And | guess at |east one of the issues in ny mnd
is whether or not those conditions in the rule really lead to
i ndividualized investnent advice. And this is a very
controversial area. The rule was proposed in the '80's and
| ay dormant for 15 years. And then in 1995 the Conm ssion
guess adopted the rule. And, you know, technol ogy has been
di scussed is allow ng, you know, nore and nore capability in
terms of managi ng accounts. But | guess the question is
whet her or not again in these kinds of accounts are you
really seeing individualized treatnent and does the basis for
this rule really hold up, you know, in today's environnment?

There were ideas that were thrown out when the
rule was proposed that were rejected where, you know, you set
m ni muns that had to be net in terns of accounts that would
qualify for the exenption. That was rejected. There were

suitability requirenents that | think were thrown out. There
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were notions of advisors having to make judgnents about each
transaction vis-a-vis each advisory client as a way to assure
individualized treatnent. But | think it's an area that
don't have the answers but at |east | wonder whether or not
that rule as it's structured really gets you to
i ndi vidual i zed advi ce and, therefore, distinguishes you from
i ndeed an investnent conpany when these accounts are managed
on the same basi s.

And then, finally, | don't think anybody's
di scussed it but | think the materials keyed up the issue of
self-regulation in the investnent conpany area. And ny own
viewis that this is not an area that lends itself to self-
regul ation in the investnment conpany area, although | think
you see sort of tidbits of it when you | ook at what the
| nvest nent Conpany Institute has done in terns of best
practices with the personal trading guidelines they put out,
t he fund governance guidelines. And then when you | ook at
sonme of the things they' ve done in the valuation area with
the White Paper in that area. So you do see the industry,
you know, trying to establish standards or best practices
which is in the nature of self-regul ation.

You know, Senator Sarbanes tal ked about, you know,
resources of the Comm ssion and the Conm ssion having the
resources to do the job. And if we don't get additional

resources, you know, we're going to have to figure out how to
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| everage what we have better. And | know in the inspections
area they're |l ooking at ways to | everage resources, nmake
better use of technology, different ways to do inspections
that you may see energe in the future. But if we don't get
resources we're clearly going to have to think creatively
about where to go.

You know, ideas in the past that have been fl oated
as sort of alternatives of self-regulation have been, you
know, notions of fund auditors playing a greater role in
terms of review ng fund operations, the issue of having a
conpliance officer, designated conpliance officer in the fund
group who nmaybe perhaps could report to the board of
directors, be hired by the board, work for the fund, only
accountable to the directors to oversee conpliance or to
nmoni t or conpliance, issues |ike that which would not get you
to self-regulation but mght be ways to ensure, you know,
efficient and conpliant operations of investnent conpanies.

MR. SILVER  Thank you, Paul.

Bob Pozen who has had to hold his tongue for al
t hese years, which is a fiction, who had to bite his tongue
all these years that he was directly associated with the
i ndustry now about to | eave for the halls of acadene and
ot her things, now, Bob, you can take the gloves off and tel
Paul and everybody el se on the panel what we've been doing

wrong all these years and howto do it right?
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MR POQZEN: | think in the interest of tinme
|"mnot going to do that. | think Paul has done a very good
summary of the issues.

| do want to enphasize two points. One is that in
t hi nki ng about the future of mutual funds, we haven’'t tal ked
very much about tax. But | believe a
| ot of the issues
that are evol ving about new products conpeting with
mut ual funds are essentially tax driven. And this, of
course, was driven hone |last year with the
capital gains distribution. [In general, nmutual funds
are pass-through vehicles, treated |ike individual investors.
But it seens to ne, at least if investors are revinvesting
their capital gain dividends in their funds, they ought to
be allowed, as they are in many countries in Europe, not to
pay a capital gains tax on such dividends.

And | think that this will be a major issue
| ooki ng over the next ten years for the nutual fund
i ndustry. Because it may be the case
that Steve's folios and all these new products are
very good, but I think that tax is a disadvantage that
mut ual funds have relative to many new products. So tax
nmust be high

on the legislative priorities of the nmutual fund industry.
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O course, mutual funds still have a | ot of noney

from401(k)'s, IRA's, and other tax sheltered vehicles.

tax is an increasing issue for nutual funds and

it really should be dealt wth.

But 3

The second thing I will say on the international

front wwth respect to asset gathering is that we have

had very few exanpl es of true harnonization

| woul dn’ t

want to take a quiz on Paul's explication of the there,

al though I think | understood the general

outli nes.

But

what's baffling to ne is: while the EU is supposed to be a

har noni zed system if you go and try to do business there,

| can assure you it doesn't feel

because Germany and France

di fferent rul es. G ven thi

and all these countries have

s experience, | don’t believe

i ke a harnoni zed system

we can hope to have harnoni zed rul es across the whol e worl d.

| think it's a holy grail that we ought to give up.

what we can hope for is to have large regions --

maybe an Asian region, a European region,

Anerican region -- where you can use one set of funds

for all countries in the region.

Besi des regi na

a North

har noni zati on, what w ||

be the nost critical question in the next ten years

for the U.S. mutual fund industry going abroad?

How the transition from defi ned benefit to defi ned

contribution is structured.

I n Europe, wll

t he new

But



© 00 N o g b~ wWw N P

N NN N NN P P R R R R R R R
a A W N P O ©O 00 N O O »d W N -, O

248
defined contribution plans be structured on an EU-w de basis,
or will this be a nmeans by which sone countries revert, as
t hey have somewhat in Germany and France, to |ocal pension
requi renents? There are now proposals before the European
Parliament to establish nore of a “prudent person” rule than
guantitative limts on pensions. But we still have the
unusual situation where you can’t manage a Cerman pensi on
fund from London

So just finishing up, David, | would say these
are two of the macro issues that we haven't tal ked about
that are really going to have a big effect on the nutua
fund industry. Both of themare a little outside the SEC s
jurisdiction. But these are two very large issues which are
going to have a huge inpact in ten years on the
strength of the U S. nutual fund industry.

MR. SILVER  Thank you, Bob. And with that let ne
exercise sort of a MLaughlin approach of taking sonething
fromtotally left field for the final coment.

In ten years we w |l have a pan-European SEC. The
Commttee of Wse Men Report |ast February is the first step
in that direction. And with that Del phic cryptic comment,
thank you all for attending and |istening very patiently.

(Appl ause.)

MR. PHI LLIPS: Thank you, Dave, and thanks to your

panel for a truly stinmulating, though-provoking di scussion.



© 00 N o o b~ w N Pk

N N N N NN P P R R R R R R R
a A W N P O © 00 N OO O pd~ W N -, O

249

It's the kind of exploration of the issues that is consistent
and furthers the objectives of this conference. Thank you
for hel ping through this afternoon.

There's cocktails outside starting at 6:00. And
at 7:00 we convene for dinner with Harvey Pitt as the
f eat ured speaker.

8:30 tonmorrow norning we will start with our
panel s on disclosure and then on accounti ng.

(Recess.)
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EVENI NG SESSI ON

DI NNER AND KEYNOTE ADDRESS

MR RUDER: It's my pleasure to welconme all of you
to the dinner at this SEC Major Issues Conference. | think
we' ve had a successful first day. And |I've been asked
whether this is the first in a series of conferences of this
type and the answer is this is an unique conference. W wll
never again have the opportunity in the near future at | east
to have a conference like this in the first days of a
chairman's tenure at the Conm ssion. So the answer has to be
there will never be a conference |ike this again.

It's ny pleasure to introduce to you soneone who
really needs no introduction, particularly to nost of you in
this room And nevertheless | feel conpelled to say sone
t hi ngs about Harvey Pitt.

It's very seldomthat | have a chance to introduce
sonmeone whom | admre so nuch and I've had so nuch cont act
with over the years. So you wll forgive nme, Harvey, if
tell about you as | know you.

Harvey L. Pitt is the 26th Chairman of the United
States Securities and Exchange Conmm ssion and w t hout doubt
is one of the very best qualified persons to hold
this position. He brings extensive know edge regardi ng the
i nner wor kings of the Comm ssion. Senator Sarbanes read his

various capacities to you this noon, but as | read theml
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found that he had managed in a brief, fairly brief tinme to
i nsinuate hinself into every possible working cranny of the
Comm ssion. He served as General Counsel but he al so served
as Executive Assistant to Chairman Ray Garrett and
therefore got to know about the entire workings of the
Comm ssi on.

He was Chi ef Counsel to the Division of Market
Regul ation and therefore knows all about the markets.

He was editor of the SEC s Institutional |nvestors
Study Report which nakes him an expert in the investnent
managenent ar ea.

And he was Legal Assistant to Comm ssion Frank
Wheat whom as you know wote the Wheat Report which was not
the accounti ng Wheat Report but the Weat Report which was
the basis for the revision of our exenptions to the
securities | aws.

Together | think these experiences provide Harvey
with a conplete picture of the Securities and Exchange
Comm ssion. O course, in his subsequent activities he got
to know the Comm ssion fromthe outside and therefore has
anot her perspective on how the Conmm ssion works.

Harvey brings enornous intellect to his job.
During the past 25 years |'ve had the pleasure of |istening
to Harvey at nunmerous securities |aw conferences and the

pl easure of reading his encyclopedic outlines of the |aw
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Sonetinmes we thought he didn't wite all of them but we knew
he'd read all of themand critiqued all of them H's
anal ysi s has al ways been insightful and his articul ations
excel | ent.

Harvey knows Congress. He has testified on
numer ous occasi ons and has served as informal advisor to
Congressional commttees. For instance, when | becane
Chairman | was confronted with insider trading |egislation
that had been drafted by what | thought was the staff of
Senator Riegle' s office. But | later found out that who had
drafted it was Harvey Pitt. And | had to deal with Harvey's
intellect and know edge of how the Congress worked. It was a
form dabl e task

Harvey brings a strong record of public service.
In my world alone | have had the pleasure of listening to
Harvey in nunerous CCE prograns throughout the country. |
observed himas co-chairman of the PLI's Securities Law
Institute. | served with himwhen he was chairman of the San
Di ego Securities Regulation Institute. And | read and was
appreciative of his great work as a nenber of numerous
commttees at the American Bar Association Section of
Busi ness Law. And finally, of course, he served as
Presi dent and one of the founding trustees of the great
organi zation of the Securities and Exchange Conmi ssion

Hi storical Society.



© 00 N o o b~ w N Pk

N NN N NN P P R R R R R R R
a A W N P O © 00 N O O pd~ W N -, O

253

Harvey is a fine admnistrator. As chairman of
his law firmhe dealt wth the nost difficult of
adm ni strative tasks, dealing with lawers. As Ray Garrett's
Executive Assistant, Harvey observed the qualities of great
| eadershi p and has | earned how to use those qualities when
dealing with others. As President of the H storical Society,
Harvey knew how to acconplish admnistrative tasks in a
wonderful way. And it was always ny great pleasure when
Harvey said "I'll call him"

Harvey's personal qualities are wonderful. He's
t houghtful, he listens, he's loyal, he's pragmatic, he's
tough, and he values his famly and friends. | believe we
are all extrenely lucky to have Harvey Pitt as Chairman of
the Comm ssion in these difficult tines. H s actions
foll ow ng the Septenber 11 tragedy were sensitive and
forceful. H's early days as Chairman have denonstrated
t hat he knows how to be effective. | |look forward to a
hi ghly successful SEC under Harvey Pitt's | eadership.

Har vey.

(Appl ause.)

CHAI RVAN PI TT:  You know, it's very difficult to
speak after an introduction like that. So I think maybe |1
just throw it open to questions.

(Laughter.)

Actually, David reflects the wi sdomof the old
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saying when | used to practice law, which I no | onger do,
that it was always better to be introduced by friends rather
than clients because friends could overl ook sonme of the
details that at least nmy clients were never able to forego.

| do think | need a little bit of a rebuttal.
David is correct that | amthe 26th Chairman of the SEC. But
the difference between ne and ny predecessors is that the
first 25 were all adults. In addition, any attribution to ne
of know edge about the Investnment Conpany Act not only is
sonething I deny, in fact | renenber on ny first day working
in the General Counsel's Ofice reading that statute and
calling ny wfe and saying, It appears to be witten in
English but | haven't got the foggiest idea what it's talking
about. [|'mnever going to make it here.

Many years |later when | was in private practice
was very fortunate anong other clients to represent the
| nvest nent Conpany Institute. And Matt Fink who at that tine
was the general counsel would call me with the standard
mantra when he wanted to retain us, he would say, | know you
don't know anyt hing about the '40 Act, but perhaps you can
hel p us on this problem

So take sone of what David said with a grain of
salt. It's very flattering and | appreciate it but |'m not
sure it's deserved. In any event, let's hope that this being

the third time it's a charm
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Before being elevated to ny current lofty status I
understood that the cost of enjoying a wonderful neal |ike
this one with bright and interesting coll eagues was the need
to sit through sone ponpous after dinner speaker's not so
terribly fascinating rem ni scences or war stories. And,
frankly, it was a tradeoff | was never willing to nake. For
that reason since there are still some of you in the room
can honestly say that | am honored to be with you this
evening. And | consider it a privilege to share sone
t houghts wth you

We stand on the threshold of remarkabl e changes in
our capital markets. |If there ever was a tinme when we could
view U. S. capital markets as if they existed in a vacuumt hat
time is long past. W live in a global econony with gl obal
mar ket s engaged in fierce global conpetition with boundaries
t hat are expandi ng exponentially given the internet and
changi ng t echnol ogy.

If there ever was a tinme we could view the world
solely through the prismof U S. securities regulation that
time is also long past. Major financial markets operate
around t he gl obe governed by | ocal securities regulators
under local rules. No one regulator's experiences can or
shoul d dictate the responses that others take. W can and
must | earn from each other, especially in circunstances where

we are attenpting to expand the universe of securities traded
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in our markets. W need to recognize that we in the U S
w Il have to nmake appropriate accommodations to differing
regul atory and accounting standards worl| dw de.

Now, | wish that | could dramatically unveil for
you this evening a framework for gl obal regulation in the
21st Century, how the global community could regulate the
mar ket pl ace and create a veritable seam ess web of
i nterconnectedness with [ogic that woul d be obvious to all.
Now, it has been said of me in the past that he is sel dom
right but never in doubt. But | have to say | cannot |ay
claimto such prophetic vision. And realistically the forces
at work in today's nmarketplace belie a sinple solution or
easy fi x.

So even as we discuss these issues we cannot and
must not | ose sight of our Iimtations. It sort of rem nds
me of the trio of revolutionaries sipping coffee in Boston on
the day of the Boston Tea Party. And as they sat at a cafe
the nob filled the street noving toward the harbor. The
rebels watched with great interest. And eventually one said,
We can't just sit here and watch. W are their |eaders, we
nmust foll ow t hem

This is also the ineluctable fate of regul ators.
We see ourselves as leaders but in fact we are al nost al ways

in the position of followng the markets and trying to catch

up.
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Now, during the past 70 years the Securities and
Exchange Commi ssion has been gui ded by certain fundanent al
regul atory objectives: protecting investors, naintaining
mar ket integrity, liquidity and transparency, and pronoting
capital formation. Wiile our conmtnent to these principles
has not wavered the nmeans of acconplishing them nmust change
along with markets. Securities regulators around the gl obe
must regul arly reexam ne the purpose and efficacy of
regul ati on and the nethods chosen to acconplish their goals.

And integral part of this exam nation and
reexam nation nust be the recognition that every nation's
regul atory authority has limts but the markets we regul ate
transcend those Iimts. W nust al so acknow edge our
i nherent shortcom ngs. The changes in our markets are so
dynam c that the nore specific the regul atory approach we
adopt the nore likely it is to becone obsol ete unless we
craft flexible approaches that permt and foster innovative
met hods of regul ation and conpliance that are fully capable
of evolving with the markets.

Let me take a few nonents to highlight sonme of the
mar ket pl ace devel opnents at hone and abroad that require us
to rethink our approaches to regulation.

I n our national marketplace a confluence of events
has resulted in the blurring of nore than just geographic

distinctions. The elimnation of clear boundaries separating
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categories of investnent internediaries and types of
i nvestment products has created and environnment ripe for
regul atory inconsistencies and, worse, regulatory arbitrage.
Here in the U S. the passage of the groundbreaki ng G aham
Leach-W/I ey Financial Mdernization Act elimnated barriers
that traditionally separated U.S. financial industry
professionals into discrete regulatory segnents. In this
regard we have trailed nost of the rest of the world which
seens to have gotten along just fine w thout the harsh
separate we used to inpose between commercial and invest nment
banki ng.

Simlarly, the distinctions between banki ng,

i nsurance, commodity and securities regul ation have been
shifting. Because of this the financial services industry
has seen firns consolidate while watching the services these
firms offer expand. And the growth of for-profit electronic
tradi ng networks has put a new spin on old issues |ike market
fragnentation and conpetition.

At the international |evel investors in any nation
can now access foreign markets nore easily than ever before.
This in turn has profound inplications for an issuer's need
to list on foreign markets in order to raise capital there
and on the ability of the regulator to oversee the markets in
which its investors operate.

| nvestors too are in many ways very different from
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i nvestors of days past. Today's investors have new and
greater expectations as their investnent needs have evol ved.
The transition fromdefined benefit retirement plans to
defined contribution retirenment accounts has brought nore
investors into our markets and i nposed greater demands on
t hese investors to understand investnent risk theory,
portfolio managenent and asset allocation. Recent studies,
as Senat or Sarbanes indicated, show that roughly one our of
every two househol ds now has an investnent in securities.

While retail investors today have greater access
via electronic technology to financial information and
execution systens it is an open question whether these sane
i nvestors have sufficient training and adequate tinme to
utilize those tools. Just as investors' needs are changi ng,
mar ket professionals are rethinking and reinventing the
services they provide, their role and their conpensation
structure. For exanple, a proposed Conm ssion rule would
permt brokers who provide portfolio advice to receive asset
based conpensation rather than comm ssions. Broker and
i nvestment advisors are offering financial services that seem
nore and nore alike.

Simlarly, collective investnent vehicles like
hedge funds, mutual funds and online investnent portfolios
are given very different regulatory treatnent, although

i ncreasingly they appear to be providi ng conparabl e services
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to simlar types of investors. W nust ascertain whether or
regul ations continue to keep pace with the new and evol vi ng
products, changes in the roles played by financi al
internedi ari es or changes in our markets' structures. If we
conclude that they do not, then it is our challenge as
regulators to find new approaches to keep pace with
i nnovation and the increasing inportance of technol ogy.

For this reason | have al ready announced that we
are rethinking our approach to one of the fundanental
contributions of the federal securities laws, full and fair
di sclosure. In ny view we need to supplenent the static,
periodi c disclosure nodel that has | ong served investors well
but in today's world results in the delivery of information
that is often stale upon arrival and i npenetrable to nany of
t hose who receive it. | believe we need to nove toward a
dynam ¢ nodel of current disclosure of unquestionably
material information. W need to clarify and sharpen
financial disclosure so that every investor can readily
understand the conpany's true financial picture.

In short, we need to cone up with an approach that
is |l ess burdensone but nore neaningful than the current
system we have. W nust also be frank in recognizing that
reconciling the dichotony between the '33 Act and the '34 Act
di scl osure requirenments necessarily wll require addressing

in an intelligent fashion the thorny issue of liability



© 00 N o o b~ w N P

N N N N NN P P R R R R R R R
a A W N P O ©O 00 N O U pdM W N -, O

261

st andar ds.

We al so need to recogni ze that the issuer
popul ati on subject to our standards is increasingly a gl obal
i ssuer conmmunity. Consider that in 1981 we had 173 foreign
conpani es registered with the SEC. By 1991 that nunber had
increased to 439. And today by the end of 2001 we expect to
have 1,400 foreign conpanies registered with the SEC

Al t hough U. S. markets have had success in
attracting foreign conpanies to our public markets we cannot
rest on our laurels. U S. investors already invest around
the gl obe and, therefore, their interest will be best served
if foreign conmpani es can be brought into our markets which
offer the protections of fair trading and full and fair
di scl osure by the conpani es whose securities trade in those
markets. We nust make it inviting for gl obal businesses to
offer and trade their securities in our markets but w thout
sacrificing necessary investor protections. This is a
consi stent Conm ssi on nessage but sonetines it has been
obscured. So I want to nmake it unequivocally clear, we are
determined to find a way to make our markets as hospitable as
possible to issuers around the world while adhering to our
mandat e of investor protection.

We al so nust note that our past regulatory
successes in facilitating the private offering process now

conpel us to reexam ne regul ations that are causi ng seasoned
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public conpanies to opt for private offerings over public
offerings. Entities raising capital in a private offering
have far fewer regulatory hurdles than those that access
public markets. W need to ask whether these discrepancies
are in keeping with our regulatory objectives. Should we
treat new issuers differently from seasoned issuers?
Conversely, if we make changes in the offering process the
seasoned issuers can we foresee how they will then affect the
attractiveness of the private offering process? These are
just sone of the many issues we nust face as we nove forward.

VWhat is key in ny viewis that we address these
i ssues and issuers, foreign versus donestic, public versus
private, seasoned versus unseasoned in a conprehensive manner
so that our regulatory fixes do not have uni ntended
consequences. While the area is of enornous inportance, the
sol uti on we choose shoul d be consistent with our overarching
goal, certainly not nore regulation and not necessarily |ess
regul ation but smarter regul ation, regulation that allows
mar kets the greatest amount of flexibility to i nnovate and
create while still preserving and neriting investors
confi dence.

Not surprisingly, foreign markets also are
experienci ng dynam ¢ change. Donestic and foreign investors
al i ke are show ng consi derable interest in other

mar ket pl aces. To put this growmh in perspective considering
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the foll ow ng nunbers fromthe Securities Industry
Association: U S. holdings of foreign securities reached
nearly $2.5 trillion by year-end 2000, up 692 percent from
1991. Foreign holdings of U S. securities were approxi mtely
$4.2 trillion, up 340 percent over the sanme period.

G ven the shear size of these nunbers we want to
encourage and facilitate access by foreign issuers to our
mar kets. As we enbark on our own noderni zation of our
of fering and discl osure processes we will need to consider
how any changes we nmake to our procedures will affect foreign
as well as donestic issuers and investors. In this way we
can certainly work to break down all non-essential access
barriers to our markets.

At the sane tinme we nust exam ne and expand the
areas in which we can work together with our foreign
regul atory counterparts to cone to comon approaches to
address issues of mutual interests. The gromh of foreign
mar kets forces us to recogni ze that the days when we could
establish policy wi thout considering the conpetitive
inplications of our policies on our markets have al so | ong
si nce passed.

Many of our efforts to date in the international
arena have involved working with foreign regulators in a
systematic and coordinated way to craft conprehensive

policies that make sense for us all. Regulators around the
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gl obe have worked cooperatively to forge excellent working
relationshi ps. These relationships have proved inval uabl e
but they need to be expanded to cover the entire gamut of
securities regulation and capital raising.

Simlarly, we are inspired and encouraged by all
of the cooperative efforts aimed at crafting high quality
i nternational accounting standards. Wile work remains to be
done we are certainly well on the road toward creating the
type of standards in which investors can have confi dence.
Looking into the future we al so nust appreciate that
conpati bl e core accounting standards will |ose sone of their
val ue unl ess we work together toward consistency anpbng
nations in interpretation and application of these standards.

There are, of course, nunmerous other subjects
worthy of future international efforts. Sonme have suggested
the possibility of exam ning the devel opnment of nultinational
positions on subjects such as mnority sharehol der rights and
the use of audit commttees. |'mconfident that many
simlarly provocative thoughts will percolate out of this
conf er ence.

Over the years our international successes have
been achieved in a variety of ways, through unilateral
efforts by us or by other regulators, through bilateral
agreenents such as MoUs, and through nultilateral projects

such as those sponsored by I ASCO  Each approach has nerits
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and nmay be successful dependi ng upon the nature of the issuer
or goal and we will continue to use all three approaches in
the future. Underlying each approach is a foundation of
| ongstandi ng i nformal and cl ose working rel ati onshi ps anong
regulators. It wll continue to be the key to our own
efforts and to the success of what | hope will be an
i ncreasi ng nunber of joint projects.

This is the first conference in two decades
devoted to a broad exam nation of fundanmental securities
regul ation issues. It could not be nore tinely. At the
start of my stewardship of the SEC we recogni ze the need for
a fundanmental reexam nation of our regulatory framework. And
we would be naive if we believe that we could conduct this
exam nation in isolation. Al of us nust consider changes in
our markets in a global context. Wile we will not and
cannot al ways share the sanme vision on every issue, there is
much we can learn from one another and nuch that requires us
to work together.

The cooperative spirit that has served us so well
in the past must be our guiding principle as we marshall our
col l ective resources to neet the challenges that |ie ahead.
Today and here and now we begin that process anew. The
chal l enges that |ie ahead are exciting. Together public and

private sectors, donestic and foreign regulators, we can



25 reshape the very essence of our capital markets, our
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di scl osure system and the rules governing both of themwth
t hought ful ness, care and creativity. It is an enornous
chal | enge but who could ask for any nore?

Thank you.

(Appl ause.)

MR. RUDER: Thank you, M. Chairnman.

We are adjourned until tonorrow norning at 8:30.

(Wher eupon, at 8:45 p.m, the conference was
adj ourned, to reconvene at 8:30 a.m, Thursday, Novenber 15,

2001. )
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