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We are at a unique moment in our markets' history -- a point of passage between what they have
been and what they will become. In the next few years, they will undergo a transformation like
we have never witnessed before. And, it is these changes that will define the marketplace for the
21st century. We have an opportunity today that we may not have again in our lifetime -- to
realize the vision for atrue national market system -- one that embraces our future as much asit
honors our past.

I’m here to address many of the developments born of technology and change affecting our
markets. These issues are too numerous, and in many respects, too complex to allow for a
complete discussion of them all tonight. But | want to raise some of the more urgent questions,
and review the timeless principles that will guide us all as we move forward in the next stage of
our markets' evolution. For no matter how much our markets change, markets of fairness,
markets of integrity, and markets of quality should not be the most investors hope for -- but the
very least they should expect.

No less than the following issues demands our attention: the proposed demutualization of the
national exchanges; the impact greater competition is having on order flow, liquidity, and
execution costs; the imperative to interlink market centers; and more broadly, the challenge to
provide investors with the efficiency of central markets without sacrificing innovation.

Each of these issues presents its own unigque challenges and opportunities. But we can never
forget that a market must evolve in response to the needs of its customers. For, at one time or
another, al of us have failed to act outside the scope of parochial interests -- refusing to
recognize the market as a marketplace, and not an institution. Thisis not the timeto cling to the
comforts of custom; it isatime to demand value. We should be asking ourselves. what best
serves the interests of investors? Anything that doesn’t should be part of our history -- not our
future.

The Changing Features of Today’s Marketplace

There is much we don’t know about the marketplace of the century to come. Already, the roles
and realities that have characterized our capital markets for over a century are being recast --
from who investors are, to how they trade, to what an “exchange”’ is.

On-line trading has expanded the base of a powerful force in today’ s markets -- the retail
investor. Institutional trading has increased the demand for greater liquidity, anonymity, and
even new trading venues. For on-line investors, brokers are conduits to markets; for institutions,
they are prospectors for liquidity. Market participants are demanding more: twenty-four hour
trading, immediate execution of orders, and lower costs.

Electronic trading networks are competing head-on with trading floors. The traditional market
niches of specialists and market makers are being challenged as never before. The Nasdag and
the New Y ork Stock Exchange seem determined to shed their traditional membership structure
to compete with electronic networks and foreign markets. Every day, we are seeing new ideas,
new trading mechanisms, and new investors.



Not surprisingly, major market players -- not just exchanges -- are rethinking their strategies.
Investment banks and brokerage firms are taking significant equity positions in new electronic
trading platforms. Many of these same players are implementing new proprietary algorithmsto
match investor profiles with “optimal trades.” Hedging their bets, some are even pursuing
ventures that stand to compete directly with their current businesses.

As the ground shifts, however, it has become increasingly evident that much of this change has
benefited investors. Spreads have significantly tightened, execution costs have dropped, and
investors are enjoying faster and faster execution. And with the impending conversion from
fractions to decimals slated for next year, investors may gain even greater benefits.

Our Mission: Quality Markets

It is not the pace of technology or the brilliance of innovation, however, that guarantees the
success of our markets, but rather an unyielding commitment to quality. Quality in the
marketplace is faster, cheaper execution of transactions. Quality is efficient price discovery.
Quality isthe best execution of customer orders. Quality, at its broadest and most basic levdl, is
the protection of the investor interest. Thislast principle, in particular, reaffirms a simple and
salient truth -- markets exist by the grace of investors.

Above al else, the Commission has relied on competition to deliver quality in the marketplace.
But the perennial question has been how can we further tap competition to augment market
integrity and quality.

Twenty-five years ago, the marketplace consisted of a number of different exchanges and dealers
-- some large, some small. Each operated wholly separately, attracting what order flow it could.
The difficult task of determining where the best price was across these many different markets
fell on brokers. While this system served our nation well, it soon became clear that a national
market system would never come to fruition. Transparency of quotes would never prevail.
Healthy price competition would never become part of a normal business day.

So, in 1975, Congress called on the Commission to facilitate the creation of a national market
system to connect these separate market centers. The motivation was clear -- to develop a
framework to foster greater competition. This framework included three central components.
First, exchanges and dealers would publish both the prices at which they were willing to trade, and
the prices at which stocks have traded. In aword, transparency. Second, linkages between
exchanges would assist customers in obtaining the best prices available for their ordersin any
market, wherever first routed. And third, brokers would remain obligated to seek best execution
of their customer orders.

The Commission believed then, as we do now, that our role is not to impose or dictate the
ultimate structure of markets. Rather, it isto establish, monitor, and uphold the framework that
gives competition the space and sustenance to flourish. Markets can then develop according to
“their own genius’ for the ultimate benefit of investors.

If barriers to competition did not exist, then neither would the need, in many respects, for
regulatory involvement. But progress has sometimes been frustrated by narrow interests.
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Institutional interests, certain business practices, and even some past regulatory initiatives have
created pockets of monopoly or externalities that thwart the evolution of our markets. And
that’ s when it’ s been necessary to invoke pragmatic regulation. 1’m convinced that striking a
bal ance between strategic regulation and market forces has produced a better result than had
either acted alone.

Consider what competition has unleashed. Once artificial obstacles such as fixed commissions
were removed -- an event known as May Day -- and the groundwork for greater transparency
laid, investors reaped benefits virtually overnight. Choices expanded. Commissions fell.
Volume skyrocketed. Over the longer term, new competing market centers have taken hold.
Executions are faster and their costs lower than ever before.

But two decades after May Day, new obstacles to competition came to light. An investigation of
the OTC market revealed that quoted spreads were artificially wide and a two-tiered market had
developed. Customer limit orders that would have narrowed spreads were hidden from view. In
addition, market makers were trading within-the-spread in private trading venues not accessible
to the general public.

In response, the Commission enacted rules to reinforce the framework for competition. Through
the adoption of new Order Handling Rules, we insisted that customer limit ordersin all markets
be publicly exposed and two-tiered pricing eliminated. Inthe OTC market, a single public quote
stream devel oped which, among other things, gave ECN quotes greater public exposure.
Competition from ECNs energized the marketplace.

At the same time, the proliferation of ECNs highlighted the need for an approach to regulating
different market centers that embodied both flexibility and accountability. The response,
Regulation ATS -- Alternative Trading Systems -- extended basic market responsibilities -- such
as quote display, capacity, and fair access -- to all market centers. It allowed exchanges to more
freely innovate, and in doing so, responded to the competitive changes in the markets brought on
by technology.

The Challenges Ahead
Electronic Communication Networks

Electronic communication networks have been one of the most important developments in our
markets in years -- perhaps decades. But exactly what are ECNs, and what are we to make of
their impact on our markets? In simplest terms, ECNs bring buyers and sellers together for
electronic execution of trades. They have provided investors with greater choices, and have
driven execution costs down to afraction of apenny. Asaresult, these networks present serious
competitive challenges to the established market centers. More fundamentally, they illustrate the
breath-taking pace of change that results when technology and competition coalesce.

The Commission’s approach to ECNs has been two-fold: We have provided regulatory space for
competition. At the same time, we have sought to ensure that the integrity of the marketplaceis
fiercely guarded and the playing field leveled for al markets.



To ensure their own integrity, ECNs, for example, must be prepared to confront the
consequences of a market downturn. Their systems must be equipped to handle temporary as
well as extended periods of extremely high order flow. The Commission examined the ECNs
trading in Nasdaq securities to determine whether they are complying with the capacity
requirements of Regulation ATS. Suffice to say, the Commission will not shy away from taking
appropriate action when deficiencies are not corrected.

But it’simportant to note that electronic communications networks, like market makers and
specidlists, are not the ultimate source of market liquidity. It isthe combined interest of
investors -- whether finalized through a computer network or a phone -- that determines
liquidity. ECNs should not be expected to stem a market break any more than market makers
and specidlists have in the past.

Whileit's clear ECNs are subject to today’ s invigorated competition, it isincreasingly evident
that the fees they charge to access their quotes are not. Brokers must try to get the best price for
their customers -- even when the best price is offered only by an ECN. Because brokers often
have little choice but to pay whatever fee is charged by the ECN, competitive pressures on these
fees have been all but paralyzed.

Nasdag market makers, by contrast, may not charge fees to access their quotes. In thisregard,
ECN access fees stand alone in an otherwise fee-less arena. | believe thisimbalance in the
marketplace must be redressed. | have asked the Commission’s staff to recommend the best
approach towards restoring a fair, competitive balance in this important area.

Fees aside, ECNs have been dynamic contributors to the Nasdaq market. Now that some are
registering as exchanges, we must insist that they be permitted to compete with the Nasdag
market and the established exchanges on fair and equal terms. The plans that tie together the
markets trading in Nasdaq and listed securities -- specifically quote reporting, trade reporting,
and linkages -- must accommodate new ECN exchanges.

In the listed market, traditional structures like the archaic Intermarket Trading System must not
bar participation by ECNs that remain broker-dealers. If ITSisto remain the primary linkage
between exchanges, it must no longer block innovation in its participants markets and create
inordinate delays for entry. It should not prevent, asit currently does, efficient electronic
routing to other markets. ECNs simply must be able to compete with traditional exchanges and
dealer markets in an environment free from unfair advantages or unreasonable barriers.

Demutualization

In the wake of this heightened competition from ECNs, Nasdag and the NY SE are pushing
forward with their plans to demutualize. The Commission has no intention, whatsoever, of
standing in the way of a movement towards for-profit status. But, such developments do raise
the question of how best to maintain our time-honored system of self-regulation. For the better
part of this century, self-regulation has proved effective, in large part, because of its ground-
level familiarity with the markets as well asits members' activities.



The potential for conflicts of interest that may arise if the SRO is enmeshed within afor-profit
corporation must be defused. At the very least, | believe that strict corporate separation of the
self-regulatory role from the marketplace it regulates is a minimum for the protection of
investors in afor-profit structure.

Some have suggested one SRO that regulates all markets, alleviates conflicts and reduces
redundancy, paperwork, and operational costs. Others line up behind a model where each
market would maintain the regulatory and surveillance function solely for its own market -- but
member regulation, sales practices, and all other aspects of intermarket trading would be
overseen by asingle SRO.

While | certainly am not wedded to any particular model at this point -- agreat deal more
thinking needs to be done -- this latter approach is intriguing. Any restructuring, however, must
ensure that the self-regulatory obligation be vigorously fulfilled, adequately funded, and
dedicated to serving the public interest. | appeal especially to public directors to jealously guard
the self-regulatory standards of the markets they oversee, particularly listing standards.

Our system of self regulation -- tempered by years of battles fought, obstacles overcome and
lessons learned -- has created a degree of oversight that is not only unique, but a national asset.
We simply cannot allow the mandate of self-regulation to take a back seat to the exigencies of
short-term profit.

Options Markets

The same dynamic competition and sweeping reform unfolding in our equity marketsis
beginning to take place in the options markets as well. But in the name of more competitive,
more connected, and more liquid options markets, we still have a ways to go.

For the first time in nearly 15 years, a new market entrant is applying to function as an options
exchange. This development, among others, has fostered greater innovative and competitive
practices by the existing markets. No less significant has been a dramatic increase in the number
of options listed on multiple exchanges. Indeed, in the last month, more than 130 new multiple
listings have been announced. And the effects already have been remarkable.

In four of the five actively traded options we examined, effective spreads have fallen between 22
and 44 percent since these options went from single exchange trading to multiple listings.

Thisis good progress, but it’s not enough. We must continue to move forward as quickly as
quality and practicality can keep pace. The options markets must develop the fundamental
standards reflected in our equity markets. | call on them tonight to promptly put in place
linkages to encourage the best possible execution of customer orders. Additionally, market
centers must act swiftly to address any short-comings in their capacity to handle options quote
traffic. And more competition can -- and must -- be cultivated. | will insist upon progress on
each of these fronts during the year ahead.

The Promise and Peril of Centrality

Competition



Greater competition in all of our markets, however, has not arisen without debate. Depending
on whom you talk to, the growth in new market entrants has induced “fragmentation.” Others
favorably characterize it as providing “heightened competition.” In reality, neither description
tells the whole story. We are living in aformative period in the next stage of our markets
development. It’'s not surprising that many forces will coexist -- sometimes in lockstep, other
times in conflict -- some of whose influence will only be made clear in retrospect.

The fact is, multiple markets have existed since the earliest days of trading. And we have long
believed that different market centers must be connected. Today, is there “fragmentation” in the
sense that there are separate, isolated markets with reduced liquidity in normal trading hours? |
think not. But isthere “fragmentation” in terms of multiple pools of liquidity competing for
orders based on transparent quotes and prices? Absolutely.

One point is crystal clear: there are more competitors for more customers' business, and greater
open-market competition than ever before. Particularly in the OTC market, execution costs have
never been lower and spreads have never been narrower -- down an impressive thirty percent
since the order handling rules went into effect.

So | can’t think of a more propitious time to reconsider other restrictions that distort competition
and introduce artificial costs. One, in particular, comesto mind -- NY SE Rule 390.

Thisrule has long prohibited NY SE members from dealing in listed securities off an exchange.
For years, proponents have argued that Rule 390 prevents fragmentation. Others contend that
the rule is an anticompetitive use of market power by a dominant market. As| seeit, Rule 390
may very well be on its ninth life. Now isthetimeto ask ourselves. isthere avalid justification
for arule that appears to be more a barrier than a benefit? And how, under any circumstances,
could such an anticompetitive rule be sustained should the NY SE become a for-profit
corporation? While rulemaking is certainly an option, one way or another, Rule 390 should not
be part of our future.

Linkages and Centrality

In zealously advocating competition, however, | don’t dismiss the issue at the core of arguments
against fragmentation -- the intrinsic value of centrality. Central markets have always had an
alure. Basic economicstells usthat the greater supply and demand that congregate in one place,
the more efficient the price-setting mechanism.

In terms of our markets, this means the more customer orders that interact with one another, the
better the prices will be. Questions about best execution begin to fade. Spreads may narrow,
liquidity may increase, and markets become more orderly.

Viewed another way, markets lacking a central order flow may discourage the use of limit orders
by investors. In afragmented market, alimit order displayed in one market center will
ordinarily not be executed when a matching order isreceived in a different market center. The
result may be fewer public limit orders and wider spreads. And, in a fragmented market with
internalization, preferencing, and payment for order flow, dealers can trade customer orders



against their own inventory, without routing them to the best quote. Asaresult, thereisless
incentive to quote a better price.

Today’ s order flow patterns seem to confirm that central markets are attractive trading venues.
The NY SE’s liquidity and narrow spreads, by no means, are lost on anyone.

But there is another side to centralization. As centrality tends towards monopoly, it aso
becomes more immune to innovation and the benefits of competition. Some even talk of our
marketplace becoming an “execution utility.” Thisimage in particular gives me pause. We dare
not allow any market structure to take hold that extinguishes the power of innovation.

In the past, the response to fragmentation concerns was linkages. As far back as 1975, the vision
for atechnologically-linked national market system was in place. But today, there isthe
potential for an even broader concept of “linked-markets’ in light of technological advances and
new possibilities.

Now, more than ever, is the timeto revisit the historic conflict between competition and
centrality. Tonight, | call upon the leaders of the securities markets -- particularly the public
representatives on exchange boards -- to begin a public dialogue on whether technology offers
ways to garner the benefits of centrality without stifling competition. The guiding principles are
clear: price discovery and best execution should be enhanced; liquidity should be fostered,;
interaction between institutional and retail trading should be maintained; market innovation
should be encouraged; and competition among market centers, above all else, should remain
vigorous and dynamic.

Today’ s technology may afford us the opportunity to better achieve these goals -- once thought
to be mutually inconsistent. We should be searching for new approaches that use technology to
strengthen the overall market.

For instance, should we consider pulling together electronically al limit orders and quotes
displayed internally in the various markets -- creating a “virtual limit order book,” if you will.
This approach may offer the advantage of exposing all markets' limit orders to the public,
thereby allowing investors to better ascertain liquidity across the market. Should this be
combined with an ability to access those orders electronically? To encourage quote competition,
should deal ers be expected to execute quotes previously displayed in the virtual book before
trading at that price with customer orders themselves? And to promote innovation in individual
markets, should markets still be able to cross their agency ordersinternally at the best price,
regardless of other orders at that price on the book?

These are controversial questions, without easy answers. Decimal pricing may complicate them
further. But these are the types of questions that many in the industry already are independently
considering. This moment in history demands thoughtful, constructive, and far-reaching
thinking. Neither our markets nor our investors can afford today’ s opportunity for change to be
dominated by parochialism. The public spirit must reign.

The Future of our Markets



I’ ve spent much of my professional career in the securitiesindustry. And there are traditions --
indeed icons -- in our markets for which | have particular nostalgia. But | also believe that our
own sentiments must not be allowed to stunt our progress or frighten us into complacency. Our
markets are a national treasure that should never be taken for granted or squandered by short-
sighted thinking.

To the market centers, | say let’s be ruthless in our examination of every aspect of the work we
do and in the way we allocate resources. If, as| suppose, technology will distinguish world class
markets of the future from aging relics of the past, let us devote every bit of capital available --
intellectual or otherwise -- to building the marketplace of tomorrow. The choice between a self-
serving advertising expenditure or an investment in technology is aclear one. An economy
spurred by innovation and fueled by the competitive spirit deserves no less.

I’ ve raised many issues today and recognize that it’s easy to get lost in the details that envelop
them. But we should never lose sight of the underlying essence of a market -- a place where
buyers and sellers come together. Every other feature of the marketplace -- whether crafted by
tradition or technology -- exists only to serve that primary purpose.

While the landscape of tomorrow’s markets may not resemble today’s, the fundamentals --
quality, trust, accountability -- remain timeless. Mountains may rise, rivers may change course,
new roads may be created. But unless the laws of nature betray us, true north will always
remain true north.

Let us not look back at this time as an opportunity not seized, an endeavor not realized, a
challenge not taken, or afrontier not explored. We should not indiscriminately jettison the
features of yesterday any more than we should allow entrenched interests to stonewall new
market entrants and technologies that offer us superior efficiencies. Only by embracing change,
renouncing obstructive impediments, and harnessing innovation and competition will we
guarantee to our investors, our economy, and our nation the world’ s most successful capital
markets.

Thank you very much.
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