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(extending pilot program for reduced Level 1 
Service fees for non-professional users on a 
monthly and per query basis and further reducing 
the Level 1 Service monthly fee for non-
professionals); Network B / CTA/CQ–99–02, 
Securities Exchange Act Release No. 42138 
(November 15, 1999), 64 FR 63350 (November 19, 
1999) (reducing the Network B non-professional 
subscriber flat service rate, permanently approving 
and reducing tiered pay-for-use rates for non-
professional subscribers, and allowing non-
professional subscribers to pay the lower of the pay-
for-use or flat rates); Network A / CTA/CQ–99–01, 
Securities Exchange Act Release No. 41977 (October 
5, 1999), 64 FR 55503 (October 13, 1999) (reducing, 
inter alia, the Network A non-professional 
subscriber flat service rate, permanently approving 
and reducing tiered pay-for-use rates for non-
professional subscribers, and allowing non-
professional subscribers to pay the lower of the pay-
for-use or flat rates); Network C / NASD–99–25, 
Securities Exchange Act Release No. 41499 (June 9, 
1999), 64 FR 32910 (June 18, 1999) (establishing 
pilot program for reduced Level 1 fees for non-
professional users on a monthly and per query 
basis); Network C / NASD–99–17, Securities 
Exchange Act Release No. 38608 (May 12, 1997), 62 
FR 27095 (May 16, 1997) (increasing monthly 
subscriber fee for Level 1 Service); Network B / 
Securities Exchange Act Release No. 29879 (October 
29, 1991), 56 FR 56430 (November 4, 1991) 
(increasing Network B professional and non-
professional subscriber fees); and Network A / 
Securities Exchange Act Release No. 29863 (October 
25, 1991), 56 FR 56429 (November 4, 1991) 
(increasing Network A professional and non-
professional subscriber fees).

238 Market Data Concept Release at 70629–70632.
239 Id. at 70619.
240 Id.
241 Id.
242 Id.
243 Id.

244 See generally Securities Exchange Act Release 
No. 20874 (April 17, 1984), 49 FR 17640 (April 24, 
1984) (‘‘Instinet Order’’).

245 Id.
246 Id.
247 Id. The Market Data Concept Release then 

related the long process that ensued to arrive at a 
cost-based fee: 

The practical difficulties of implementing this 
strict, cost-of-service approach are demonstrated by 
the subsequent history of the fee involved in the 
Instinet Order (later named the ‘‘NQDS’’ fee). In 
August 1985, the NASD proposed a revised fee of 
$79 per month. The Commission did not approve 
this proposal, but instead instituted proceedings to 
determine whether it should be disapproved, based 
primarily on the question whether the fee included 
some costs that were inconsistent with the Instinet 
Order. In September 1986, the NASD proposed 
another NQDS fee of $50.75 per month. This 
proposal was supported by an extensive and 
complex ratemaking analysis. It included a 
comprehensive allocation of costs to pools 
consisting of six resources and eleven services. The 
major categories of costs were summarized as (1) 
operational costs, which were allocated to the six 
resource pools based on identifiable personnel, 
equipment, and physical facilities dedicated to 
those operations, (2) systems and product/service 
development costs, which were allocated to the six 
resource cost pools based on the historical or 
anticipated level of effort to be devoted to the 
respective resources, (3) overhead and general and 
administrative costs, which were allocated directly 
to resource and service cost pools to the extent that 
a causal relationship existed between those 
resources or services and the incurrence of the 
affected costs, and (4) residual overhead and 
general and administrative costs, which were 
allocated to resource and service cost pools based 
on the total cost input base. 

The Commission had not acted on this proposal 
when the NASD, in July 1990, proposed yet another 
NQDS fee of $50 per month. This fee, however, 
included last sale information in addition to 
quotation information. The Commission approved 
the fee in October 1990. Notably, the Commission 
did not undertake any cost-based explanation of the 
$50 fee, nor did it express any opinion on the 
extensive cost-of-service analysis that had been 
included in the NASD’s September 1986 proposal. 
Instead, it noted that, ‘‘in reviewing the fairness and 
reasonableness of the proposal, the Commission 
finds it significant that the proposed fee of $50 is 
the result of negotiations among the concerned 
parties after protracted proceedings.’’ The $50 fee 
approved for NQDS information in 1990 has 
remained unchanged up to the present. 

Market Data Concept Release at 70623 (footnotes 
omitted).

248 Id. at 70627.
249 Id. 70615.
250 As the Commission described in the Market 

Data Concept Release, under the flexible, cost-based 
approach, the information that the SROs provide to 
the Networks would not be considered cost-free. 
Before quotations and transaction reports can be 
consolidated and made available to the public, an 
organized market must provide a mechanism for 
facilitating the buying and selling of securities in a 
fair and orderly manner. In addition, the SROs must 
establish, monitor, and enforce trading rules, as 
well as otherwise regulate their markets to prevent 
fraudulent and manipulative acts or practices. The 
SROs incur substantial costs in performing these 
functions, and they contribute substantially to the 
value of the information. Id. at 70627.

251 In contrast to costs incurred to operate and 
regulate markets, the flexible, cost-based approach 
set forth in the Market Data Concept Release 
excluded those SRO costs that did not directly 
contribute to the quality of market data. These 
included the costs of member regulation (e.g., sales 
practice and net capital requirements) and those 

Continued

In reviewing the basis for evaluating 
market data fees, the Market Data 
Concept Release laid out in detail a 
‘‘flexible cost-based approach’’ to 
market data fees.238 The Commission 
noted that terms such as ‘‘fair’’ and 
‘‘reasonable’’ generally need standards 
to guide their application in practice, 
and that one such standard often used 
to evaluate fees is the amount of costs 
incurred to provide a service.239 The 
Commission stated that an inflexible 
cost-based standard, although 
unavoidable in some contexts, can 
entail severe practical difficulties.240 
Instead, Congress, consistent with its 
approach to the National Market System 
in general, granted the Commission 
some flexibility in evaluating the 
fairness and reasonableness of market 
information fees.241 Specifically, 
Congress articulated general findings 
and objectives for the National Market 
System in section 11A and directed the 
Commission to act accordingly in 
overseeing its development.242 Congress 
thereby allowed the Commission to 
adopt a more flexible approach than 
ratemaking.243

To illustrate the practical difficulties 
of a strict, cost-of-service ratemaking 
approach, the Market Data Concept 
Release described one prior instance in 

which the Commission had sought to 
implement such an approach in 1984.244 
In that instance, Instinet had brought a 
proceeding before the Commission 
asserting that the NASD’s fee for full 
quotation information from all Nasdaq 
market participants was an unwarranted 
denial of access to the information.245 
The Commission found in favor of 
Instinet, primarily because the NASD 
had failed to submit an adequate cost-
based justification for the fee.246 The 
Instinet Order emphasized, however, 
that the scope of its decision was 
limited to the particular competitive 
context presented in the proceedings 
and did not apply to all market data 
fees.247

While recognizing the practical 
difficulties of a detailed cost-of-service 
approach, the Commission nevertheless 
concluded in the Market Data Concept 
Release that ‘‘the total amount of market 
information revenues should remain 
reasonably related to the cost of market 
information.’’ 248 In this regard, one of 
the issues on which comment 
particularly was requested was whether 
the Commission should adopt ‘‘a 
conceptual approach to evaluating the 
fairness and reasonableness of fees that, 
among other things, could establish a 
link between the cost of market 
information and the total amount of 
market information revenues.’’ 249 
Critical to this concept was the 
determination of what SRO costs should 
be included in the cost of market data.

The Market Data Concept Release’s 
flexible, cost-based approach was 
intended to arrive at an approach to 
market data fees that could be 
implemented in a reasonably efficient 
manner, as opposed to a full-fledged 
ratemaking approach. The first step in 
fashioning the approach was to identify 
the categories of SRO costs incurred to 
generate and disseminate market data. 
All direct market data costs, such as 
market data recordation, 
communication, consolidation, and 
dissemination, would be included. The 
flexible cost-based approach would also 
have included in market data costs some 
portion of ‘‘common costs’’—those costs 
that support multiple SRO functions, in 
addition to market data, and therefore 
must be allocated among these 
services.250 These common costs 
comprised the costs of operating the 
market that produced the market data 
and the costs of regulating that market 
so that the data was not inaccurate and 
not derived from fraudulent or abusive 
conduct. 251 The Market Data Concept 
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costs directly associated with other SRO services. 
Advertising and marketing expenditures were 
specifically excluded from market data costs.

252 Market Data Concept Release at 70627.
253 For example, in times of significant price 

volatility and spikes in trading volume, it is 
critically important that the markets remain fair and 
orderly and that investors continue to have access 
to a timely stream of market information.

254 Market Data Concept Release at 70628–70629.
255 Market Data Concept Release at 70628.
256 Market Data Concept Release at 70630–70632.
257 See generally Report of the Advisory 

Committee on Market Information: A Blueprint for 
Responsible Change (September 14, 2001), Section 
V (available at http://www.sec.gov) (‘‘Advisory 
Committee Report’’). The Advisory Committee 
Report includes a comprehensive description of the 
arrangements for disseminating market data to the 
public, including the terms, fees, and revenues of 
the Plans.

258 See Advisory Committee Report.
259 In the view of a majority of the Advisory 

Committee, ‘‘the ‘public utility’ cost-based 
ratemaking approach is generally disfavored today. 
It is resource-intensive, involves arbitrary 
judgments on appropriate costs, and creates 
distortive economic incentives. Accordingly, the 
Advisory Committee recommends that the 
Commission not adopt a cost-based approach for 
determining whether market information fees are 
consistent with the Exchange Act * * * 
Furthermore, the Advisory Committee does not 
recommend any specific changes to the standard 
under which the Commission reviews market data 
fees and revenues, or to the manner in which it 
conducts this review.’’ Advisory Committee Report 
at Section VII.D.3.

260 Advisory Committee Report at Section V.
261 Many commenters, mostly securities firms and 

associations, believed that the Commission failed to 
address the main underlying problem, which they 
believe to be the root of the economic and 
regulatory distortions that the Commission is trying 
to address—whether the current fees for market 
data are excessive in relation to the actual cost of 
collecting and disseminating market data. See letter 
from Daniel M. Clifton, Executive Director, 
American Shareholders Association, to Jonathan G. 
Katz, Secretary, Commission, ASA Letter, p. 2 (June 
10, 2004) (‘‘Reg NMS ASA letter’’); letter from Kim 
Bang, President and Chief Executive Officer, 
Bloomberg Tradebook, LLC, to Jonathan G. Katz, 
Secretary, Commission, pp. 2 and 8–9 (June 30, 
2004) (‘‘Reg NMS Bloomberg letter’’); letter from C. 
Thomas Richardson, Citigroup Global Markets, Inc., 
to Jonathan G. Katz, Secretary, Commission, pp. 4 
and 15 (July 20, 2004) (‘‘Reg NMS Citigroup letter’’); 
Reg NMS Goldman Sachs Letter, pp. 2 and 10; letter 
from Samuel F. Lek, Chief Executive Officer, Lek 
Securities Corporation, to Jonathan G. Katz, 
Secretary, Commission, (no page numbers) (May 24, 

2004) (‘‘Reg NMS Lek letter’’); letter from Thomas 
N. McManus, Managing Director and Counsel, 
Morgan Stanley, to Jonathan G. Katz, Secretary, 
Commission, pp. 3 and 21 (August 19, 2004) (‘‘Reg 
NMS Morgan Stanley letter’’); letter from David 
Colker, Chief Executive Officer and President, NSX, 
to Jonathan G. Katz, Secretary, Commission, pp. 6–
7 (June 29, 2004) (‘‘Reg NMS NSX letter’’); Reg NMS 
Schwab letter, p. 2; Reg NMS SIA letter, pp. 3 and 
22; and Reg NMS STANY letter, p. 14. 

A range of commenters believed that the current 
level of market data fees warranted review. See 
letter from Ellen L. S. Koplow, Executive Vice 
President and General Counsel, Ameritrade, Inc., to 
Jonathan G. Katz, Secretary, Commission, Letter, 
pp. 3 and 10 (June 30, 2004) (‘‘Reg NMS Ameritrade 
letter’’); letter from James J. Angel, Ph.D., CFA, 
Associate Professor of Finance, McDonough School 
of Business, to Jonathan G. Katz, Secretary, 
Commission, Letter I, p. 5 (June 30, 2004)(‘‘Reg 
NMS Angel letter’’); Reg NMS ASA Letter, p. 2; Reg 
NMS Bloomberg Letter, pp. 2 and 8–9; letter from 
William O’Brien, Chief Operating Officer, Brut, 
LLC, to Jonathan G. Katz, Secretary, Commission, 
pp. 21–23 (July 29, 2004) (‘‘Reg NMS Brut letter’’); 
Reg NMS Citigroup Letter, p. 15; letter from W. Leo 
McBlain, Chairman, Financial Information Forum, 
and Thomas J. Jordan, Executive Director, Financial 
Information Forum, to Jonathan G. Katz, Secretary, 
Commission, p. 3 (July 9, 2004)(‘‘Reg NMS FIF 
letter’’); letter from Richard M. Whiting, Executive 
Director and General Counsel, Financial Services 
Roundtable, to Jonathan G. Katz, Secretary, 
Commission, pp. 6–7 (June 30, 2004) (‘‘Reg NMS 
FSR letter’’); Reg NMS Goldman Sachs letter, pp. 2 
and 10; letter from Ari Burstein, Associate Counsel, 
Investment Company Institute, to Jonathan G. Katz, 
Secretary, Commission, pp. 21–22 (June 30, 2004) 
(‘‘Reg NMS ICI letter’’); Reg NMS Lek letter (no page 
numbers); Reg NMS Morgan Stanley letter, pp. 3 
and 21–22; Reg NMS Nasdaq letter, pp. 4 and 24–
26; Reg NMS NSX letter, pp. 6–7; Reg NMS Schwab 
letter, p. 2; Reg NMS SIA letter, pp. 3 and 22; Reg 
NMS STANY letter, p. 14; and Reg NMS UBS letter, 
p. 10.

262 Many commenters believed that market data 
revenues should not be used to fund regulatory 
costs of the SROs. See Reg NMS Citigroup letter, pp. 
15–16; Reg NMS FIF letter, p. 3; Reg NMS Goldman 
Sachs letter, p. 11; Reg NMS Schwab letter, p. 3; 
and Reg NMS SIA letter, pp. 3 and 23.

263 Some Reg NMS commenters believed that 
market data fees are not transparent enough to 
allow a proper assessment of the appropriateness of 
fees charged because SROs’ operating costs and use 
of revenues are not revealed. See Reg NMS 
Ameritrade Letter, pp. 10–11; letter from W. Hardy 
Callcott, to Jonathan G. Katz, Secretary, 
Commission, pp. 2–3 (May 6, 2004) (‘‘Callcott 
letter’’); Reg NMS Goldman Sachs letter, p. 11; Reg 
NMS Schwab letter, p. 7; Reg NMS SIA letter, pp. 
22–23 and 25; and Reg NMS STANY letter, pp. 14–
15.

Release noted that there is little value to 
market information that is tainted by 
fraud, deception, or manipulation.252 
Moreover, the goal of producing high 
quality market data cannot be achieved 
by a poorly operated market that is 
prone to systems outages and delays.253

The Market Data Concept Release 
recognized that not all common costs 
should be funded by market data, and 
that any resulting allocation decision 
would be conceptually difficult.254 
While the Market Data Concept 
Release’s approach to evaluating the 
fees of the Networks would require 
aggregating the allocated costs of the 
contributing SROs, the Market Data 
Concept Release specifically stated that 
a distribution of the revenues need not 
follow the costs of each SRO, but could 
be based on the quality of the data 
contributed by the SRO and its 
contribution to the market data 
stream.255 The Market Data Concept 
Release also questioned whether the 
rebate of market data revenues 
demonstrated that the existing fees were 
too high.256

In reflecting on the Market Data 
Concept Release and the industry’s 
reaction to it, the Commission gained an 
understanding of the serious divisions 
in the securities industry over how best 
to regulate market data. Specifically, 
there was a sharp division on the 
fairness and reasonableness of the 
existing fee levels of market data. In 
addition, there was a split of opinion as 
to whether market information fees 
should provide funding for other SRO 
functions such as market regulation or 
should be more closely related to the 
direct cost of producing the data. Also 
significant in the comments to the 
Market Data Concept Release were 
proposals that more competition be 
introduced to the compilation and 
dissemination of market data.257

To help resolve these divisions, the 
Commission established its Advisory 

Committee on Market Information in the 
summer of 2000. In its 2001 report, 
however, the Advisory Committee 
specifically rejected the flexible cost-
based approach.258 The Advisory 
Committee report noted the consensus 
view that it was essentially a 
‘‘ratemaking’’ approach that was unwise 
and, ultimately, unworkable.259 The 
Advisory Committee recommended 
retaining price transparency and 
consolidated market information as core 
elements of the U.S. securities markets, 
while adopting a ‘‘competing 
consolidators’’ model of data 
dissemination.260 Under this model, 
vendors and market data users would 
themselves consolidate the data from 
the various markets, with each SRO 
separately providing and setting fees for 
its own data, rather than consolidating 
this data through the Networks.

In commenting on proposed 
Regulation NMS, a number of SROs said 
the current market data Networks and 
their fees were reasonable, while several 
larger markets and their adherents 
advocated the competing consolidator 
model. Many other commenters said 
that the fees they pay to obtain basic 
market data—NBBO and trades—are 
excessive, and are not reasonably 
related to the cost of producing such 
data.261 As in earlier debates, some 

commenters said that market data fees 
should be limited to covering solely the 
costs incurred to disseminate 
consolidated market data, not the costs 
incurred by the individual SROs to 
produce the data and provide it to the 
Networks.262 Other commenters said 
that a prerequisite for evaluating the 
appropriateness of funding SRO 
operations and regulatory costs from 
market data revenues was a transparent 
accounting of the revenues received for 
market data and the expenses incurred 
in operating and regulating the SRO’s 
market.263

As noted above, to provide greater 
transparency of SRO revenues and 
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264 See supra note 99.

265 For example, the NASD operates both the 
Central Registration Depository (‘‘CRD’’) System for 
registered representative registration and the 
Investment Advisor Registration Depository 
(‘‘IARD’’) system. In addition, certain SROs earn 
fees from the administration of the consolidated 
data networks.

266 For example, Nasdaq receives licensing fees 
from regional exchanges that report trades in 
Nasdaq–100 Index Tracking Stock. Nasdaq, 2003 
Annual Report 43 (2004).

267 Market Data Concept Release at 70625.
268 Data compiled from SRO 2003 Annual 

Reports. Note that the NYSE 1998 Consolidated 
Statement of Revenue did not account for ‘‘Data 
Processing Fee’’ revenue. Due to an intervening 
change in accounting procedures, the NYSE 2003 
Consolidated Statement of Revenue includes this 
item. To provide a more accurate comparison 
between the 1998 and 2003 percentages, ‘‘Data Fee 

Processing’’ revenue was not included in total SRO 
revenue for the purpose of calculating the 
percentage of total SRO revenue represented by 
miscellaneous fee revenue. Based on SRO 2003 
Annual Report Consolidated Statements of Income 
certain items were allocated to miscellaneous fees 
with respect to the NYSE (‘‘Facility and 
Equipment’’ and ‘‘Investment Income’’), the BSE 
(‘‘Interest’’ and ‘‘Other’’), the Phlx (‘‘Clearing and 
settlement,’’ ‘‘Dividend and Interest,’’ and ‘‘Other’’), 
the NASD (including Amex and Nasdaq 
consolidated statements of income) (‘‘Dispute 
Resolution Fees’’ and ‘‘Other Revenue’’), the PCX 
(‘‘Archipelago Revenue: Original Consideration 
Amortization,’’ ‘‘Communications,’’ and ‘‘Other’’), 
the CHX (‘‘Interest’’ and ‘‘Other’’), and the CBOE 
(‘‘Interest’’ and ‘‘Other’’).

269 E.g., the Amex’s affiliation with the NASD and 
Arca’s affiliation with the PCX.

expenses, the Commission is proposing 
in the SRO Governance and 
Transparency Proposal to require SROs 
to file with the Commission public 
reports detailing their sources of 
revenues and their uses of these 
revenues, specifically including their 
costs of regulation.264 These reports 
could provide observers greater ability 
to evaluate the role of market data 
revenues in financing an SRO, and to 
compare these revenues to the expenses 
of operating and regulating their market. 
This information also could empower 
users to respond to market data fee 
changes on a more informed basis.

Thus, given the concerns raised in 
response to proposed Reg NMS 
regarding market data fees and because 
these issues are related to 
considerations of overall SRO funding 
and regulatory operations, the 
Commission is seeking comment on a 
number of issues. 

Question 23: Should market data 
revenue be used to cross subsidize SRO 
regulatory operations?

Question 24: Are current market data 
fees significantly limiting access of 
market participants, investors, or other 
users to data? Why are certain market 
data fees more problematic than others, 
such as those associated with SRO data 
products that are not part of the 
consolidated quote stream? If so, which 
fees and why? 

Question 25: Should the Commission 
reconsider the flexible, cost-based 
approach? 

Question 26: Should the Commission 
consider a narrow cost-based approach 
that takes into account only limited 
costs, such as consolidation costs? 

Question 27: On a conceptual basis, 
what should be included in the cost of 
generating market data? 

Question 28: Are there other, better 
cost-based approaches? What are their 
potential benefits and drawbacks? 

Question 29: Should the Commission 
require a more detailed explanation of 
how SROs spend the revenue generated 
from market data fees? Would the 
requirements proposed in the SRO 
Governance and Transparency Proposal 
that SROs detail their sources and uses 
of revenues add sufficient transparency 
in this area, or should more detailed 
reporting be mandated? 

Question 30: If the Commission were 
to implement a revised approach to 
market data fees that substantially 
reduced this element of SRO funding, 
would SROs be able to raise the level of 
other revenue sources to remain 
adequately funded to comply with their 
statutory obligations? 

Question 31: What SRO fees or other 
charges presently are under priced? 
What SRO fees or charges are over 
priced? On balance, are SROs over 
funded or under funded? What would 
be the impact on smaller SRO members 
of funding regulatory costs exclusively 
through regulatory fees? 

Question 32: If market data fees were 
substantially reduced and SROs were 
unable to replace these revenues from 
other sources, would SROs be able to 
adequately fund their regulatory 
operations? If an SRO’s funding were to 
become insufficient because of such a 
decline in revenue, should that SRO 
lose its status as a registered SRO? 

Question 33: If market data fees were 
substantially reduced, would this 
exacerbate the conflicts inherent in the 
SRO system—in particular, the 
incentive to fund business functions at 
the expense of regulation? 

Question 34: To what extent would 
the enhancements proposed in the SRO 
Governance and Transparency Proposal 
mitigate these concerns about inherent 
conflicts? Are there other measures that 
could mitigate these conflicts? 

Question 35: Should the Commission 
require that all SRO fees and charges be 
closely related to the cost of the SRO 
providing the service in question? What 
would be the benefits and risks of doing 
so? 

e. Miscellaneous Fees 

In addition to regulatory fees, 
transaction fees, listing fees, and market 
data fees, SROs receive revenue from a 
variety of miscellaneous sources as well. 
For instance, SROs charge fees for 
administering joint industry plans and 
market systems.265 SROs also derive 
funding from product licensing,266 
investment gains, and fines. In 1998, 
these types of miscellaneous SRO fees 
accounted for 8% of SRO revenue,267 
while, in 2003, 12% of SRO revenue 
was associated with these miscellaneous 
fees.268 This relatively significant 

increase (a 50% increase compared with 
the 1998 percentage for miscellaneous 
fees) may have been caused by an 
increase in certain SRO sources of 
revenue, such as derivative product 
licensing fees, and by the intervening 
establishment of SRO relationships with 
other markets.269

The Commission specifically seeks 
public comment on the following 
question related to SRO miscellaneous 
fees: 

Question 36: In light of the recent 
growth in SRO revenue that is derived 
from miscellaneous fees, how important 
are these fees to SRO funding generally 
and will this growth trend continue? If 
so, how does this revenue pose conflicts 
with respect to the SRO regulatory 
function? How should these conflicts be 
addressed? How does it relate, if at all, 
to the SROs’ fulfilling their statutory 
obligations? 

V. Alternative Regulatory Approaches 

In order to focus consideration of the 
strengths and weaknesses of the SRO 
system, the following section discusses 
a variety of enhancements and 
alternative approaches, which would 
require either Commission or 
Congressional action to achieve. 
Specifically, this section will examine: 
(1) Proposed enhancements to the 
current SRO system; (2) implementing 
an independent regulatory and market 
corporate subsidiary model; (3) 
implementing a hybrid model; (4) 
implementing a competing hybrid 
model; (5) implementing a universal 
industry self-regulator model; (6) 
implementing a universal non-industry 
regulator model; and (7) establishing 
direct Commission regulation of the 
securities industry. The discussion of 
each alternative examines how 
effectively it would manage the current 
SRO system’s inherent limitations. 

It is important to note that this 
discussion does not attempt to provide 
an exhaustive list of every potential 
option and alternative approach that 
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270 See supra note 99.
271 Id.
272 Id.
273 Id.

274 See Exchange Act Release Nos. 48946 
(December 17, 2003), 68 FR 74678; 48764 
(November 7, 2003), 68 FR 64380 (November 13, 
2003) (regarding NYSE governance and regulatory 
function amendments).

could be considered. The purpose of 
this section is to provide a discussion of 
what appear to be some of the more 
promising alternatives. Public comment 
sought, however, is not limited to the 
options and alternative approaches 
described herein. In addition, while this 
section attempts to detail the strengths 
and weaknesses of the various options 
and alternative approaches, it should be 
noted that such a discussion is 
inherently speculative. The full range of 
strengths and weaknesses of any given 
option or alternative approach would 
likely not be known until that approach 
were fully implemented.

A. Proposed Enhancements to the 
Current SRO System 

The current SRO system has provided 
essential regulation of markets and 
members for over seven decades. 
Nonetheless, this system has inherent 
limitations that should be considered. 
This section discusses possible 
enhancements to the status quo that 
could be implemented to address these 
SRO limitations. 

1. SRO Governance and Transparency 
Rulemaking 

The Commission today is proposing 
an SRO Governance and Transparency 
Proposal.270 If adopted, the proposed 
rulemaking would strengthen SRO 
governance, enhance SRO disclosure 
and reporting requirements, and address 
various issues that have arisen with 
respect to shareholder-owned SROs.271 
The proposed governance standards 
would require SROs that are national 
securities exchanges and registered 
securities associations to have a 
majority independent board and fully 
independent Nominations, Governance, 
Audit, Compensation, and Regulatory 
Oversight Committees (or their 
equivalent).272 SROs also would be 
required to effectively separate their 
regulatory function from their market 
operations and other commercial 
interests.273

With respect to the regulatory 
function, each SRO would be required 
to establish standards to assure the 
independence of its regulatory program. 
At a minimum, the regulatory function 
of an SRO would be required to be 
overseen by a Chief Regulatory Officer 
who reports to, and is evaluated by, an 
independent Regulatory Oversight 
Committee. Moreover, SROs would be 
required to provide the Commission 
with specified information concerning 

their regulatory programs on a regular 
basis. As part of this proposal, each SRO 
would be required to prepare for the 
Commission annual and quarterly 
regulatory reports that would give 
details regarding key aspects of the 
SRO’s regulatory program. As part of the 
annual report, each SRO also would be 
required to disclose employment 
arrangements with its Chief Regulatory 
Officer and other key regulatory 
personnel. The filing of this regulatory 
program information is intended to 
bolster the Commission’s SRO 
inspections program and thus would be 
kept confidential to the extent permitted 
by law. 

In addition to filing quarterly and 
annual reports about their regulatory 
programs, each SRO would be required 
to disclose publicly information about 
its regulatory program and provide 
greater disclosure regarding revenues 
and expenses and staffing of its 
regulatory program. Finally, the SRO 
Governance and Transparency Proposal 
proposes ownership and voting 
concentration limits on members that 
are broker-dealers to mitigate the 
conflict of interest that would arise if a 
broker-dealer were to control a 
significant interest in its regulator or if 
a member could exercise too much 
control over the operations of the SRO. 

If the proposed SRO Governance and 
Transparency Proposal is adopted, a 
number of benefits could be gained. 
Regulatory conflicts with members, 
market operations, issuers, and 
shareholders could be reduced. The 
strict reporting lines of the Chief 
Regulatory Officer reporting to an 
independent board committee could 
reduce the SRO regulation conflicts. In 
addition, the wholly independent 
Regulatory Oversight Committee’s sole 
responsibility for budgeting decisions 
with respect to regulatory operations 
could help insulate the budgeting 
process from business pressures. 

While the Governance and 
Transparency Proposal could help 
manage a variety of the traditional SRO 
limitations, it would not eliminate 
them. For instance, conflicts could 
persist in spite of the majority 
independent board because of the 
influence of representatives of large 
members serving on the board, 
particularly if intermarket competition 
pressures continue to increase. In 
addition, the fact that the independent 
directors would necessarily rely on the 
expertise of the industry directors to 
some degree could undermine some of 
the structural protections put in place. 
Moreover, the independent directors’ 
own imperceptible institutional biases 

could compromise some of the 
structural protections. 

Concerns regarding unequal 
regulation and unequal regulatory 
funding across markets would persist 
under the SRO Governance and 
Transparency Proposal. This would be 
true even if each SRO’s Regulatory 
Oversight Committee were to make 
regulatory budgeting decisions 
irrespective of business or other 
pressures. These committees would not 
all necessarily allocate regulatory 
funding in the same fashion in the 
different SROs; thus, regulatory 
inequalities could still exist. The 
concerns regarding conflicting SRO 
rules, conflicting SRO rule 
interpretations, conflicting SRO 
inspection regimes, and redundant 
regulatory staff and infrastructure across 
markets would remain under this 
proposal. Finally, the proposal also does 
not address potential intermarket 
trading surveillance issues. 

The Commission specifically seeks 
public comment on the following 
questions related to the SRO 
Governance and Transparency Proposal: 

Question 37: To what extent would 
the changes proposed in the SRO 
Governance and Transparency Proposal 
effectively manage inherent SRO 
limitations related to conflicts, funding, 
redundancies, and intermarket 
surveillance? 

Question 38: To what extent would 
the changes proposed in the SRO 
Governance and Transparency Proposal 
continue to provide the benefits of the 
current SRO system (e.g., largely self-
funded system with market specific 
expertise of SRO regulatory staff 
enhancing rule promulgation and 
enforcement)? 

Question 39: If adopted, would the 
SRO Governance and Transparency 
Proposal enable the Commission, 
investors, and market participants to 
perceive when a particular SRO was 
insufficiently funding its regulatory 
function? If so, could this lead the SROs 
to develop and follow voluntary 
guidelines or standards with respect to 
regulatory spending levels? 

Question 40: Would the changes 
proposed in the SRO Governance and 
Transparency Proposal more effectively 
manage inherent SRO limitations 
compared to the NYSE’s recent 
corporate and regulatory function 
restructuring? 274
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275 See 21(a) Administrative Order and 21(a) 
Report.

276 See 21(a) Report at 50–55.

2. Intermarket Surveillance 
Enhancements 

Another incremental improvement to 
the current system could be the 
enhancement of the Commission’s and 
the SROs’ ability to regulate intermarket 
trading activity. As discussed at length 
above, several equity markets have 
developed individual order audit trails, 
the options markets have developed 
COATS to assist in the surveillance of 
order flow in the options markets, and 
the ISG has developed a clearing level 
order audit trail. Full implementation of 
a more robust intermarket order audit 
trail for both the options and equity 
markets could enhance the surveillance 
of intermarket order flow. It would not 
by itself, however, manage any of the 
other inherent SRO limitations, 
including conflicts, regulatory 
redundancies, and funding problems. In 
addition, even with a consolidated order 
audit trail, the Commission would have 
to be vigilant in determining whether 
the SROs used it to enhance 
surveillance and regulation of 
intermarket trading. 

The Commission specifically seeks 
public comment on the following 
questions related to intermarket 
surveillance enhancements: 

Question 41: To what extent would 
the establishment of a more robust 
intermarket surveillance regime more 
effectively manage inherent SRO 
limitations related to conflicts, funding, 
redundancies, and intermarket 
surveillance? 

Question 42: To what extent would 
enhancing intermarket surveillance 
continue to provide the benefits of the 
current SRO system (e.g., largely self-
funded system with market specific 
expertise of SRO regulatory staff 
enhancing rule promulgation and 
enforcement)? 

Question 43: To what extent is 
COATS serving as an effective tool for 
enhancing intermarket surveillance? 

Question 44: To what extent should 
COATS be used as a template for the 
establishment of a consolidated order 
audit trail for the equity markets? 

Question 45: To what extent are SROs 
effectively using intermarket order audit 
trail data to enhance surveillance?

Question 46: What are examples of 
illicit intermarket trading activity that 
can be engaged in undetected by 
regulators? 

B. Independent Regulatory and Market 
Corporate Subsidiaries 

Another approach would be to 
increase SRO regulatory independence 
through mandated SRO internal 
restructuring. One option would be to 

require that all SROs create independent 
subsidiaries for regulatory and market 
operations. This model could resemble 
the NASD corporate structure that was 
devised in the wake of the joint 
Department of Justice and SEC 
investigation into OTC market maker 
pricing collusion that resulted in a 
Commission enforcement action.275 
Among the most important NASD 
Undertaking resulting from the 
settlement was a corporate restructuring 
of the NASD and the establishment of 
an independent regulatory corporate 
subsidiary, NASD Regulation, Inc. 
(‘‘NASDR’’).276

Under this model, regulatory staff of 
each SRO would be placed within an 
independent regulatory subsidiary, 
which would report directly to the 
corporate parent’s board. Substantially 
all regulatory operations would be 
housed in the regulatory subsidiary, 
including examination, rulemaking, and 
enforcement responsibilities. All market 
operations responsibilities would be 
placed within an independent market 
subsidiary. 

This model would provide a more 
clear organizational separation than 
most SROs currently exhibit. It would 
help strengthen an independent attitude 
in the regulatory subsidiary, which 
could address conflicts with members, 
market operations, issuers, and 
shareholders. This approach might 
establish even more clearly defined 
divisions between the regulator and the 
market functions than the proposed 
SRO Governance and Transparency 
Proposal. While the SRO Governance 
and Transparency Proposal relies on 
corporate reporting lines to insulate the 
regulator function, this model would 
house the regulator and market in 
distinct corporate subsidiaries that 
would be governed by separate boards. 

As with making incremental changes 
to the current system, however, this 
model would not alleviate all SRO 
limitations. A primary purpose of the 
regulatory subsidiary would be 
supervising the competitive market 
subsidiary. Thus, the independent 
regulatory subsidiary would still be a 
component of a larger competitive 
enterprise and subject to business 
pressure on some level. With respect to 
regulatory funding, the influence of 
major members, issuers, and 
shareholders, and increased intermarket 
competitive pressure could still have a 
detrimental impact on the regulatory 
budgeting process. Even though an 
independent board committee would be 

responsible for budgeting decisions, 
there would still be reliance on major 
members and the market operation for 
funding. As with the approaches already 
described, the self-funding of regulatory 
operations by each SRO would cause a 
continued degree of unequal funding 
and unequal regulation across markets. 
Moreover, conflicting SRO rules, 
conflicting SRO rule interpretations, 
conflicting SRO inspection regimes, 
redundant SRO regulatory staff and 
redundant regulatory infrastructures 
across markets would remain. This 
approach also could reduce market 
specific knowledge on the part of 
regulatory staff by removing it on a 
corporate level from market operations. 
In addition, the intermarket trading 
surveillance issues in the system would 
persist. 

The Commission specifically seeks 
public comment on the following 
questions related to the separate market 
and regulatory subsidiary SRO structure 
model: 

Question 47: To what extent would 
the implementation of the separate 
market and regulatory subsidiary SRO 
structure model effectively manage 
inherent SRO limitations related to 
conflicts, funding, redundancies, and 
intermarket surveillance? 

Question 48: To what extent would 
the separate market and regulatory 
subsidiary SRO structure model 
continue to provide the benefits of the 
current SRO system (e.g., largely self-
funded system with market specific 
expertise of SRO regulatory staff 
enhancing rule promulgation and 
enforcement)? 

Question 49: To what extent is the 
separate market and regulatory 
subsidiary SRO structure model 
effective in managing inherent SRO 
limitations specifically with respect to 
the NASD? 

C. Hybrid Model 
Another option, which would require 

significant system restructuring, would 
be the Commission’s designation of a 
market neutral single self-regulatory 
organization (‘‘Single Member SRO’’) to 
regulate all SRO members with respect 
to membership rules, including rules 
governing members’ financial condition, 
margin practice, handling of customer 
accounts, registered representative 
registration, branch office supervision, 
and sale practices. The Single Member 
SRO would be solely responsible for 
promulgating membership rules, 
inspecting members for compliance 
with ‘‘member’’ rules, and taking 
enforcement action against those 
members that fail to comply. Each SRO 
that operates a market (‘‘Market SRO’’) 
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would be solely responsible for its own 
market operations and market 
regulation.

This approach would have a variety of 
sub-options with respect to the Market 
SROs’ role in surveillance of the market 
and enforcement of ‘‘market’’ rules. For 
instance, the Market SROs could 
maintain all of the functions that SROs 
currently carry out with respect to their 
market operations, including 
promulgating market rules, conducting 
market surveillance, and taking 
enforcement action with respect to 
violations of market rules. Alternatively, 
the Market SROs could be responsible 
for promulgating rules and conducting 
surveillance, but enforcement actions 
could be referred to the Single Member 
SRO. Another option would limit the 
Market SROs’ responsibility to market 
rule promulgation and the Single 
Member SRO would be responsible for 
all other market surveillance and 
enforcement functions. 

As with the approaches already 
discussed, this Hybrid model could 
improve upon the current system in a 
variety of respects. For instance, 
because the Single Member SRO would 
not be affiliated with a particular 
market, inherent conflicts that exist 
between the regulatory function and 
market operation of an SRO would be 
reduced. It would also eliminate 
duplicative regulation with respect to 
membership rules. This approach could 
result in beneficial synergies by the 
centralization of membership 
regulation, while maintaining the value 
of having market regulatory staff 
embedded within the Market SROs. The 
Single Member SRO would also 
potentially serve as a more effective 
liaison with the SEC, Congress, and 
international entities on behalf of the 
industry because it would be a single, 
market neutral voice. Depending on the 
extent to which the Single Member SRO 
was delegated responsibility under this 
approach for intermarket surveillance, 
cross-market surveillance could be 
simplified and enhanced. 

As with other models, this approach 
has limitations. For example, this 
approach could reduce self-regulatory 
knowledge of business practices by 
removing the Single Member SRO from 
market operations. In addition, this 
model would raise a ‘‘boundary issue’’ 
between member and market rules, in 
that every SRO rule would have to be 
characterized as either a ‘‘member’’ or 
‘‘market’’ rule. Some rules, such as 
those related to member capital 
requirements, would likely be 
categorized as member rules, because 
they are unrelated to direct trading 
activity and deal with requirements 

imposed on members in support of 
trading operations. In contrast, certain 
rules, such as those related to the 
priority of orders on a market’s trading 
floor or system, would clearly be 
characterized as trading rules. A variety 
of other rules, however, such as those 
related to front running or margin 
requirements, could be categorized as 
either ‘‘market’’ or ‘‘member’’ rules 
because they embody elements of both 
types of rules. 

While this Single Member SRO 
approach could reduce certain conflicts, 
it would not resolve the conflicts arising 
from member funding, and control, and 
from reliance on industry members for 
business experience. Also, conflicts 
would persist unabated in the Market 
SROs. As noted above, sub-issues with 
respect to the duties of the Market SROs 
would have to be determined and the 
extent of this conflict would depend on 
the extent of the Market SRO’s 
regulatory responsibility. For instance, 
the Market SRO’s role in market rule 
promulgation, market surveillance, and 
market rule enforcement would have to 
be determined. 

The concerns about unequal funding 
and unequal regulation of members 
would be substantially reduced. 
Specifically, unequal funding and 
unequal regulation with respect to 
member regulation would be eliminated 
because only one Single Member SRO 
would exist. However, other funding 
issues could arise. Either the Single 
Member SRO would be required to 
depend solely on regulatory fees for 
funding or the Market SROs would have 
to contribute to the Single Member SRO 
from listing, market data, and market 
operation revenues. Determining the 
absolute and relative amounts of these 
contributions would raise difficult 
issues. Specifically, an allocation 
formula would have to be devised for 
determining the relative amount that 
each Market SRO owed annually for 
funding the Single Member SRO. The 
formula could be weighted based on a 
host of complex and potentially 
subjective factors, including trading 
volume, average member size, number 
of members, type of security traded on 
the market, and type of business (e.g., 
agency or proprietary) engaged in by the 
SROs’ members. The concern about 
unequal funding and unequal regulation 
would also persist with respect to the 
Market SROs. Although, inconsistent 
member rules, staff, and infrastructure 
would be eliminated, inconsistent 
market rules, staff, and infrastructure 
would remain. 

The Commission specifically seeks 
public comment on the following 

questions related to the Hybrid SRO 
structure model: 

Question 50: To what extent would 
the implementation of the Hybrid model 
more effectively manage inherent SRO 
limitations related to conflicts, funding, 
redundancies, and intermarket 
surveillance? 

Question 51: To what extent would 
the Hybrid model continue to provide 
the benefits of the current SRO system 
(e.g., largely self-funded system with 
market specific expertise of SRO 
regulatory staff enhancing rule 
promulgation and enforcement)? 

Question 52: How would the Single 
Member SRO be funded under the 
Hybrid approach?

Question 53: To what extent would 
the boundary issue with respect to 
‘‘member’’ and ‘‘market’’ rules be a 
concern in implementing the Hybrid 
approach? Which types of rules would 
be subject to the ‘‘boundary’’ problem 
(i.e., which types of rules could be 
categorized either as ‘‘market’’ or 
‘‘member’’ rules)? How should these 
‘‘boundary’’ issue rules be categorized 
and why? 

Question 54: In establishing itself, 
should the Single Member SRO draw 
personnel, facilities, or other assets from 
the existing SROs? If so, would the 
Market SROs from which personnel, 
facilities, or assets were drawn be able 
to replace those resources? Would there 
be any conflicts of interest with respect 
to Single Member SRO personnel 
allegiance to their former Market SROs? 

Question 55: To what extent should 
the Market SROs or the Single Member 
SRO under the Hybrid approach be 
responsible for market rule 
promulgation, market surveillance, and 
enforcement of market rules? 

D. Competing Hybrid Model 
Another approach involving a 

significant departure from the current 
system would be a derivative of the 
Hybrid approach. Under this approach, 
Market SROs would exist as in the pure 
Hybrid approach and market regulation 
would be conducted separately from 
member regulation. Rather than one 
Single Member SRO, however, this 
approach would permit the existence of 
multiple competing member SROs 
(‘‘Competing Member SROs’’), which 
would be required to be registered with 
the Commission and, thereby, 
authorized to provide member 
regulatory services. Under this 
approach, each Market SRO member 
would also have to be a member of one 
of the Competing Member SROs. A 
Competing Member SRO would charge 
its members a regulatory fee. Because of 
the potential disparity in bargaining 
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277 15 U.S.C. 78k–1.

power between the Competing Member 
SROs and individual brokerage firms, 
this regulatory fee would likely need to 
be subject to appropriate oversight, 
including Commission approval. The 
Competing Member SROs would be 
responsible for promulgating the range 
of member rules described in the Hybrid 
discussion, inspecting members for 
compliance with member rules, and 
taking enforcement action against those 
members that fail to comply. Under this 
approach, as with the pure Hybrid 
approach, Market SROs would retain 
their market regulatory responsibilities. 

Under this approach, members of 
Competing Member SROs would have 
the right to periodically switch 
Competing Member SROs. A limit on 
the frequency with which members 
could switch between Competing 
Member SROs would likely need to be 
imposed for a variety of reasons. For 
instance, members could conceivably 
avoid being effectively regulated by 
switching between Competing Member 
SROs whenever regulatory action 
loomed. Further, Competing Member 
SROs may not vigorously regulate 
important members that are able to 
switch to another Competing Member 
SRO, if the members believe they can 
receive more lenient regulation from a 
different Competing Member SRO. In 
addition, longer Competing Member 
SRO experience with a particular 
member would likely result in increased 
institutional knowledge and potentially 
more effective regulation. 

As with the pure Hybrid model, this 
approach would have a variety of sub-
issues to be resolved with respect to the 
Market SROs’ role in promulgating 
market rules, conducting surveillance of 
the market, and enforcement of market 
rules. For instance, the Market SROs 
could maintain all of the functions that 
SROs currently carry out with respect to 
their market operations. Alternatively, 
the Market SROs could be responsible 
for promulgating market rules and 
conducting market surveillance, but 
enforcement actions could be referred to 
the Competing Member SRO of the 
offending Market SRO member. Another 
option would be the Market SROs being 
responsible solely for market rule 
promulgation and the Competing 
Member SROs being responsible for all 
other market surveillance and 
enforcement functions. This approach 
would also require considering whether 
Competing Member SROs should be 
required to have uniform membership 
rules to ensure uniformity of rules 
governing the membership of each 
market and to limit the potential for 
regulatory arbitrage. In addition, 
difficult issues would have to be 

addressed with respect to the criteria for 
a Commission determination as to 
whether a Competing Member SRO was 
‘‘authorized’’ to provide member 
regulation. 

This model carries with it a variety of 
benefits. For example, as with the pure 
Hybrid model, if uniform membership 
rules were required, this approach could 
significantly reduce conflicts and 
inconsistent application and 
enforcement with respect to 
membership rules. In addition, it would 
concentrate membership regulatory 
expertise in a small number of entities, 
while continuing to foster market 
specific expertise in the regulatory staff 
embedded in Market SROs. As with the 
Hybrid model, the Competing Member 
SROs could be more effective liaisons 
with the SEC, Congress, and 
international entities on behalf of the 
industry. 

This approach would be a 
compromise between the Single 
Member SRO approach and the current 
system of numerous redundant SRO 
member regulators. Moreover, this 
approach would not require the 
potential elimination of one of the 
existing primary member regulators in 
favor of another. Depending on the 
extent to which the Competing Member 
SROs are delegated responsibility for 
inter-market surveillance (and if 
ultimately a limited number of these 
Competing Member SROs are 
registered), cross-market surveillance 
could be simplified and enhanced. 
Finally, this model might succeed in 
centralizing member regulation to a 
much greater extent than under the 
current system, but at the same time 
foster competitive discipline by 
allowing Competing Member SROs to 
compete with each other. 

As with the approaches already 
discussed, this model has significant 
drawbacks. For instance, and as 
discussed above, it would require the 
same difficult ‘‘boundary issue’’ 
determinations between ‘‘market’’ and 
‘‘member’’ rules to be made as would be 
made under the Hybrid approach. As 
with the pure Hybrid approach, this 
model could reduce self-regulatory 
experience by separating self-regulatory 
member staff from market operations. 
Moreover, conflicts with members, 
market operations, issuers, and 
shareholders would remain unabated in 
the Market SROs. 

Competition could result in an effort 
by the Competing Member SROs to 
reduce their fees to attract and keep 
members and the Commission would 
ultimately continue to be responsible for 
determining whether funding remained 
adequate. This model could reduce 

conflicting member rules, but would 
only eliminate these conflicting rules if 
the Competing Member SROs adopted a 
uniform set of member rules. In 
addition, conflicting market rules across 
Market SROs would still exist. Ideally, 
under this approach, competitive forces 
would discipline the Competing 
Member SROs and discourage them 
from becoming unresponsive. 

As noted above, a significant issue 
with the Competing Member SRO model 
would be the ability of an SRO to 
discipline members if the members 
could then choose another regulator. 
This could be addressed by limitations 
on the ability of members to make 
changes or a charge for switching from 
one regulator to another, but such 
barriers might tend to diminish the 
benefits of competition. 

Finally, if the NASD should be one of 
the Competing Member SROs, its 
specific role in overseeing the OTC 
market and its operation of the ADF, in 
particular, would also require further 
analysis under this model. While the 
NASD, as a registered national securities 
association under Exchange Act Section 
15A,277 is responsible for overseeing 
OTC broker-dealer activity, many of its 
rules related to member use of the ADF 
could be characterized as market rules 
(e.g., NASD Rule 4300A regarding direct 
and indirect electronic access to best 
bids and offers posted in the ADF).

The Commission specifically seeks 
public comment on the following 
questions related to the Competing 
Hybrid SRO structure model: 

Question 56: To what extent would 
the implementation of the Competing 
Hybrid SRO structure model effectively 
manage inherent SRO limitations 
related to conflicts, funding, 
redundancies, and intermarket 
surveillance? 

Question 57: To what extent would 
the Competing Hybrid SRO structure 
model continue to provide the benefits 
of the current SRO system (e.g., largely 
self-funded system with market specific 
expertise of SRO regulatory staff 
enhancing rule promulgation and 
enforcement)? 

Question 58: What should the criteria 
be upon which Competing Member 
SROs would be registered under the 
Competing Hybrid approach? 

Question 59: What would be the ideal 
number of Competing Member SROs 
under the Competing Hybrid approach?

Question 60: What limitations, if any, 
should be placed on members’ ability to 
change Competing Member SROs? 
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278 See Exchange Act Sections 6 and 15A, 15 
U.S.C. 78f and 78k–1. It is conceivable that this 
approach could be achieved by the SROs engaging 
in an omnibus market and member regulatory 
agreement pursuant to Exchange Act Rule 17d–2, 17 
CFR 240,17d–2. However, this approach would 
require significant restructuring of the existing 
SROs.

279 Pub. L. 107–204, 116 Stat. 745 (2002).
280 Prior to the establishment of the PCAOB, the 

American Institute of Certified Public Accountants 
(‘‘AICPA’’) established and interpreted Generally 
Accepted Auditing Standards (‘‘GAAS’’). The 
AICPA is a private, professional organization 
composed of certified public accountants (‘‘CPAs’’). 
The Public Oversight Board (‘‘POB’’), created by the 

Question 61: Should the Competing 
Member SROs be required to adopt a 
uniform set of member rules? 

E. Universal Industry Self-Regulator 
Another model, which would require 

significant restructuring, would be the 
establishment of a universal industry 
self-regulator (‘‘Universal Industry Self-
Regulator’’). Under this model, one 
industry self-regulatory organization 
would be responsible for all market and 
member rules for all members and all 
markets. The current SROs’ self-
regulatory authority would be 
transferred to the Universal Industry 
Self-Regulator, including member and 
market rulemaking, member and market 
surveillance, and member and market 
rule enforcement. This approach likely 
would require legislation or significant 
restructuring of the current SROs.278 
Under this approach, all member firms 
would be registered directly with the 
Universal Industry Self-Regulator and 
all markets would be non-SROs 
registered with the Universal Industry 
Self-Regulator similar to how ATSs are 
currently registered with SROs. Under 
this approach, the markets’ self-
regulatory authority would be 
eliminated.

This model could resolve weaknesses 
of prior alternatives in a variety of ways. 
For instance, and as discussed above, it 
would erase the ‘‘boundary’’ issues 
between market and member rules 
associated with the Hybrid and 
Competing Hybrid Models because one 
entity would be responsible for all 
‘‘market’’ and ‘‘member’’ rules. This 
model would establish a level playing 
field among competing markets in that 
they would all be subject to the same 
uniform standards of a single SRO. The 
Universal Industry Self-Regulator would 
benefit from a broader knowledge of 
regulated entities and markets because it 
would be responsible for all member 
and market regulation. Because one SRO 
would exist that would not be subject to 
inter-market competition, conflicts with 
market operations, issuers, and 
shareholders would be almost entirely 
eliminated as would regulatory 
redundancies. 

Moreover, this approach would 
address the arguments that unequal 
funding of regulatory operations and 
unequal allocation of costs for 
regulation across the markets cause 

market distortions. Specifically, the 
existence of one SRO would prevent 
unequal regulation in the sense that 
only one entity would be responsible for 
the regulation across all markets. 
Because one SRO would be in 
possession of all regulatory data (rather 
than it being held by disparate SROs), 
this model would also facilitate the 
development of a consolidated order 
audit trail for intermarket trading and 
better enable the regulation of 
intermarket trading. Because of the 
central role the Universal Industry Self-
Regulator would play in the U.S. 
securities markets, demutualization of 
the entity would likely be prohibited. 
Thus, the primary concern of the profit 
motive of a shareholder owned market 
detracting from proper self-regulation 
could be eliminated under this 
approach as well. 

As with other models discussed, this 
approach has limitations. The Universal 
Industry Self-Regulator would be 
precluded from being a market specific 
regulator and as such would likely lack 
market specific expertise. In addition, 
member conflicts would still remain 
under this approach in that the 
Universal Industry Self-Regulator would 
still rely on members for funding. As 
discussed above, this conflict would be 
further complicated if the Universal 
Industry Self-Regulator became 
particularly dependent on certain large 
members for the disproportionately 
large amount of funding that they 
provide the SRO in regulatory fees. This 
universal approach would still require 
separate market rules to account for 
different market structures and types of 
securities traded. For instance, the 
market operation of an options exchange 
has markedly different trading rules 
than an equity exchange. There would 
also be the potential under this model 
for the functions of the Universal 
Industry Self-Regulator and the SEC to 
overlap with one another. Moreover, the 
potential for the Universal Industry Self-
Regulator to become unresponsive to 
industry developments would greatly 
increase because of its size, scope, and 
lack of competition. Finally, 
implementing this model would 
effectively result in the elimination of 
the existing SROs’ role and, thus, could 
be met with significant resistance. 

The Commission specifically seeks 
public comment on the following 
questions related to the universal 
industry self-regulator SRO structure 
model: 

Question 62: To what extent would 
the implementation of the Universal 
Industry Self-Regulator model 
effectively manage inherent SRO 
limitations related to conflicts, funding, 

redundancies, and intermarket 
surveillance? 

Question 63: To what extent would 
the Universal Industry Self-Regulator 
model continue to provide the benefits 
of the current SRO system (e.g., largely 
self-funded system with market specific 
expertise of SRO regulatory staff 
enhancing rule promulgation and 
enforcement)?

Question 64: Would the NASD’s role 
as the regulator of the OTC market be 
completely occupied by the Universal 
Industry Self-Regulator or would there 
be a continuing need for the NASD’s 
existence? 

Question 65: To what extent would 
the Universal Industry Self-Regulator 
compete or conflict with the 
Commission? 

F. Universal Non-Industry Regulator 

Another approach, which would also 
require significant industry reshaping, 
would be the establishment of a 
universal non-industry regulator 
(‘‘Universal Non-Industry Regulator’’). 
Under this approach, one non-industry 
entity would be designated to be 
responsible for all markets and member 
regulation for all members and all 
markets. As with the Universal Industry 
Self-Regulator, this model would 
require all member firms to be registered 
with the Universal Non-Industry 
Regulator. All markets would be 
registered with the Universal Non-
Industry Regulator similar to how ATSs 
are currently registered with SROs and 
would not have any self-regulatory 
authority. The Universal Non-Industry 
Regulator would be solely responsible 
for promulgating member and market 
rules, inspecting for compliance with 
member and market rules, and taking 
enforcement action with respect to 
member and market rules. 

While not exactly analogous, this 
model could resemble the regulatory 
regime recently adopted for audits of 
public companies. Specifically, the 
Public Company Accounting Oversight 
Board (‘‘PCAOB’’) was established, 
pursuant to the Sarbanes-Oxley Act,279 
as an independent, non-profit 
corporation, to oversee the audits of 
public companies that are subject to the 
securities laws, and related matters, in 
light of significant failings in self-
regulatory oversight of the accounting 
profession.280 If this approach were to 
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AICPA, administered peer reviews of CPAs to 
assess whether CPAs’ auditing practices were in 
conformity with GAAS. Jerry W. Markham, 
Accountants Make Miserable Policemen: Rethinking 
the Federal Securities Laws, 28 N.C.J. Int’l L. & 
Com. Reg. 725, 764–80 (2003). In addition, the 
Financial Accounting Standards Board (‘‘FASB’’) 
promulgated Generally Accepted Accounting 
Principles (‘‘GAAP’’). 

The PCAOB was given broad authority, including 
the power: (1) to register public accounting firms; 
(2) to set rules covering auditing, ethics, quality 
control and independence standards; (3) to inspect 
the auditing operations of registered public 
accounting firms; (4) to investigate and discipline 
registered public accounting firms and associated 
persons of such firms; and (5) to enforce 
compliance with the new legislation, the PCAOB’s 
own rules and certain securities laws. The 
standards for audits of public companies are now 
set by the PCAOB, not the accounting profession. 
While the AICPA still has a role in setting the 
standards for audits of non-public companies, the 
POB has been terminated. There has been no 
change in the setting of accounting standards, 
where the FASB, as the standards-setting body 
designated by the Commission, retains primary 
responsibility for the promulgation of GAAP, 
subject to the Commission’s oversight. Markham at 
790–92.

281 Section 109 of the Sarbanes-Oxley Act.
282 The Sarbanes-Oxley Act provides that the 

PCAOB be funded by accounting support fees 
assessed on issuers as defined therein. Each year 
the PCAOB develops an operating budget that must 
be approved by the Commission. The 2003 PCAOB 
budget, as approved by the Commission, was $68 
million. The accounting support fees are equal to 
the PCAOB’s total budgeted outlays for the fiscal 
year in which they are set, less the amount of fees 
received from public accounting firms to cover the 
cost of processing and reviewing registration 
applications. The accounting support fees are based 

on the average monthly U.S. equity market 
capitalization of publicly traded companies, 
investment companies, and other equity issuers. 
Issuers with average market capitalizations below 
$25 million and investment companies with net 
assets of less than $250 million are exempt from the 
fees. PCAOB, 2003 Annual Report 15 (2004). The 
2004 PCAOB accounting support fee, as approved 
by the Commission, was $101 million.

283 Total combined SRO operating expenses in 
2003 were over $2.4 billion. See supra note 197.

be adopted in the securities industry, an 
independent, non-profit, non-
governmental body could be established 
to be the Universal Non-Industry 
Regulator. The board of the Universal 
Non-Industry Regulator would consist 
of full-time members appointed by the 
Commission, and would be tasked with 
overseeing all member and market rules 
for all members and all markets. The 
SEC would have ongoing oversight 
responsibility for supervising the 
universal regulator, including 
appointing and removing members, 
approving its budget, and approving its 
rules. The Universal Non-Industry 
Regulator approach would reduce 
substantially, if not eliminate, the 
industry’s self-regulatory role in that the 
universal regulator’s board would be 
entirely selected by the Commission and 
its staff would be entirely appointed by 
the board.

The sources of funding for this model 
would have to be established. The 
PCAOB is primarily funded through 
accounting support fees, as provided in 
the Sarbanes-Oxley Act, paid by 
issuers.281 The goal of this funding 
structure is to ensure that the PCAOB’s 
funding is independent of both the 
accounting profession and the federal 
government.282 A determination by 

Congress would have to be made as to 
whether shifting the significant cost of 
regulation of the securities industry to 
issuers would be appropriate or if some 
other funding structure would be more 
appropriate (such as a fee on trades or 
on markets and broker-dealer 
revenues).283

This model would have several 
advantages over other approaches. For 
instance, this approach would likely 
eliminate the member rule and market 
rule boundary concerns that exist under 
the Hybrid and Competing Hybrid 
approaches. Even more than the Hybrid 
and Competing Hybrid approaches, this 
model would result in broad interaction 
between the regulator, members, and 
markets. Conflicts with members, 
market operations, issuers, and 
shareholders would be substantially 
eliminated under this model because 
the entity would have no direct 
affiliation with any of those 
constituencies. Regulatory redundancies 
would also be effectively diminished 
because the Universal Non-Industry 
Regulator would be responsible for all 
‘‘member’’ and ‘‘market’’ rules for all 
members and markets. This would be 
particularly true if the NASD’s role were 
completely subsumed by the new 
Universal Non-Industry Regulator. As 
with the Hybrid and Competing Hybrid 
models, this approach would address 
the concern of unequal funding and 
unequal allocation of regulatory costs 
across markets. Moreover, cross market 
surveillance would likely be facilitated 
by this approach because the Universal 
Non-Industry Regulator would be 
responsible for all regulatory data from 
all markets. Because of the critical role 
the Universal Non-Industry Regulator 
would play in the U.S. securities 
markets, demutualization of the entity 
would likely be prohibited. Thus, the 
primary concern of the profit motive of 
a shareholder owned market detracting 
from proper self-regulation could be 
eliminated under this approach as well. 

This model also has serious 
drawbacks. For example, it could result 
in a lower degree of market specific 
expertise in the regulator. In addition, 
the degree of direct industry 
involvement with respect to rulemaking 
and enforcement would be significantly 
reduced, which could reduce the 

Universal Non-Industry Regulator’s 
ability to refine and target its regulation. 
Market rules would still differ to 
account for different market structures 
and types of securities traded. As with 
the Universal Industry Self-Regulator, 
there would be the potential under this 
model for the regulatory entity and the 
SEC to overlap or even compete with 
one another. In addition, there is also 
the risk that this model would become 
inefficient, inflexible, and unresponsive 
to evolutionary market practices. Also 
similar to the Universal Industry Self-
Regulator, this model would likely 
require legislation and could be met 
with resistance from the existing SROs, 
whose SRO role would be largely 
eliminated. 

The Commission specifically seeks 
public comment on the following 
questions related to the Universal Non-
Industry Regulator model:

Question 66: To what extent would 
the implementation of the Universal 
Non-Industry Regulator model 
effectively manage inherent SRO 
limitations related to conflicts, funding, 
redundancies, and intermarket 
surveillance? 

Question 67: To what extent would 
the Universal Non-Industry Regulator 
model continue to provide the benefits 
of the current SRO system (e.g., largely 
self-funded system with market specific 
expertise of SRO regulatory staff 
enhancing rule promulgation and 
enforcement)? 

Question 68: How would the 
Universal Non-Industry Regulator 
model be funded? 

Question 69: What would be the 
relationship between the Universal Non-
Industry Regulator, the Commission, 
and the NASD under this model? 

G. SEC Regulation 
Another alternative that will be 

discussed in this section would be the 
termination of the SRO system in favor 
of direct Commission regulation of the 
industry. Under this approach, the 
Commission would be solely 
responsible for the market and member 
regulation of all members and all 
markets. All member firms and markets 
would be required to register directly 
with the Commission under this model. 
Markets would be non-SROs registered 
with the Commission similar to how 
ATSs are currently registered with 
SROs. The markets’ registered status, 
however, would carry with it no self-
regulatory authority. The Commission 
would be responsible for the 
promulgation of detailed member and 
market rules, the surveillance of 
members and markets, and the 
enforcement of member and market 
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284 Although the Commission currently deposits 
the variety of fees that it collects in the U.S. 
Treasury, where its deposits are treated as offsetting 
collections and not general funds of the Treasury, 
it cannot deposit its fees in a depository institution, 
and its monies are annually appropriated and 
apportioned. U.S. General Accounting Office Report 
to Congressional Committees, ‘‘SEC Operations ‘‘ 
Implications of Alternative Funding Structures,’’ 1 
(July 2002).

285 For instance, the Financial Services Authority 
(‘‘FSA’’) was created in the United Kingdom in 

1997 and is an ‘‘independent non-governmental 
body which exercises statutory powers.’’ Through 
the creation of the FSA, the duties of nine 
regulatory entities were consolidated and the use of 
the British equivalent of U.S. SROs was abandoned. 
The FSA was given extensive financial regulation 
responsibility, assuming the same roles played in 
the U.S. by the SEC, the Commodity Futures 
Trading Commission, federal and state banking 
regulators, state insurance and state securities 
commissions, as well as the SROs. Among other 
initiatives, the FSA has assigned one office to 
develop policy on prudential issues across all 
financial sectors, so as to develop a common 
approach to risk and capital requirements. The 
agency also announced that it was streamlining the 
existing financial services rules and has been 
focusing its regulatory attention on high-risk firms. 
See Jerry W. Markham, A Comparative Analysis of 
Consolidated and Functional Regulation: Super 
Regulator: A Comparative Analysis of Securities 
and Derivatives Regulation in the United States, 
United Kingdom, and Japan, 28 Brooklyn J. Int’l L. 
319, 374–82 (2003).

286 See supra note 181.

rules. With respect to funding, this 
model would require dramatic change 
in that the public would be directly 
responsible for substantially all of the 
costs of regulating the industry, albeit 
perhaps, through a range of fees 
imposed on the industry for the 
Commission’s increased services. The 
Commission, however, is not self-
funded under its enabling statute and, 
thus, Congress would need to 
appropriate funds for this approach.284

Benefits could be gained from this 
approach. For instance, because only 
one centralized regulator would exist, 
SEC direct regulation would eliminate 
substantially all of the conflicts that 
exist between SRO regulation and 
members, market operations, issuers, 
and shareholders. As with the Hybrid, 
Competing Hybrid, Universal Industry 
Self-Regulator, and Universal Non-
Industry Regulator approaches, direct 
SEC regulation would provide the 
Commission with a broader 
understanding of the members and 
markets. Conflicting member rules, 
interpretations, and inspection regimes, 
and regulatory redundancies would be 
eliminated under this model because 
the Commission would be able to adopt 
uniform member rules. The Commission 
would need to adopt numerous detailed 
operations and conduct rules for 
members to replace existing SRO rules 
related to business practices and just 
and equitable principles of trade. Cross 
market surveillance would likely be 
facilitated by this approach because the 
relevant regulatory data would be 
collected and examined by the 
Commission, rather than by disparate 
SROs. In addition, this model could 
potentially align the U.S. regulatory 
scheme more closely with those of a 
variety of other countries.285

An SEC-only approach would also 
have numerous problems. The SEC 
would be responsible for detailed 
regulation and interpretation of complex 
areas previously the province of SROs, 
without the aid of direct industry 
involvement and with a significant 
lessening of industry input in 
rulemaking. Market specific rules, under 
this model, would still conflict because 
of the markets’ different market 
structures and types of securities traded. 
Direct Commission regulation would be 
governed by the limitations and rules 
addressing federal rulemaking and 
would be undertaken in a political 
environment and the cost of carrying 
out all of the duties of the SROs would 
be extensive. It is important to note that 
the Commission has attempted to 
undertake direct SRO level regulatory 
duties in the past. As discussed above, 
the Commission ultimately requested 
that Congress terminate the SECO 
program because the Commission could 
not effectively carry out the detailed 
responsibilities required.286

The Commission specifically seeks 
public comment on the following 
questions related to the direct SEC 
regulation model: 

Question 70: To what extent would 
the implementation of the direct SEC 
regulation model effectively manage 
inherent SRO limitations related to 

conflicts, funding, redundancies, and 
intermarket surveillance? 

Question 71: To what extent would 
direct SEC regulation continue to 
provide the benefits of the current SRO 
system (e.g., largely self-funded system 
with market specific expertise of SRO 
regulatory staff enhancing rule 
promulgation and enforcement)? 

Question 72: Could current SRO staff 
be effectively drawn upon by the 
Commission under the direct SEC 
regulation model, or would this staff be 
inappropriately influenced by their 
prior affiliations with specific SROs? 

H. Other Models 

Alternative models of regulation exist 
that were not specifically explored in 
this release. Such approaches may be 
variations of the above alternatives or 
completely different models. The 
Commission specifically seeks public 
comment on the following question: 

Question 73: Are there any other 
approaches to regulation of the 
securities industry that are worthy of 
consideration whether discussed herein 
or not? Should the current model 
remain unaltered? 

VI. Solicitation of Additional 
Comments 

In addition to the areas for comment 
identified above, we are interested in 
any other issues that commenters may 
wish to address relating to the current 
structure of the SRO system, potential 
enhancements that could be made to the 
current system, or potential models that 
could be implemented that would 
restructure the SRO system. Please be as 
specific as possible in your discussion 
and analysis of any additional issues. 
Where possible, please provide 
empirical data or observations to 
support or illustrate your comments.

By the Commission.

Dated: November 18, 2004. 

Margaret H. McFarland, 
Deputy Secretary.
[FR Doc. 04–26154 Filed 12–7–04; 8:45 am] 
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