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|. INTRODUCTION
The col orful fopen outcryo trading in the dApit

and the beltinging opening of trading on the floor of the New York Stock Exchange
(NYSE) have long dominated the public perception of how those markets operate. Those
exchanges are now in the midst of radical changes that will soon be erasing those images.
Exchange trading floors are fast fading into history as the trading of stocks and derivative
instruments moves to electronic communications networks (ECNs) that simpdj mat
trades by computers through algorithh@ompetition from ECNs has already forced the
NYSE and the Chicago futures exchanges to demutualize, consohdateeduce the
role of their trading floors, while expanding their own electronic execution fastit

The amazing growth of the ECNs and their displacement of the traditional
exchanges have raised regulatory concerns. The Commodity Futures Trading
Commission (CFTC) and the Securities and Exchange Commission (SEC) have been
struggling with that issué or nearly a decade. The SECO6s burden
driving capital away from public markets such as the NYSE and Nasdaqg and into ECNs,
which are more lightly regulated. Many public companies are also opting out of the
public markets by going privaténstitutional trading markets in unregistered securities
are growing; and foreign issuers are rethinking the value of listing in regulated U.S.
markets. The ECNs are also encouraging U.S. investors to invest abroad. As a result, the
SEC and the CFTC amxperiencing the effects of regulatory arbitrages as issuers and
market participants flee the excessive regulation imposed in domestic markets.

The CFTC initially tried tgorevent virtually all norexchange trading of derivatives.
It then did a volteface and decided against regulating ECNs that provide execution
services only to institutional investors. The CFTC believed those entities had the
wherewithal and were sophisticated enough to protect themselves. However, as the result
of a number of problems ithe energy markets, the CFTC is reversing course once again
and is now seeking to regulate those institutional markets in much the same way that it
regulates exchanges that service retail investors.

1. One author was <calling the exchange trading floor an
Nowak, A Failure of Communication: An Argument for the Closingttef NYSE Flogr26 U. MicH. J.L.
REFORM 485, 485 (1993)See generallyewis D. Solomon & Louise Corsdhe Impact of Technology on the
Trading of Securities: The Emerging Global Market and the Implications for Regyl@dah MARSHALL L.
REv. 299 (199] (describing the effect of technology on trading).
2. As one author has noted:

>
[

With increased competition caused by deregulation, technological advances, and globalization, the
organization of stock exchanges is at a crossroads. Traditionally, stodngeshwere organized

as notfor-profit organizations, founded and owned by brokers and dealers who mdnagkde i r O
stock exchange like an exclusive club, with high barriers for new entrants and a regional or even
national monopoly, comparable to a mediegdl [sic]. Today, domestic and international
competition increasingly compel stock exchanges to give up their exclusivity, undergo
restructuring, and become publicly traded -foofit companies, a process referred to as
demutualization.

Andreas M. Flecker, Stock Exchanges at the Crossroadd FORDHAM L. Rev. 2541, 254142 (2006).See
generallyRoberta S. Karmellurning Seats Into Shares: Causes and Implications of Demutualization of Stock
and Futures Exchanges53 HASTINGS L.J. 367 (2002) (discussinghé¢ implications of exchange
demutualizations).
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This Article will describe the growth of the securiteesd commodity exchanges in
the United States. It will show how their traditional trading floors became the center of
market activity well into the last century, a dominance which was aided in no small
measure by the monopoly positions allowed them by tlegjulators. The Article will
trace the growth of electronic competition that undermined those monopolies and will
describe the responses of the exchanges to those upstarts. The Article will then describe
the regulatory challenges that these electronicketarare facing in an increasingly
global economy and the responses of the CFTC and SEC to these deveIS’pments.

Il. EXCHANGE TRADINGO SOME HISTORY

A. Development of Stock Exchange Trading in the United States

Trading in stocks and commodities was firstadocted in America through auctions
that were the favored means for pricing goods of all descriptions in the colonfal era.
Securities transactions were occurring in New York as early as 1725 at a commodity and
slave auction house on Wall Str@dtlowever,there were few securities to trade, other
than a limited number of bills issued by colonial governmgﬁthat situation changed
after the success of the Revolution led to the issuance of tradable government obligations

3. One former SEC commissioner has noted that there are forces in addition to electronic trading that are
spurring the upheaval at the exchanges:

A dramatic shift in the economic and power structure of tleirgees industry is currently in
progress. Although competition to traditional markets from electronic trading markets may be the
precipitating cause of this upheaval, more than technology is driving these changes. The worldwide
rise in stock exchange ttmg volume, global integration of the capital markets and competition for
trading profits have triggered a disintermediation comparable to the unfixing of commission rates.
Decimalization has cut the conventional trading increment, formerly twelve aalf eehts, to a

penny or less. Futures exchanges similarly have been buffeted by technological change, global
competition and resulting cost pressures.

Karmel,supranote2, at 368.

4. This process seems to have begun with the auctioning of ship cargoes upon their arrival in the colonial
ports. The arrival of those cargoes was often announced in the newspapers by advertisements that listed the
goods to be sold. Ehfollowing is an example of one such advertisement:

Just Imported in the Mary and Elizabeth, Capt. Sparks, from in the Polly and Hannah from Hull
and in the last vessels from Liverpool and Bristol, and to be fold by RANDLE MITCHELL, At his
Store in Wates][t]reet, near Walnus[tJreet, on the [best] . . . terms, for cash, short or long
creti[sic], as may best suit the purchasers, A General Assotment [sic] of FALL GOODS in which
are Corse [sic] Wollens [sic] and Blankes [sic] or all kinds, coarse and middiroadcloths,
Stuffs, Hosiery, Haberdafhery [sic], Cultlery [sic], Nails, Steel, Shot, andg@umler, Frying

pans, Pewter, Windoglass, MaddeMace, Cinnamon, Cloves, Nutmegs, Pepper, &c.

PA. PACKET AND THE GENERAL ADVERTISER Jan. 11, 1773. The aumti system for consumer goods is by no
means dead in America. eBay is still proving its worth.
5. GEORGEL. LEFFLER THE STOCKMARKET 7 7 ( 1951) . AiStockodo in the form of gove
also being traded in Philadelphia as early as 1754, but it wagntibiafter the Revolution that the market
became activePETER WYCKOFF, WALL STREET AND THE STOCK MARKETS: A CHRONOLOGY (16441971)4
(2973).
6. 1 JERRY W. MARKHAM, A FINANCIAL HISTORY OF THE UNITED STATES. FROM CHRISTOPHER
CoLumMBUS TO THE ROBBER BARONS (14921900) 48-55 (M.E. Sharpe2002) [hereinafter MARKHAM),
COLUMBUS].
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by the federal government, and a keirin those bills soon developed. For example, in
1790, an auction was conducted at the Philadel ph
House for the sale of $30,000 in 6 percent fAstock
More formal organization arrived in that year lwihe creation of what is now the
Philadelphia Stock Exchange by ten merchants calling themselves the Philadelphia
AfBoard of Brokers. o They operated out of a coffe
government securiti€sWithin a year, express coaches weapeeding to Philadelphia
from New York bearing news from ships docking in the New York port that might affect
security prices on the Philadelphia exchaﬁge.
In New York, coffee house merchants were also dealing in securities, mostly
government obligatios) after the Revolutioh? In 1791, daily auctions of government
istocko were being held on Wall Stré®et under a se
More formal trading arrangements developed after concern arose that the auctions had
fueled the sgedation thattouched offa market pani&.zA meeting at Correbds Hote
March 1792 resulted inthe sc al | ed fAButt onwood Agreement o in wt
traders agreed to fix their commissions on sales of public stock and to give preference to
each other irtheir dealings.l.4 This was an effort to centralize and monopolize tradling
the model for exchange trading that would dominate American trading markets until the

7. PA.PACKET AND THE GENERAL ADVERTISER Dec. 24, 1790, at 3.

8. Commodities had been traded out of the London Coffee House in Philadelphia sincSILBEAT
W. COOKE, THE STOCK MARKETS 306, 313 (SimmonsB o0 a r d ma n1968.uHowebeg this was the first
fist ocko exch MarRkKeaM,ICOLUMARUS,supiarmote6, at 9394. Exchanges had been operating in
Europe since the fifteenth century. The oldest of these exchanges, the Antwerp Borse, merged with the Brussels
Exchange in 1997d. That exchangedrame a part of Euronexthich merged with the NYSE in 2006. Jenny
Anderson & Heather TimmonslYSE Group Reaches Deal To Acquire Eurgriéxt. TIMES, June 2, 2006, at
C3.

9. As the Philadelphia Stock Exchange has noted:

The speeding coaches that clegtefrom New York to Philadelphia carried speculators and stock
jobbers, agents of foreign investors, and inside traders with privileged information that could move
the market, and make their fortune at the expense of the Philadelphia merchants.

The coup scored by these early commuters led a group of Philadelphia brokers to set up signal
stations on high points across New Jersey. The signalmen watched through telescopes as coded
flashes of light brought news of stock prices, lottery numbers and othertanp information.

Relayed from station to station, the information could move from New York to Philadelphia in as
little as 10 minutes, more quickly than any coach horse could run, so the system sharply narrowed
the advantage of New York speculatorgetnained in use until the arrival of the telegraph in 1846.

PHILADELPHIA STOCK EXCHANGE, THE HISTORY OF THE PHILADELPHIA STOCK EXCHANGE 1,
http://www.phlx.com/exchange/phixhistory.p@lést visitedOct. 18, 2007). These events evidenced the value
given to the speed in which information is transmitted and presaged the interest that electronic trading would
excite with quicker executions.

10. JaMESE.Buck, THE NEW Y ORK STOCK EXCHANGE: THE FIRST200YEARS 16 (1992).

11. Stuart BannerThe Origin of the New York Stock Exchanbjg91-186Q 27 J.LEGAL Stup. 113, 114
(1998); WALTER WERNER& STEVEN T. SMITH, WALL STREET190-91 (1991).

12. MARKHAM, COLUMBUS, supranote6, at110-18.

13. FrRANCIS L. EAMES, THE NEW YORK STOCK EXCHANGE 1314 (1 1894) . Correbds Hot el was a f
venue for taking subscriptions for stockJOSEPHSTANCLIFFE DAVIS, ESSAYS IN THE EARLY HISTORY OF
AMERICAN CORPORATIONS31-82(1917).

14. J.EDWARD MEEKER, THE WORK OF THESTOCK EXCHANGE 63 (The Ronald Press 1930).


http://www.phlx.com/exchange/phlxhistory.pdf
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advent of the ECNE
The Buttonwood Agreement was the forerunner of the NYSEat exchange was
given a more formal structure in 1817 when the Buttonwood brokers sent a delegation to
examine the constitution of the Philadelphia Stock Exchange. That document became a
model for the NYSE (it was then called the New York Stock and Exchange B%él'ﬂnb.
NYSE was a ficall o0 mar ket where trading was condul
reading out the list of stocks trading on the exchange and requesting bids of%offers.
Members were assigned chairs (hence the referen
requiredto be present for each session.
The NYSE was not an immediate success. Average trading volume in 1821 was 300
shares, rising to 1,300 shares a day in 1824 and then declining to an average of 100
shares per day in 1829 However, by 1835, average dailsading volume was over
8,000 share8! The price of NYSE seats reached a high of $4,000 before falling to $500
in 1861%2 In order to restore the value of its seats, the NYSE then amended its
constitution to prohibit its members from trading in listed séiesi outside the
exchangeds trading room and cohtinued to restrict
The NYSE was already facing competition from the curb market (the precursor to
Nasdaq) that was conducted on William Street in New \?6|(Eompetition heightened
with the outbreak of war from a number of new exchanges, including some rather shady
operations |like the nCoal Hol ed and more seri ous
Stock Brokers that introduced the modern concept of continuous rmagkétg that

15. The agreement to fix commissions would be a mainstay of securities exchange trading until 1975
when the practice was banned bThe Futreof GUENarkets1 Dyfiahcy Day. 0 Art hur
Markets, Timeless Principle2000CoLUM. Bus. L. Rev. 1,4.

16. As one source notes, the redemption of the national debt by the federal government after the
Revolution created a market in those securities:

The issuance of public stock as a result of this redemption created negotiable paper, and the

auctioneersilong Wall Street in New York began to hold daily sales. Independent agents began to

appear and advertised themselves as ready to buy and sell the securities. The formation of the

national bank and the issuance of stock supplied an additional mediuadiogtrBy March 1792,

a public fistock exchanged was organized with headquarter
organization met every day under a buttonwood tree in front ef068/all Street, an alliance

which was the direct forerunner of the present Nark Stock Exchange.

ROBERTIRVING WARSHOW, ALEXANDER HAMILTON : FIRST AMERICAN BUSINESSMAN 139 (Greenberg 1931).
For more on these evenseeMARKHAM, COLUMBUS, supranote6, at 10818.
17. JoHN R.DOSPASsSOS A TREATISE ON THELAW OF STOCK-BROKERS AND STOCK-EXCHANGES 10 n.3
(1882); MEEKER, supranotel4, at 64.
18 EDWIN A. ROBERTS JR., THE STOCK MARKET 14 (Newsbook 1965).
19. BuUCK, supranotel0, at 65.
20. On one day in 1827, only 14 shares were tralfeckkHAM, COLUMBUS, supra note6, at 157.
21. Buck, supranotel0, at 15.
22. MARKHAM, COLUMBUS, supranote6, at 241.
23 1d.
24. 1d. at 242. Exchanges were also operating outside New York in Philadelphia, Boston, Chicago, and
San Francisz. Id. at 245. The NYSE sought to discourage the curb traders by denying them access to its
quotations, but the curb traders secretly drilled a hole in a wall at the exchange so that they could listen to the
trades on the NYSE floor. Banneaypranotel1l, at 128; Robert Steinebhe Bi g Boarddés Bicentenni al,
Years Later, Smal/l I nvestors PWaldr. G Mayl3; 193%9tatCAmer i cabds Premier
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would replace the rotation system theretofore employed by the NYSSeveral
feveningd exchanges were al so ofprehedaafsl ng that trad
foreshadowing the demand for-Béur trading in the next century that paved the way for
electronictrading systems. Technology also made inroads at the NYSE during the Civil
War. The telegraph replaced the express companies as the means for communicating
market information rapidl)%,7 and was in return replaced by the stock ticker and
telephone by the eraf the nineteenth centu?}?.
One other change occurred in that century that would complete the NYSE model
that lasted throughout the nexthOyeza‘i’rﬁh is was the introduction of tF
who makes a esoindtei dnou omasr kfiettw oand holdhtee bboK &E f | oo r
customer limit orderd® This change was necessary in order to compete with the curb
markets operating in the street outside the NYSEhe specialists first competed with
each other in particular stocks, but over time a single specialist emerged to monopolize
market making in each stock, allowing them to reap vast benefits from that powerful
position until electronic trading arrived ldatethe last centurf/.2

25. MARKHAM, COLUMBUS, supra note 6, at 242. The NYSE merged with the Open Board of Stock
Brokers and the Government Bond Department in 1868bléhg its membershipgd. at 288.

26. Id. at 243.

27. 1d. at 245.

28. OFFICE OF TECH. ASSESSMENT U.S. CONG., ELECTRONIC BULLS AND BEARS. U.S. SECURITIES
MARKETS AND INFORMATION TECHNOLOGY, OTA-CIT-469, at 129 (1990) [hereinaftBULLS AND BEARY,
available at http://cipp.gmu.edu/archive/242_OTAElectronicBullsandBears.pdf. Technology also had
international implications. Four days after the completion of a tdlastic cable in 1866, New York
newspapers began publishing price quotes from the Londonrgehtl.

29. After the NYSE dropped its rotation system in 1871, dealers in particular stocks began staking out
their own portions of the trading floor so that they could be easily lodsteRkHAM , COLUMBUS, supranote
6, at 28889.

30. SEC. & EXCH. COMM&N, REPORT ON THE FEASIBILITY AND ADVISABILITY OF THE COMPLETE
SEGREGATION OF THEFUNCTIONS OFDEALER AND BROKER PURSUANT TO SECTION 11(E) OF THE SECURITIES
EXCHANGE ACTOF193425 n. 41 (1936) . The specialistsd operations were &
but remained essentially the same. As described in one court opinion:

Each security listed for trading on the NYSE is assigned to a particular Firexe€ate purchases

and sales of a particular security, buyers and sellers must present their bids to buy and offers to sell
to the specific Specialist Firm assigned to that security. . . . By acting as either the agent for
investors or principal for itselfh the sale and purchase of the individual securities to which they
are each assigned, the Firms are required to make and display continusigetivquotations that
accurately reflect prevailing market conditions in order to maintain a liquid and gousinwe

sided public auction.

In re NYSE Specialists Sec. Litig., 503 F.3d 89, 92 (2d Cir. 2007).

31 NYSE SPeciAL COMM. ON MKT. STRUCTURE, GOVERNANCE AND OWNERSHIP 20 n.26 (2000),
available athttp://www.nyse.com/pdfs/marketstructure.pdf.

32. Bloomberg News, Trading-Floor Changes Hurt LaBrancheN.Y. TiMES, July 10, 2007, at C12. In
exchange for its monopoly position, specialists were forced to assume certain obligations:

Specialists are required to maintain a fair and orderly market in the stocks ddsighem. They
do this by maintaining twsided quotes for the stocks in which they specialize. Specialists have an

affirmative obligation to dAdeal . . . for [their] own acc!
depth, or disparity between supply adde mand exi sts or is reasonably to be ant
mitigate the conflicts that may arise when specialists deal for their own accounts while

simultaneously holding broker orders, specialists are al so

deal unless t is fireasonably calculated to contribute to the mai
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B. Development of Futures Trading on Exchange Floors

American futures exchanges trace their history to the development of centralized
trading on the Chicago Board of Trade (CBOT) before the Civil War in standardized
contracts callig for the delivery of grain in Chicago area warehotd&eThe
standardization of the contract terms allowed them to be offset with other contracts,
giving rise to a trading market that could be used for hedging and specafaﬁha.
clearinghouse was anothémportant contribution to finance by the commodity
exchanges. The clearinghouse acts as an intermediary in each futures transaction. The
clearinghouseds primary function is to guarantee
contract®

The primary purposefahe commodity exchanges in their infancy was to permit
hedgers to purchase and sell cash commodities and offset risks associated with operating
businesses in the underlying cash commod?‘ﬁetsut speculators operated in the markets

reasonable depth, and to the minimizing of the effects of temporary disparity between supply and
demand, i mmediate or reasonably to be anticipated. o

NYSE SPeCIAL COMM. ON MKT. STRUCTURE, supranote31, at 221; see also In réSpecialists Sec. Litig., 503
F.3d at 9195 (describing the role of specialists and abuses).

33. The stadardized futures contract in use today was a product of the CBBRY W. MARKHAM,
HISTORY OFCOMMODITY FUTURESTRADING AND ITSREGULATION 4-5 (Praeger 1986) [hereinaftefARKHAM ,
FUTURES TRADING]. However, futures and other derivative contracts in ona far another have been traced
back to 2000 B.C.FUTURES INDUS. ASSN., AN INTRODUCTION TO THE FUTURES MARKET 2 (1984).
Commodity exchanges were operating in GrRBaonan timesSeeBD. oF TRADE OF THECITY OF CHICAGO,
CoMMODITY TRADING MANUAL 1 (Patrick JCatania ed., 9th ed. 1998). In Rome, over 1600 years ago:

[one] way for merchants to more efficiently spread information was to work physically near each
other. Knowing each other, seeing each other each day, and gossiping together would undoubtedly
increase the information flow between the merchants. The Piazzale delle Corporazioni was the
primary physical institution for grain information exchange in Ostia. The building is decorated with
mosaics, including many depicting grain ships.

David Kessler & PeteTemin, The Organization of the Grain Trade in the Early Roman EmgifeECON.
HisT. REV. 313, 329 (2007).

34. This process is describedMerrill Lynch, Pierce, Fenner & Smith, Inc. v. Curra4b6 U.S. 353, 357
61 (1982).See alsoBD. OF TRADE OF THE CITY OF CHICAGO, supra note 33, at 5; HUGH ULRICH, THE
PRACTICAL GRAIN ENCYCLOPEDIA5 3 (1198 6) (defining fhedgingo as the #Atrue pu
agricd t ur al futures marketso). Unli ke the securities markets,
markets as a source of liquidity and an aid to price discovery. This has not always been the case. In mid
sixteenth century England, for example, statyieshibited food (grain) speculation as early as 1552. The
statutory offenses were based on three common law violations: (1) forestaliegourchase of grain outside
of a market and a subsequent sale in the market; (2) regrdtiegpurchase and resalegsin in the same or
nearby market; and (3) engrossinthe purchase of grain before harvest for the purpose of reselling after
harvest. See STUART BANNER, ANGLO-AMERICAN SECURITIES REGULATION: CULTURAL AND POLITICAL
RooTs1690186015 ( Cambr i dhge | BW®8) pridhi biti on of food speculation th
of popul ar I|lddatsabpr oRPapubar belief held that fispecul ation rai
exacerbated shortages . . . gave rise to deceit, and more subtly undérrhired ¢ o mmddn good. 0O

35. SeeRoberta Romanod Thumbnail Sketch of Derivative Securities and Their Regula&®MD. L.
ReEv. 1, 1621 (1996) (detailing the process in which the clearinghouse guaranteed the performance of
contracts).

36. A fihedagnearrok eits paarti ci pant who establishes positions where
a substitute for transactions to be made or positions to be taken at a later time in a physical marketing channel,
and where they are economically appropriate to thectiguof risks in the conduct and management of a
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as well. During these ar | y stages, a contractds success was
replicate trading in the spot marl?@t.Today, the success of a contract is largely
dependent on its liquidity, i.e., the volume and open interest it attratiese measures
are proxiesfot he contractoés ability to alTher at el y refle
ability of commodities markets to accurately reflect cash market conditions are limited by
qualitative factors, like location, grade, or tyA[?e and quantitative factors, like
deliverable supply, active and large commercial markets, and volume and open iHterest.

In 1873, the CBOT adopted regular trading hours for futures transactions and
declared that all transactions executed by its members after regular trading were
unenforceabl&® This was an effort to confine futures trading to its trading floor.
However, a competitor, the Chicago Open Board of Trade, allowed trading after hours
and a curb market was operatﬂ?gThese alternate markets were often little more than
gamblingckensslhdpsodo) that all owed speculators to
by the CBOT* Several states passed laws prohibiting such operé‘ﬁcamj the CBOT

commercial enterprise.o 17 C.F.R. A 1.3(z)(1) (2007).
37. See Joost M.E. Pennings & Raymond M. Leutholthtroducing New Futures Contracts:

Reinforcement Versus Cannibalis20 J. INT&E MONEY & FIN. 659, 6® (2001) [hereinafter Pennings &

Leuthold, Cannibalisp ( summari zing research suggesting that ithe succe:

dependent on both its design and the characteristics of the u
38. SeeAysegul Ates &George H.K. Wanginformation Transmission in Electronic Versus Ojfeutcry

Trading Systems: An Analysis of U.S. Equity Index Futures Mark&ts FUTURES MKTS. 679, 704 (2005)

(suggesting that Arel ati ve o0p eonauhcedonnenthe eectfonicdradegqcy of el ectr on

system is operating in a very liquid marketo). Ates and Wang
transaction size, and price impadtk; see alsoMelanie BurtonGold Record Is Distant Prospe®/ALL SrT.J,,

Nov. 12, 2007, at C1l0 (explaining that #A[o]l]pen interest is t|
|l arge open interest is a sign of liquidityo). A6Open interes
entered into and not yefffset by a transaction, by delivery, by exercise, etc. The aggregate of all long open

interest is equal to the aCpwavomTy &UTERES GRADING CdMMaAs h or t open inter

COMPREHENSIVEREVIEW OF THE COMMITMENTS OF TRADERS REPORTING PROGRAM, 71 Fed. Reg. 35,627,
35,628 n.1 (June 21, 2006).
39. SeeAtes & Wang,supranote38, at 703 (identifying trading volume as fone
of marketlgui d.i t yo)
40. SeeRAYMOND M. LEUTHOLD ET AL., THE THEORY AND PRACTICE OF FUTURESMARKETS 45 (1989)
(explaining the three di mensj)ons of fibasisd as time, space, a
41, Seeidat 20 (l i sting common char ac togeneitysof ifem,orabf traded contr
least not identified with a producer or manufacturer (i.e., fungible); (2) capable of description, including
standardization and grading; (3) variable or uncertain prices; (4) active and large commercial markets; and (5)

availability of public informationod). The succes Seeadit an entire excha
113 (suggesting that the HAoverall performance of futures ma
efficiency of the market to transfer risks, fordgrice, transmit information, and firms in obtaining capital, and
all ocate resources and inventoryo).

42. MARKHAM, FUTURESTRADING, supranote33, at 4

43 Id.

44. Jake Keavenyin Defense of Market SdRegulation: An Analysis of the History of Futures Regulation
and the Trend Toward Demutualizatjiof0BROOK. L. REV. 1419, 1422 5 (2005) . A fAbucket shopo i s:

an establishment, nominally for the transaction oft@ack exchange business, or a business of
similar character, but really for the registration of bets, or wagers, usually for small accounts, on
the rise or fall of the prices of stocks, grain, olil, etc., there being no transfer or delivery of the stock
or commodities nominally dealt in.

Gatewood v. North Carolina, 203.8! 531, 536 (1906)%ee alsoWiLLIAM HARMAN BLACK, THE LAW OF


http://www.lexis.com/research/buttonTFLink?_m=cbadff09753465c7087b2b4b7cc57b6e&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b25%20Seton%20Hall%20L.%20Rev.%201%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=297&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b203%20U.S.%20531%2cat%20536%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=24&_startdoc=21&wchp=dGLbVlb-zSkAA&_md5=772a13fcac66ae40f56b297f008050fa
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sought to stop the bucket shops by cutting off access to its price quofSﬁEhB.CBOT

was successf in that effort and that campaign formed the foundation for the monopoly

in futures given by law to the commodity exchanges that lasted until the end of the last
century‘.17 The NYSE was aided by these actions:cSal | ed #fAdi fferenceo
betting on price changes in a stock, fell within the state gambling and bucket shop
prohibitions:f18 The NYSE also was able to restrict access to its price quotations through
court actions and limiting access to its facilities, thereby enhancing its own monopoly
status?®

After the CBOTO6s su S
and other citie8® F o r exampl e, he Chicago Butter
1898 and evolved into he Chicago Mercant
Another of the largest commodity exchanges with a trading floor is the New York
Mercantile Exchange (NYMEX), which traces its history back to a butter and cheese
exchange that was operating in 1872. The NYMEX is now an amalgamation of several
New York conmodity exchanges, including the Commodity Exchange Inc. (COMEX),
which was itself a consolidation of several other exchaﬁzges.

Significantly, the futures exchanges were not in serious competition with the stock
exchanges until the last quarter of the tuetht century. Until then, the commodity
exchanges were just tldathey traded only agricultural commoditiesvhile the
securities markets traded only securitiesHowever, in 1973, the CBOT adapted

STOCK EXCHANGES, STOCK BROKERS& CUSTOMERS136 (1940) (describing origin of the term).

45, SeelLynn A. Stout,Why the Law Hates Speculators: Regulation and Private Ordering in the Market
for OTC Derivatives 48 DUKE L.J. 701, 72125 (1999) (describing this legislation). The Supreme Court held
that transactions on the CBOT were not prohibited as gambling transactions because they created legally
enforceable delivery obligations even though masthsobligations were offset with an opposing futures
contract. Bd. of Trade v. Christie Grain & Stock Co., 198 U.S. 236594@905).

46. Jerry W. MarkhamfiConf eder ate Bonds, 0 fAGeneral Custer, o
Financial Instruments25 SETON HALL L. Rev. 1, 1214 (1994) [hereinafter MarkhanRegulatiof. The
exchanges failed in this century to curb the growth of ECNs by cutting off access to their quidts. Yiork
Mercantile Exchange, Inc. v. Intercontinental Exchange,, 1487 F.3d109, 118 (2d. Cir 2007), the Second
Circuit held that settlement prices on the New York Mercantile Exchange were not protected by copyright and
that enforcing such a copyright would effectively protect the idea itself. Ideas and facts that are part of the
public domain cannot be copyrighted. at 116.

47. Markham,Regulation supranote46, at 1214.

48. Id.

49, W.C. VAN ANTWERP, THE STOCK EXCHANGE FROM WITHIN 149 (1913). The NYSE prohibited its
members from dealing or even communicating with anyone from one notorious bucket shop operation that was

the NYSEOds | argest competitor, THe €omdoditysFatliresdradingd Exchange. M.

Commission and the Return of the Bucketeers: A Lesson in Regulatory F&iluxeD. L. REv. 7, 13 n.26

(1981). AThe president of the New York Stock Exchange

Consolidat ed REBORT 08 THECOMMSTER APBOSNTEDPURSUANT TO HOUSE RESOLUTIONS
429 AND 50470 INVESTIGATE THE CONCENTRATION OFCONTROL OFMONEY AND CREDIT, H.R. REP. NO. 62-
1593 at 37 (1913).

50. MARKHAM, FUTURESTRADING, supranote33, at7-8.

51. CME at a Glance; Open Outcry to eTrading, http://www.cme.com/about/ins/caag/index.html (last
visited Apr. 1, 2008).

52. Michael Quint,Comex and Nymex Reach Accord on Merger Propdal. TIMES, Aug. 21, 1993, §
1, at 35;JANE KAGAN VITELLO, TRADING THROUGH TIME: THE HISTORY OF THENEW YORK MERCANTILE
EXCHANGE (18721997)(1997)

53. Some commodity exchanges experimented with trading stocks, but not successfully. For example, the
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commodity futures trading practices to securities when eated the Chicago Board
Options Exchange, Inc. (CBOE‘j.The CME also began trading commodity futures in
precious metals and currencies. The CBOT and the CME then segued into trading futures
on a number of financial instruments (including government sexxidnd stock indexes)

and flétsures and options trading on financial instruments soon dominated their trading
floors.

C. The Regulatory Era

Initially, exchange members were the primary means by which enforcement of
violations occurred® Although some arguthat selfregulation was nonexistent at worst,
or unevenly applied at best, it remained the method of enforcement for man)??y'élaes.
commodity exchanges were largely untouched by federal regulation until the *$920s,
and the stock exchanges were not faga until 1934. This is not to suggest that there
were not problems on the exchanges. The CBOT was infamous almost from the inception
of futures trading for corners and other manipulative activities that adversely affected
farm pricess.9 While members ofCongress introduced some 200 bills calling for
regulation of the futures exchanges between 1884 and 1921, none??assed.

Speculation associated with World War | led to a massive study of the grain trade
and the commodity futures exchanﬁésComposed of seve volumes‘?2 the study

Nymex createdhe National Stock Exchange in 1962 to compete with the American Stock Exchange through
futures style trading in pits. It was not successful and was closed in MOM. MERCANTILE EXCH., A
HISTORY OFCOMMERCE AT THENEW Y ORK MERCANTILE EXCHANGE, THE EVOLUTION OF AN INTERNATIONAL
MARKETPLACE 26-27 (1988).
54. Jerry W. Markham & David J. Gilbergtock and Commaodity Optiaghdwo Regulatory Approaches
and Their Conflicts47ALB. L. Rev. 741, 74344 (1983).
55. SeeJeremy GrantDemaocrat in Move over US Futig&egulatorFIN. TIMES (London), Jan. 11, 2007,
at 4 (explaining that the volume of financial futures now fAdyv
exchanges)ee alscRomanosupranote 35, at 12 (describing the growth of these instruments)
56. SeeBD. OoF TRADE OF THECITY OF CHICAGO, supra note 33, at 77 (acknowledging that the
futures markets have a long history of geljulation that datefrom the midl800s, predating both state and
federal regulationo).
57. See Stephen C. PirrongThe SeHlRegulation of Commodity Exchanges: The Case of Market
Manipulation 38 J.L. & Econ. 141, 14@995) f-iggulatory enforcement was virtually norstent during
the period preceding the [Grain Futures Act]. Exchange members frequently voted down rules mandating
penalties for mald.i Theu Fealdral Wrade €ammidsioe tcanduded that despite the
ineffectiveness of selfegulation, futuresrading in grain should not be abolished but should be subject to
governmental supervisioBee5 FED. TRADE COMM&, REPORT ON THEGRAIN TRADE 27, 260, 3821921)
58. SeeG. Wright Hoffman,Governmental Regulation of Exchang&85 ANNALS AM. ACAD. PoL. &
Soc. ScI. 39,4647 (1931) (acknowl edging that ithe | aws passed by th
regulation of future trading than to the regulation of exchanges. Stated in another way, they relate only
indirectly to organized exchanges) .
59. Jerry W. MarkhamManipulation of Commodity Futures Pri¢e¥he Unprosecutable Crim8 YALE
J.ONREG. 281, 28892 (1991) [hereinafter Markharanipulatiori.
60. Comment,Federal Regulation of Commodity Futures TraqiB YALE L.J. 822, 832 n.46 (1951).
One bill was passed by both houses in 1892 but could not be reconciled in the Conference Committee and this
was not enacted. Markharanipulation supranote 59, a291n.41; see alsaJohn RainboltRegulating the
Grain Gambler and His Successp6HOFSTRA L. REV. 1, 6 (1977) (describing the Hatch bill).
61. Federal commodity laws originated after President Wilson requested an investigation by the Federal
Trade Commission of complaints of manipulation in the grain tr8deFep. TRADE COMM&N, MEETING OF
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i solated manipul ative activities such as fcorner ¢
and pricingf.s3 This study led to the passage of the Future Trading Act of Ybaat, the

Supreme Court held the Act was unconstitutional becdngsstatute improperly relied on

Congressods % Howelvem, @ marketwneanipulation that occurred on the day

after the Supreme Courtés decision | ed Congress t
Commerce Clause powers, and that statute, the Grait ur es Act f 1922 (AGFADQ
WasupheldbytheCOUW.The GFA limited futures trading to
Iicensedbythefederalgovernmg?nthereby establishing the exchange
exclusivity over trading in futures contracts for decades come®® Like most

congressional actions, the limitation of trading

interests, promoting the dissemination of price informai?oexpanding the regulation
and monitoring of the marketplaé%,and eliminating bucket shoﬁ%,which would be

THE FED. TRADE CoMM&N 2 (July 23, 1917) (adopting a resolution initiating the inquiry and identifying the
Pr e s 5 dequedt for an investigatignavailable at http://www.ftc.gov/os/minutes/jthugl1917.pdf. The
investigation, spurred by claims of maniatibn by the Minneapolis Chamber of Commerce, led to a series of
reports and ultimately federal regulati®ee id(adopting a resolution stating:

representatives of the [FTC] have made a report of a preliminary investigation of [allegations that
the Chamber of Commerce of Minneapolis attempted to monopolize the grain trade of the
Northwest] from which it appears that the charges have foundation in fact, and from which it
appears that a fuller investigation of this complaint will involve the entina ¢masiness . . and

the Boards of Trade of Duluth and Chicago)

See alsoFeD. TRADE COMM@N, ANNUAL REPORT OFFED. TRADE COMM&N 60 (1926) [hereinafteFTC 1921
ANNUAL REPORT| ( c onc | uhkiev gffect upanthe mdrket of trading in unduly lamgs by wealthy
individuals or daring speculators should be dealt with directly, it is indicated, through the machinery of the
Grain Futures Administrationfdhe Department of Agricultuce) ; Revi sion of Feder al Specul ati v
Limits, 72 Fed. Reg. 68833, 65,484 (proposed Nov. 21, 2007) (to be codified at 17 C.F.R. pt. 150).
62. 1-7 FED. TRADE COMM, REPORT ON THEGRAIN TRADE (1920-1926).
63. 5 FED. TRADE COMM&N, REPORT ON THEGRAIN TRADE (1921) 322.
64. Future Trading Act of 1921, Pub. L. No.-68, § 4, 42 Stat. 187 (1921).
65. Hill v. Wallace, 259 U.S. 44,66 7 (1922) (finding fAno gr
been considering can be sustained as a vali
66. Grain Futures Act of 1922, Pub. L. No.-831,42 Stat. 998 (1922).
67. Chicago Bd. of Trade v. Olsen, 262 U.S. 1140 (1923) (finding the Act within Cong
68. § 4, 42 Stat. at 998, 1008ge alsoWilliam L. Stein, The Exchange Trading Requirement of the
Commodity Exchange A@1VAND. L. REv. 473, 49091 (1988) (describing this requirement).
69. Jerry W. MarkhamThe Commodity Exchange Monopblgeform is Needed!8 WASH. & LEE L.
Rev. 977, 981 (1991) [hereinafter Markhaiipnopol}f ( di scussing how the Act fii mposed a t

ound upon which th
d exercise of the

tamactions that were not conducted on an exchange |licensed by
70. Indeed, the Federal Trade Commission recognized that grain exchanges performed many functions for
the agricultural communi ty: fi Bneed hyatlpesexchiaimges, asidesfrom i mpor t ant fun

providing a regulated market procedure and trading places for their members, is that of collecting, recording,
and distributing quotations and market information. For these services the trade at large is almost wholly
depmdent on exchange OANNYA REP@RE Supranotebl, &t 4H82I C 1921
71. SeeHoffman, supranote58, at 53 (summarizingessct i on 8 of the GFA as fdAauthoriz[ing
of Agriculture] to make investigations, prepare materials, and publish reports upon such phases of tfie work
boards of trade and marketing generally as he may deem of int
72. Seeid.at 43 (highlighting the support exchanges provided to
enforcement of laws prohibiting biket shops, the various states have long had the active support of organized
exchanges. In fact the exchanges have been the principal element in suppressing bucketing schemes and in
advocating adequate |l egislation. o).



Markham Final 9/18/20081:08 PM

876 The Journal of Corporation Law [Vol. 33:4

most easily accomplished by granting fAcontract meé
that would police themselves in order to protect their licefses.

The securities exchanges had a somewhat parallel hidoty delayed federal
regulation a bit longer than the commodities exchanges. The NYSE was notorious for the
manipulations conducted on its floor by robber barons in the nineteenth century such as
the fiErie Gango composed onyou[dEf‘ﬁl‘hel ADneEwst ddmes Fi
stock trading department at the NYSE was trading highly speculative securities about
which little was known because they refused to publish financial stateﬁdh&spite
these shortcomings, the NYSE was able to escape federédtregwntil the 1930s. It
did have a close call after the Panic of 1907 resulted in a congressional investigation that
generated some pointed cr iﬁTheN‘éSEesca’pedt he NYSEOGs
regulation then but did agree to abolish its unlisted rmgad'vspartmen%.7

The NYSE was not so lucky after the Stock Market Crash of 1929 and the onslaught
of the Great Depressio7r§.The Securities Exchange Act of 1934 was designed to directly
address the NYSE, requiring it and other stock exchanges to register a8 nat i on al
securities exchangedo subject to the pervasive r e
Commission’” The SEC forced the NYSE to remodel its governance procedures after
one of its officials became involved in a scantaThe SEC also forced thexchange to

73. FED. TRADE COMM&N, ANNUAL REPORT OFFED. TRADE COMM&N 64 (1923) (summarizing the results
of its inquiry into futures trading by stating:

[iln view of the fact that futures prices have a substantial influence on cash prices (and this is
insisted on by most of the proponents of futures mig)dand the fact that artificial price conditions

so often prevail in the futures market, it seems clear that, if this trading is permitted to continue, the
Federal Government should regulate it, in order to prevent abuses).

But seeHoffman, supra note 58, at 52 (highlighting the provision st ct i on 4 of the GFA exempting
forward delivery contracts in which farmers or farm interests
74. JOHN STEELE GORDON, THE SCARLET WOMAN OF WALL STREET 156-255 (1988).
75. No Unlisted Stocks After Next April; Exchange Abolishes the Department, as Recommended by
Hughes Committee. TIME FOR ADJUSTMENT But No More Admigsi®ush Stocks May Apply for
Admis$on to Regular ListN. Y. TIMES, July 22, 1909, at 8 [hereinaftdp Unlisted Stocks
76. That investigation was led by Representative Arsene Pujo, the Chairman of the House Committee on
Banking and Currency (the fPu§Bbwallargelsna gambding operatortHre char ged t hat
which many trades were offset futgtyle and payment made on the basis of any price differeHd@sReP.
No. 62-1593, at 35 (1913).
77. No Unlisted Stocksupranote 75, at 8.
78. For a description of the baclkgmd of the adoption of the federal securities laws JSEE SELIGMAN,
THE TRANSFORMATION OFWALL STREET. A HISTORY OF THESECURITIES AND EXCHANGE COMMISSION AND
MODERN CORPORATEFINANCE (2d ed.1995).
79. Securities Exchange Act, 15 U.S.C. § 78a (20@®e generallydonathan R. Macey & Maureen
O'Hara, Regulating Exchanges and Alternative Trading Systems: A Law and Economics Pers@8clive
LEGALSTUD. 17, 40 (1999) (suggesting that NYSEOd6s fAdecline in markeé
the seurities laws themselves . . The Securities Act of 1933 and the Securities Exchange Act of 1934 simply
codified existing NYSE rules, customs, and practices. o0).
80. That individual was Richard Whitney, a former NYSE president who had vigorously led the
opposition to the enactment of the federal securities laws. Elisabeth Keller & Gregory A. Gehlmann,
Introductory CommentA Historical Introduction to the Securities Act of 1933 and the Securities Exchange Act
of 1934 49 OHio ST. L.J. 329, 35152 (1988).1t was later discovered that he had been stealing from the NYSE
Gratuity Fund that provided benefits for widows and children of deceased members. He also stole from the
customers of his firm and from the New York Yacht Club. He was sent to Sing Sing fmigbose crimes.
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ban floor traders. These were members trading for their own accounts on the exchange
floor. The SEC thought that the time and place advantage gained by the floor traders on
the floor was unfair to other tradéfsin contrast, the commodity exahges encouraged
floor traders because they added liquidity to the matkelnlike the futures industry,
overthecounter (OTC) trading was regulated by the Maloney Act of $Hasa,
therefore, sanctioned. This gave rise to the National Association ofitgecDealers,
Inc. (NASD). As described below, the NASD created its own OTC electronic quotation
system in 1968 Nasdaqa.4

The NYSE sought to protect the advantages accruing to specialists and other
members after the creation of the SEC. NYSE Rule 390ilitet its members from
trading listed stocks on any place other than the exchange Tiadnis gave rise to the
socal l ed Athirdo and Afourthod markets in NYSE
transactions in NYSE stock executed by bredtealers that were not NYSE members
and, therefore, not subject to the requirements of Rulé%Bbe fourth market involved
transactions between two institutional investors directly, without exchange or broker
dealer intermediation, and it was these systems thatoléhe development of ecNs.
Another source of competition to NYSE specialists came in a new form of trading large
guantities of securiéi s , al so known &ese tiaded werekarranged d e s .
Aupstairso by a -déded &d onaessad dhe flods, therkby denying
the specialist its normal bigsk spreaﬁf3 By 1993, the NYSE was still executing almost
70% of total orders and 80% of volume for its listed stocks, but about half of that volume
was done through block trad®s.

o

See generallyoHN BROOKS ONCE IN GOLCONDA: A TRUE DRAMA OF WALL STREET1920-1938(1969).
81 JOEL SELIGMAN, THE TRANSFORMATION OF WALL STREET. A HISTORY OF THE SECURITIES AND
EXCHANGE COMMISSION AND MODERN CORPORATEFINANCE 228-343(1982).
82. Leo Melamed,The Mechanics of a Commodity Futures Exchange: A Critique of Automation of the
Transaction Process6 HOFSTRAL. REv. 1 4 9 , 159 (1977). Fl oor traders (known
industry) were allowed both to trade for their ometount and execute customer orders, giving rise to concerns
over conflict of interest. Markhanvjonopoly supranote69, at 102324.
83. SeeUnited StatesWN a t 0 | Assdén of Sec. Deal er s, lnc., 422 U.S.
legislation).
84. 2 JERRY W. MARKHAM, A FINANCIAL HISTORY OF THEUNITED STATES, FROM J.P.MORGAN TO THE
INSTITUTIONAL INVESTORS(1900:1970)347 (M.E. Sharpe 2002) (describitige creation of this system).
85. Charles SchumeA Shot Across the Trading Flgadd.Y. TIMES, May 5, 2000, at A27 (Alt
hard to believe, but for two centuries the New York Stock Exchange has operated mostly as a monopoly. . 0 ) .
86. SeeDale A. Oesterle,Comments on the SEC's Market 2000 Report: On, Among Other Things,
Deference to SROs, the Mirage of Price Improvement, the Arrogation of Property Rights in Order Flow, and
SEC Incrementalisi9J.CoRP. L. 483, 505 (1994) (describing these kes).
87. Eric C. Otness, CommerBalancing the Interests of Retail and Institutional Investors: The Continued

Il i s

as n

694,

may

Quest for Transparency i n T6aNwyW 4 RE/r B/ MEDGt(2002) Equi ty Mar ket s

(describing the fourth market).

88. SeeROBERTE. RUBIN & JACOB WEISBERG IN AN UNCERTAIN WORLD: TOUGH CHOICESFROM WALL
STREET TOWASHINGTON 71 (2003) (describing block trades); Otnemgpranote87, at 164 (same). Market
makers quote twaided markets at a spread; their bids being lower than their offers. This means that, assuming
no underlying change in the market, a person buying a contract and immediately reselling it will be paid less for
the contracthan what was paid for it, causing a loSeeStanislav Dolgopolovinsider Trading and the Bid
Ask Spread: A Critical Evaluation of Adverse Selection in Market MaBBiGAP. U. L. REv. 83, 8889 (2004)
(describing the bighsk spread).

89. DIv. OF MKT. REGULATION, U.S. SEC. AND EXCH. COMM&., MARKET 2000: AN EXAMINATION OF
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The market also xperienced some dramatic changes after World War Il
Significantly, institutional traders, such as mutual funds and pension funds (and now
hedge funds, private equity funds, and sovereign wealth funds), began supplanting the
individual retail investor inte securities market: .By 1992, institutions owned over
50% of all U.S. equities, up from 30% in 19%5Institutions were also accounting for
more than 80% of trading volume on stock markets by Péamis growth had several
implications, but of criticalimportance was the fact that the SEC and the federal
securities laws were structured to protect only the small investor, not institutions and
sophisticated investors who could look out for themselvekhis allowed the latter to
operate outside much of tf8EC regulatory framework' The institutional traders also
had the wherewithal to develop or seek out alternative trading systems that would provide
more effective executions and avoid paying the sp

The SEC conducted a study in 1971 oa gnowth of institutional tradin&s. It was
concerned that the growth of such trading might create separately tiered markets for
institutions and retail investors. The concern was that a -tlewsel market was
developing that was composed of (1) largeitagons, (2) mediursized institutions and

CURRENT EQUITY MARKET DEVELOPMENTS 8 (1994) [hereinafter MARKET 2000], available at
http://www.sec.gov/divisions/marketreg/market2000.pdf.

90. See generallyfhe Role of the Instituti@l Investors in Corporate Governance and Capital Markets:
Hearings Before the Subcomm. on Securities of the S. Comm. on Banking, Housing, and Urbarl @¥f&irs
Cong. (1989). Individual investors owned more than half of all stock in the 18¥®E & THE WHARTON
SCHOOL, THE POLICY IMPLICATIONS OF STOCK OWNERSHIPPATTERNS 1 (1993). One commentator noted:

In 1960, the total equity security holdings of institutional investors represented 12.6% of the total
U.S. equity markets. The percentage grew to 19@%®9ir0, to 33.9% in 1980, to 47.2% in 1990,
and to 48.5% in 1996. The total value of institutional investors holdings, which were $672.6 billion
in 1970, grew to $11.1 trillion by 1996.

Robert W. HamiltonCorporate Governance in America 192000: Major Ghanges But Uncertain Benefigs
J.CoRP. L. 349, 354 (2000). Other commentators have found:

Defining institutional investors to include private pension funds, investment companies, life
insurance companies, bankanaged trust funds, state and local eetient funds, foundations,
educational endowments, and similar accounts, the total assets under their management has
increased 14.1% per year, more than doubling in value, from $2.1 trillion in 1981 to $4.46 trillion

in 1987.

Louis Lowenstein & Ira M. Millgein, The American Corporation and the Institutional Investor: Are There
Lessons From Abroad? Introductiagt®88CoLum. Bus. L. Rev. 739, 742.
91. MARKET 2000,supranote89, at 6.
92. 3 JERRY W. MARKHAM, A FINANCIAL HISTORY OF THE UNITED STATES, FROM THE AGE OF
DERIVATIVES INTO THE NEW MILLENNIUM (19702001)208 (M.E. Sharpe2002)[hereinafteMARKHAM , NEW
MILLENNIUM].
93. See generallerry W. MarkhamProtecting the Institutional InvestdrJungle Predator or Shorn
Lamb? 12 YALE J. ON REG. 345 (1995) [hereinafter MarkhanRrotectind (describing this bifurcated
regulatory structure).
94. Some critics contend #h institutions should be given the protections accorded to retail investors, such
as protection under t he Mdealerstfranbrecbnntending securities that arearfot pr ohi bi t s br o
suitable for a customer in light of that particular customdé s needs an dSeeNarwae S.Peos&,nt goal s.
Liability of BrokerDealers for Unsuitable Recommendations to Institutional Invesgfi81 B.Y.U. L. Rev.
1493, 149899 (discussing the suitability doctrine).
95. 1-4 SEC. & EXCH. COMM., INSTITUTIONAL STUDY REPORT9 (1971). This study was conducted for the
SEC by the National Bureau of Economic Resedcth.
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wealthy individuals, and (3) small retail custométdhe SEC also raised concerns with

mar ket Aifragmentationo that mi ght result in disp
different markets, which had beehet justification for NYSE Rule 39Y. The SEC

sought to counter these concerns wi *®h  a concept i
| ater renamed the fAnational mar ket systemo in the
Exchange Act of 1934 that gave sty recognition to this conceB?.The SEC sought

to prevent mar ket fragmentation by requiring the

executiono available ®n any mar ket for their trad
This entire effort turned out to be an exercise in futility. Thegary survivor of the
SECb6s centr al mar ket program was the fAConsolidate

light of other technological advancE¥. In addition, an electronic link among the
specialists trading the same stock on different exchanges wasdcraatl was the
centerpiece of the new central market envisioned by the SEC. This Intermarket Trading
System, Al TS0 as it was dubbed, had little effec
specialists on the regional exchanges simply traded off the NYSE sqtegiadtes, not
wanting to compete with the more powerful NYSE market maker. A link was also
created between NYSE specialists and Nasdaq market m3kers.
In 1981, the ITS adopted a requirement:

that changed the essential nature of the ITS system from atanliexecution
system, in which a markehaker in one market could choose to execute trades
in other markets, to a mandatory execution system, in which a market marker
[sic] in one market center, under some circumstances, was forced to execute
trades in ther markets?>

The SEC Atrade througho rul e requir184d execution c
Sticking to this Central Mar ket concept, t he SEC
througho rule that required eiNafsndtchaple hmitr k et maker s
orders from other customers at a price more favor
to disclose whether the market maker has traded at better prices on ziﬂSESIJ'MIJater,

96. BULLS & BEARS, supranote28, at 7.
97. Arthur Levtt, Dynamic Markets, Timeless Princip)eé¥)00CoLuM. Bus. L. Rev. 1, 911. The NYSE
did not drop its Rule 390 until December 1999. Laura Nyantung B&8y,Secondary Stock Markets: A Survey
of Current Regulatory and Structural Issues and a Reform PebgosEnhance Competitior2002 CoLUM.
Bus. L. REv. 399, 414.
98. SEC, Policy Statement of the Securities and Exchange Commission on the Structure of a Central
Market System (Mar. 29, 1973).
99. Panel Discussion: Celebrating Thirty Years of Market Reguia® FORDHAM J.CORP. & FIN. L. 301,
308 (2004).
100, See generallpavid A. Lipton,.Best Execution: The National57 Mar ket Systembs
NOTREDAME L. REV. 449 (1982) (discussing the role of best execution).
101 Nyantung Benysupranote97, at 41516.
102 Id. at 41617.
103 Dale A. OesterleRegulation NMS: Has the SEC Exceeded Its Congressional Mandate to Facilitate a
ANational Ma Bdcugities?$ M. ¥.0. 6..m & Buis. 1613, 640 (2005).
104. Id.
105 Order Execution Obligations, 62 Fed. Reg. 40,732 (July 30, 1997) (codified at 17 C.F.R. pse240);
alsokim Bang,Wh at 6s New in the Financi aBFo®eaMFIN.SEe® TAXndustry: New | ni
L. FOrRuMm. 67, 68 n.3 (1998) (describing this rule).
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the SEC adopted an @OrdertionPNMSttratcrequiess Rul ed unde
itrading cenwrigtanspiocedurest ccr paeeent the execution of
throughs, 0o i . e., trades at prices inferior t o
centeréostrading centers include fAnational securities

ATSs [ ECNs], OTC mar ket ﬁ%'ﬂheSEéﬁalsoaadetedlari ock positic
iAccess Rul e 0 -disdrimitatory acgessito quatatiomsoat trading centers.
That ruk seeks to prevent market participants from displaying quotations that lock (i.e.,
create a situation where there is no spread between bids and offers) or cross automated
quotationsl.08
The SEC also required the NYSE to limit its Rule 390 to only those N8&ks
listed before April 26, 1978 Nasdag market makers were then allowed to access the
ITS for NYSE stocks listed after that dat€.It was not until December 1999 (and only
after much pressure from the SEC), however, that the NYSE agreed to drop9Rule 3

entirely111
The more successful of the Central Market efforts was the creation of the Depository
Trust Company whose centralized stock transfers a

nearly destroyed the securities industry in the 1960s. NYSE membey lfiad tried to
automate their operations during that crisis, but the lack of back up systems only
compounded problems as errors mourttédThis was a strong signal that increased
trading volumes would require automation of order flaw.

D. Market Convergere

The CBOT did not stop with the CBOE in its efforts to introduce open outcry style
pit trading into the securities markets. Soon after the CFTC was created, the CBOT
introduced a futures contract on Government National Mortgage Association pass
through seurities, aproduct for thesecurities industr§.l4That product was immediately
successful, but it set off a lofrgnning war between the CFTC and SEC over jurisdiction

106. 70 Fed. Reg. 37,496 (June 29, 2005).

107. Id. at 37,504.

108 Id. at 37,496. The SPEe nyl sRul ado pttheadt afi pfr b bi ts mar ket pa
accepting, ranking, or displeyg orders, quotations, or indications of interest in a pricing increment smaller
than a penny, except for orders, quotations, or indications of interest that are priced at less than $1.00 per
shatde. o

109 S.E.C. Adopts Rule to Open Up Trading in BiguBaStocksN.Y. TIMES, Dec. 9, 1999, at C27.

110 For a description of the Intermarket Trading System, see Regulation of Exchanges, Exchange Act
Release No. 38,672, 64 SEC Docket 1631 (May 23, 1997).

111 Kenneth N. Gilpin,The Markets; Big Board Widens Ass to Intermarket Trading SysteM.Y.

TIMES, Dec. 3, 1999, at C8.

112 SeeSeC. AND EXCH. COMM®N., STUDY OF UNSAFE AND UNSOUND PRACTICES OF BROKERS AND
DEALERS, REPORT ANDRECOMMENDATIONS, H.R. Doc. No. 92-231 (1971) (describing the paperwork crisis).

Over 100 NYSE firms failed during that crisiBuck, supra note 10, at 190;see alsoCurtis R. Reitz,
InvestmentSecurities: The New UCC Article 8 for DelawafieDEL. L. REv. 47, 4950 (1998) (describing
success of the Depository Trust Company).

113 SEC. AND EXCH. COMM., STUDY OF UNSAFE AND UNSOUND PRACTICES OFBROKERS ANDDEALERS,

REPORT ANDRECOMMENDATIONS, H.R. Doc. No. 92-231 (1971).
114 SeeAmerican Regulatory Bodies; Watchdog Bites Watch@lag ECONOMIST, Feb. 18, 1978, at 118.
115 Bd. of Tradeof Chi.v. SEC, 677 F.2d 1137 (7th Cir. 1982).
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of these instruments®> T h a t fight did nothing to slow the CF-
futures-style trading on financial instruments, including a number of very popular futures
contracts on stock indexes and government secutifieshe CFTC and SEC settled
some of their differences through the-cadled Shadlohnson Accord, an agreement
between he chairmen of the two agencies that was subsequently enacted ity law.
That agreement confirmed the CFTC6s authority t
futures contracts on brodzhsed indexes and allowed index options to be traded on the
CBOE and othermtion exchanges regulated by the S]é&l.nitially, futures contracts on
a single stock were prohibited, but that restriction was lifted in 2000 and a form of dual
regulation was adopted allowing both the CFTC and SEC to regulate such contracts.
These prodcts resulted in a great deal of trading by institutions that had previously
shunned the commodity markets and a number of new trading strategies were developed.

Those strategies included Adynamic hedging, 0 or
portfolio managers to protect their portfolios from market changes without liquidating the
assetsheldintheportfoli]@.oﬁProgram trading, o i.e., trading on

signals generated by computer programs that seek to predict market changes by
mathematal models, was quickly populaf:

Concern was raised that these new financial futures might pose a danger to the
markets, as where computer programs used by program traders generate sell signals in a
market downturn that pushes prices down further, gengratore sell signals until the
mar ket col l aps &% That mpropaesyiwase rlearly folfiled. inbthe Stock
Market Crash of 1987 when the Dow Jones Industrial Average dropped more in absolute
and relative terms than in the Stock Market Crash of ;Lﬁﬁsalyzin%ﬁt:e NYSE because
it simply did not have the capacity to handle that unexpected v e.

A number of studies were conducted after the Stock Market Crash of 1987 to
ascertain whether the commaodity futures markets should be subject to furthlatioeg
in the form of crippling margin requirements that would curb speculé%hfter much

116 SeelJerry W. Markham & David J. Gilberffyashington WatchStock Index Future$ CoRP. L. REV.
59 (1982) (describing index futures).

117. David B. Esau, Commenfoint Regulation of Single Stock Futures: Cause or Result of Regulatory
Arbitrage and Interagency Turf Wars31CATH. U. L. REv. 917, 921 (2002).

118 Gay W. Glisson,United States Regulation of Foreign Currency Futures and Options Trading:
Hedging for Business Competitivene®slw. J.INTA& L. & Bus. 405, 406 n.9 (1987).

119 William J. Brodsky,New Legislation Permitting Stock Futures: The Long and WgnRoad 21 Nw.
J.INT@ L. & Bus. 573, 573 (2001).

120 Lewis D. Solomon & Howard B. Dickef,he Crash of 1987: A Legal and Public Policy AnalySis
FORDHAM L. REV. 191, 211 (1988).

121 Richard A. Booth,The Uncertain Case for Regulating Program Tradit§94CoLuM. Bus. L. REv.

1, 1-2.

122 Jerry W. Markham & Rita McCloy Stepharnihe Stock Market Crash of 198The United States
Looks at New Recommendatipi6 GEO. L.J. 1993, 1994 n.8 (1988).

123 Id. at 2008. This was not the first time that the NYSRegienced capacity constraints. In addition to
the paperwork crisis of the 1960s, the NYSE experienced capacity constraints due to increased volume during
the 1920s. Lance E. Davis, Larry Neal, & Eugene WHites Highest Price Ever: The Great NYSE Setd 8a
19281929 and Capacity Constraint87 J. ECON. HIST. 705, 705 (2007). In order to deal with that problem, the
exchange expanded its membershdp.

124. Markham & McCloy Stephansupranotel22, at 200621.
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back and forth, little was done except to adopt
borrowing from similar limitations on futures exchané%‘r’s.The circuit breakes
suspended trading on the NYSE when prices moved a predefined, and largely arbitrary,
amount'?® The circuit breaker rules became effective during periods of high volatility.
The exchange believed that the circuit breakers would slow electronic progcing tra
allow traders to respond more rationally to market events, and thus, provide the NYSE
with additional time to process trades, which would lead to a more orderly rmarket.

The circuit breakers proved to be unpopfﬁgand were discarded in 2007, almost
20 years to the day from when they were first prop&é%a‘hey were, in all events, no
longer needed to allow orderly trade processing because the NYSE had massively
increased its capacity to deal with large volume trading that might trigger those limits. |
1987, the NYSE could handle only about 95 electronic messages per second, but by 2007
it was able to handle 38,000 messages per second as the result of computer
enhancements? Trading continued between the derivative and securities markets
despite perioit market disruptions and regulatory concerns.

E. The Role of the Exchange

The modern regulated exchange has several roles. Its transparency provides a price
discovery mechanism and liquidity so that investors, speculators, and hedgers can quickly
create ad liquidate positions at current market pri&% The exchanges also provide
some quality control features. For example, the commodity exchanges standardize
contract terms for such things as quantity, quality, and delivery conditions. The exchange
clearindrouses provide clearing and settlement functions that assure the smooth

125 Cal l ed dAprice | imitsd on the commodity exchanges, these
prices exceeded specified leveee, e.gCBOT, RULEBOOK R. 10102.D (2007) (establishing the daily price
limits in corn futures)See alscCase & Co. v. Bd. of Trade of the City of Chicago, 523 F.2d 355, 358i(7
1975) (describing these price limits). The Commodity Exchange Act does not require excloamgpsse
limits on the maximum price movement in a futures contract on any given day. However, Appendix A of
applications for contract market designation and continuing compliance include requests for information
regarding daily price limit provisionsSeeCFTC Economic and Public Interest Requirements for Contract
Market Designation 64 Fed. Reg. 104 1 29,217, 29,222 (June 1, 1999) (codified at 17 C.F.R. pt. 5). This
provision is included because the i Commicedlsciuaiondés Gui del i ne No.
limits that are adopted by an exchange should be . . . 6not o
cash m agomMvenTy GFOTURES TRADING COMMAN Div. ECON. ANALYSIS, RECOMMENDATIONS
REGARDING C B O $RROPOSEDRULE CHANGE TO MAXIMUM DAILY PRICE FLUCTUATIONS 6 (Aug. 8, 2000).
126. Booth,supranote 121 at 80 (criticizing these circuit breakers as being ineffective and arbitrary).
127. David E. SangerNew Reliance on Computers Is Altering Investors' Tachic¥. TIMES, Dec 15,
1987, at Al.
128 Mark Hulbert, Strategies; The Market Crash of @Rare But Hardly UniqueN.Y. TiMES, Oct. 19,
2003,83,at7.
129 NYSE Fil es t o EpavAT $rald@ch 87, 2002Z,0at B3 aThescircuit breakers had
kicked in when the Bw Jones Industrial Average dropped 554 points on October 27, 1997, ten years after the
1987 crash, but NYSE systems had improved enough to deal with such unexpectedSeeRtRIN &
WEISBERG supranote88, at190-91.
130. Aaron LucchettiAfter Crash, NYSE Got the Message(giLL St. J.,Oct. 16, 2007, at C1.
131 The SEC staff has [$t.atheerehtinte ljpablic] dissemination pfdtnaderd c y
quote] informatiofi] . . . plays a fundament al role in the fairness and
MARKET 2000,supranote89, at 17
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processing and confirmation of trades, overnight in the case of the commodity exchanges
and within three days on the securities exchanges. The commodity exchange
clearinghouses also@ride a performance guarantee for counterparties, eliminating most
concerns of counterparty defadi?

The stock exchanges and Nasdaq impose minimum listing requirements as quality
control mechanisms. When developing new products to trade, exchangeseefkethe
input from participants in the cash market or dedigt<or instance, in order for a
company to obtain a listing on a national securities exchange, an indication of interest
from brokers, dealers, and underwriters is a virtual requiretiefithe canmodity
exchanges also decide what products they will trade with a view toward preventing
manipulation and are constantly testing new prodjtféts.

Market transparency allows regulators to follow market trends and adjust their
regulation accordingly. To illusate, the CFTC revised its Commitment of Traders
Report in 2006 and formally recognilﬁeed a new
The primary purpose of the report is to identify publicly the composition of participants

132 SeeMerrill Lynch, Pierce, Fenner & Smith, Inc. v. Curran, 456 U.S. 353;58%571982) (describing
role of commodity exchanges and their clearinghouses).

133 Some studies suggest that the arbitrageurs and speculators and not the exchanges are the tsue designer
of standardized contractSeeJens NystedtDerivative Market Competition: OTC Markets Versus Organized

cat

Derivative Exchange8 (I nt &1 Monetary Fund, Working Paper No. WP/ 04/61,

and J. Zi gr and an ther thanrasspniing,eas is common I &he litefiafure,] that exchanges
design the innovations/contracts, Rahi and Zigrand argue that profit seeking agents that trade on the exchanges
pl ay an i mportant rol e in t he ul t iavedable atdesi gn of

http://ssrn.com/abstract=878884.

134. SeeSEC 1934 Act Release No.-30896 (File No. SRNYSE-2004-12) at 4 (2004) (describing NYSE
proposed changes to listing requirements for initial public offerings on the exchange).

135 Although often conslered the lifeblood of a commodity exchange, new contracts may prove
detrimental. Some research suggests that, if not adequately complimentary to existing contracts, the
development of new contracts could reduce overall exchange volume.

The possibility ofcannibalism when introducing a new futures contract exists, leading to a volume

decrease for those futures contracts currently traded. This volume decrease might, in turn, lead to a

decline in liquidity, whi ch woiliy. @hese tedulismant el y t hreaten
special relevance when applied to new futures exchanges because of their smaller scale.

Pennings & LeutholdCannibalism supranote37, at 672.

136 "Recogni zeo is a |little misplaced here because the
trader, 0 per haps i n-baked epproachgto regulatibn. ThehGFTCpdescribes ithe dategory
consisting of fAmost | &§moregeneral expobucedoeconmiodityt prices; tgpicalyeie& i n g

t he

CFTC

long-only, unleveraged, and passiveiya naged manner using a sCGomvodr di zed commodi ty

FUTURES TRADING COMM&, COMMISSION ACTIONS IN RESPONSE TO THEi OMPREHENSIVEREVIEW OF THE
COMMITMENTS OF TRADERS REPORTING ~ PROGRAMO 10 (2006), available at
http://www.cftc.gov/stellent/groups/public/@commitmentsoftraders/documents/file/noticeonsupplementalcotrep
t.pdf. Further clarifying the definition, the CFTC explained that:

[S]taff, having weghed all the available information, has used its best judgment to designate
certain traders as Index Traders. Some traders assigned to this category are engaged in other futures
activity that could not be disaggregated. As a result, the Index Traderergatggich is typically

made up of traders with loronly futures positions, will include some short futures positions
where traders have mufltimensional trading activities, the preponderance of which is index
trading.

Id. (footnotes omitted).
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in various commodity market$’ The report provides the public with a glimpse of what
some exchanges already know, trends in mar ket p a
the exchanges do not know, a detailed comparison
other exchange]sz?’.8

Asaclas, the index tradersé interest represents e
inwhichtheyparticipaté?QOf particular interest is a compari s«

participation in wheat contracts offered by the Kansas City Board of Trade (KCBOT) and

theCBOT%“OCompari ng the index tradersé activity in th
conclusion that exclmges that promote their electronic trading system will attract more

market usersk n particul ar, the index tradersd participa
wheat contracts presages other participantsd pref
commerciat r ader sé participati 64?1Corinrserciqll1radersaarecl ear in thi
mi grating to the CBOTO6s wheat contract in |l arge

competing exchange offers a more accurate hedging prb‘gu‘f:he migration suggests

that hard redvinter wheat commercial hedgers prefer to use a futures contract designed

for another product ty@et he CBOT6s wheat contract is designed
wheaBover the KCBOT6s futures contract, a contract
winter wheat hedging. To create a mature, liquid market, exchanges must attract

137. See CoMMODITY FUTURES TRADING Comm&, About the Commitments of Traders Report
[hereinafter CFTC, Commitments of Traders]
http://www.cftc.gov/marketreports/commitmentsoftraders/cot_about.html (last visited Apr. 1, 2008)

138 1Id.

139 SeeCoMMODITY FUTURESTRADING CoMM®N, Historical Commitments of Traders Commodity Index
Trader Supplement Reports 2068esent available at
http://lwww.cftc.gov/marketreports/commitmentsoftradersinttm (last visited Apr. 27, 2008). During the
period covered by the Supplement, index traders held as much as 51% of the open interest in CBOT wheat and
as little as 12% in KCBOT whedd.

140. The CBOT contract has seen a growing number of reportallein t raders i n the CBOT6s whe
contract. The total positions held by index traders has al so
year by 26,200 contracts while their positions in the KCBOTSH
contacts.See id.

141 The CFTC apparently wuses multipl criteria for determinioi
Aitraderso the standard is whether th trader uses a fAfutures
defined in [the Commsi on Rule 1.3(z)].06 For a fAtrading entityodo the sta
Form 40 and affirms that it is Acommercially o . . . engage
futures or opt iCommitmeats & Eradgrsugranotel¥.T C,

142 During the initial period covered by the Supplement, commercial participants increased their interest
in the CBOTO6s conheasambyt 5mé wheyeraduded their interest in
31%. On January 3, 2006, the two exchanges had nearly identical commercial participation, 103 commercial
participants in the CBOT contract versus 102 in the KCBOT cont&s&#COMMODITY FUTURES TRADING
Comm&,  Commitments of  Traders Reports- January 3, 2006, available at
http://cftc.gov/marketreports/commitmentsoftraders/cot010306 (st visited May 28, 2008) (showing a
commercial long participation of 42 and commerciarsiparticipation of 61 for CBOT wheat and showing a
commercial long participation of 41 and commercial short participation of 61 for KCBOT wheat). Since then,
the number of commercial participants has increased by approximately 40% at the CBOT an&watyttf
KCBOT. SeeCoMMODITY FUTURES TRADING CoMM&, Commitments of Traders Reportdpril 22, 2008,
available at http://cftc.gov/marketreports/commitmentsoftraders/cot042268. (last visited May 28, 2008)

(showing a commercial long participation of 73 and commercial short participation of 112 for CBOT wheat and
showing a commercial long participation of 48 and commercial short participation of 80 for KCBOT wheat).

e
e
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participants willing to trade volunté?
One service, and revenue source, for exchanges is fulfilling the demand for market
data. As intermediaries found it profitable to develop tradimgtegies, they demanded

and paidfortradedatafromtheexchan]g“élsThe exchangesdé profitability
dissemination of trade data is large; according to some researchers, market data fees
accounted for 50% of the NYiethGe sampfées t ot al reve

represented about 80%Sﬁxdnangearmwbalwa?y$chargedf(al revenue.
historical data, but demand for data was stoked by index traders, hedge funds, and other
guantitative traders. Quantitative traders, in particulaguire a significant amount of
data to test their programs during development. At the same time, hedge funds have also
changed the information flow for the commodities in which they intEst,
In addition to providing a marketplace, the exchanges aedwaal entity to enforce
federal commodity and securities law. They are uniquely qualified to act as
gatekeeper for membersh]iff resolve disputes, establish codes for acceptable trading
practices, and implement other policies that are applicable tadhetry and its trading
requirements and standartfé. These functions flow naturally to the exchange and lend
themselves to revisions and a knowledge base the
assumption of other complementary functions. For instancehjaeges have always
performed some level of selection in qualifying new membetsThe exchanges

143 Thussmat ure contracts are the result of an exchangeds effor
types of participants, hedgeend speculators, desire. In developing this product, exchanges must consider the
objective of the commerrdicel rh edkge ro,ntintom epreessupraf led se . . . . 0
note40, at 70 (discussing one of T.A. Hi eronyonumastd s definitions
the exchange must also consider promoting the speculatords r
information, and bridge the gaps bldat8ken outside orders that

144. Today, exchanges customize tradetd a ; one even offerSeeCBOTEBOAge Fundo packag
Data Exchange, http://cbotdataexchange.if5.com (last visited Apr. 5, 2008). The data purchased usually includes
volume, open interest, and each trade price, bid, or offer quoted throughouidthg ttay.See id. see also
Rene WijnenKeeping Pace with Hedge Fund§¥aTeErs, Feb. 1, 2002 (describing the prime b
data production to hedge funds as a cost of doing businessyailable at
http://db.riskwaters.com/public/showPage.html?page=153101.

145 Edgar OrtegaBats Market Doubles its Business After Cutting Trading F&@eSOMBERG NEWS, Jan.
4, 2007, http://www.batstrading.com/news_article
pdf/Bats%20Doubles%20its%20Business%20Afterd2€ng%20Trading%20Fees.pdf.

146, SeeMichael S. Haigh et al., Price Dynamics, Price Discovery and Large Futures Trader Interactions in
the Energy Complex 25 (Apr. 28, 2005) (U.S. Commodity Future:
(explainingthat h@ge fund traders and money management traders fiappea
information sinkthey do not cause any other participant to change their position in contemporaneous time (on
the same day) but rather, information flows towards themh eat t han avaiabla yad ) ,
www.cftc.gov/files/opa/press05/opacittanageemoneytraderstudy.pdf.

147. See supraotes 56-58 and accompanying text (describing the-palficing role of futures markets).

148 All exchanges have a method of qualifying new memisgeg, e.g.CBOT RULEBOOK Ch. 1 (2007).
With respect to its gatk eeper functi ons, an exchanged6s membership departm
and personal conduct, organizes information, processes applications, and typically presents them to a
membership committee for review and actiSeel7 C.F.R. § 1.52 (200.

149 Seel7 C.F.R. 8 1.53 (2007¥see alsdBanner,supranote 11, at 12125 (identifying five benefits of
membership: (i) orderly procedure for matching buyams sellers; (ii) assurance that other members were
creditworthy; (iii) reputation capital that members could use to solicit new customers; (iv) access to market
information; and (v) regulation of trading, enforcement of contracts, and dispute resolution).

150 SeeBanner,supranote 11, at 116 (citing the NYSEd6s original constit
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benefited from the qualification process because they were able to identify and establish
minimum financial and ethical criteria, fostering customer trust andwraging trading.

The very existence of a selection process also conferred benefits on existing members
that were critical to their success as brol%é?’i)bviously, regulators could easily taf this
long-standing exchange service and establish additiogainrements as they saw fit:

Another natural service ripe for exchange assumption is the resolution of trading
errors. Errors occur on a trading floor every day and usually result in someone losing
money, if not jobs and client&? Exchange rules attempt 8peed up the identification
and resolution of errors* Often times, members identify the trade as good, but some
portion of i® price, quantity, or contract moréhis identified as an error, which results
in an fAout tradeod or fttmaadéS?E(dlan'eBgaheasilye65 rejecti
prevent some types of errors, like trades beyond the daily price ‘Ef"ﬁit&lthough
unpreventable, other types of errors can be easily identified and left to participants to
resolve, like quantity errors. Still other typefserrors, like trading through the marl%é?,
which under the pressure of fatteface transactions by members in the pits occur rarely
on the floor, can cause havoc in the electronic marketplace. Exchanges adopted the most
significant revisions to errordade policies to address this last type of error.

Exchanges have always performed some dispute resolution fuhttishe highly
specialized nature of disputes and the industry norms for resolving such disputes are
| argely responsi bl lmgnedsoto untdehtake tlegecfinetiong. eTbes wi |
exchanges and their national counterpahs National Futures Association (NFA) and
the NASD (now the Financial Industry Regulatory Authority, Inc. (FINRAg)so

members to those who fihameobeeneinrtmerbugenaess)for the ter
151 See idat 12125 (identifying five benefits of membership).
152 Seel7 C.F.R. § 1.53 (2007).
153 Stephen FoleySingle Error Costs Mighty Morgan Stanley $8mDEPENDENT (London), Dec. 20,
2007,available athttp://findarticles.com/p/articles/mi_qn4158/is_20071220/ai_n21164197.
154 CFTC Reg. 1.35(j)(1) requires members of contract markets to collect cards for clearance not less than
once every fifteen minutes. 17 C.F.R. § 1.35(j)(1) (2007).
155 SeeKANSAs CITY BD. OF TRADE CLEARING CORPORATION KANSAS CITY BOARD OF TRADE RULE
Book Rule 1187.00 at 1123 (2007) (requiring all clearing members to settle their futures trades each day),
available at http://www.kcbt.com/histdata/rule_book/CH11.pd$pe also KANSAsS CiTYy BD. OF TRADE
CLEARING CORPORATION CHARTER PROVISIONS AND BY-LAWS, arts. 6.04(b), 6.05, 6.11, at &2 (1999)
(requiring all clearing members to deliver a report by 8:30. & o r the previous busine
reconcile all reported errorsorsdc r epanci es for the business day of t
clearing member who fails to deliver such a report and for reports that contain eanasjble at
http://lwww.kcbt.com/histdata/rule_book/rulebook_kcbotcc.pdf.
156, See supranote 125 Each day, for many commodity futures contracts, the exchanges establish the
maximum daily high and low prices members are permitted to trade during tilasdayt r a d iSeege.gs e s si on.
CME Rulebook, R. 588.Gee alsdPuckett v. Rufenacht, Bromagen & Hertz, & Co., 903 F.2d 1014, 1016 (5th
Cir. 1990) (referencing these price limits). Trades made outside of this range established before the beginning of
tradingeverydaypr e si mpl y d e hsdftheycheveroccurrédiea) e.gCaicaGoBD. OF TRADE,
ELECTRONIC TRADING PLATFORM REFERENCEMANUAL 72(2006)( st at i ng al | trades fAexecuted out
daily price limits will be busted by [the exchafge i r r especti ve of 0 any other circumstance
157 ATrading through the marketo refers to trades made higher
the highest current bid at the time of executi®ee, e.g.CHICAGO BD. OF TRADE, CHICAGO BOARD OF TRADE
RuLeBook514. A. 1 (identifying any fAtrade throwagible he exi sting bid
at http://www.cbot.com/cbot/pub/cont_detail/0,3206,931t53510,00.html.
158 SeeBannersupranotell

ss day th
he report
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provide arbitration forums to resolve disputeishwcustomers and among members. The
Supreme Courtdés recognition of the enforceabilit.y
most, brokedealer/customer disputes to be settled by arbitration rather than in the
courts® Electronic trading is unlikely todve a significant impact on dispute resolution.
The most significant changes in this area would relate to the nature of the dispute, the
legal arguments presented, and the forms of acceptable evidence.
Most significantly, the exchanges and their countesp@fINRA and NFA) have
provided a selfegulatory role that supplements governmental regulaﬁ%%ﬁormer
SEC chairman and Supreme Court Justice William O. Douglas described the concept of
selfregulation as requiring the exchanges to be the frontlinelatey with the
government playing only a residual rol e: AGover nm
behind the door, loaded, well oiled, cleaned, ready for use but with the hope it would
never have® Hoovever ethe $ECeadd. C&TC have nevélyfhelieved in the
concept and have broadly exercised their powers to regulate the markets. Today, the self
regulatory bodies have become vast bureaucracies that impose regulations that in many
instances are even more intrusive than those agehtiegeve, the exchanges and other
selfregulators do impose education and other requirements designed to assure
competency in industry professioné?§.

I1l. ELECTRONICTRADING ARRIVES

A. Automation Arrives in the Futures Industry

The futures industry had acceptedmputerization into its clearing processes as
guickly as the technology became available becau:
all trades be matched and cleared before the opening of business on the &t day.
There was no thought given to computigrigthe futures exchange trading floor until the
adoption of the Commodity Futures Trading Commission Act of f@"lAmong other
things, that legislation created the CFTC and instructed it to act as the futures industry

159 SeeShearson/American Express, Inc. v. McMahon, 482 U.S. 220 (1987) (upholding the enforceability
of arbitration provisions in investment contracts); Rodriguez De Quijas v. Shearsoiw#mEkpress, Inc.,
490 U.S. 477 (1989) (sam&ee generally23A JERRY W. MARKHAM & THOMAS L. HAZEN, BROKER DEALER
OPERATIONS UNDER SECURITIES AND COMMODITIES LAW: FINANCIAL RESPONSIBILITIES CREDIT
REGULATION, AND CUSTOMER PROTECTION § 12:33(2d ed.20() [hereinafterMARKHAM & HAZEN, BROKER
DEALER OPERATIONY (analyzing brokedealer arbitration decisions).
160 SeeSilver v. N.Y. Stock Exch., 373 U.S. 341 (1963) (describing the role ofeglilation); Concept
Release Concerning Sé¥egulation, Exchage Act Release No. 50,700, 84 SEC Docket 619 (Nov. 18, 2004)
(same),available athttp://www.sec.gov/rules/concept/B0700.htm;SeC. & EXCH. COMM&N, REPORT OF THE
SPECIAL STUDY OF THE SECURITIESMARKETS ch. XII OVER-THE-COUNTERMARKETS (1963) (same)avaiable
at www.http://sechistorical.org/collection/papers/1960/1963_ss_sec_markets/chapter_0Bek ad§BD. OF
TRADE OF THECITY OF CHICAGO, supranote33,at7 7 (acknowl edging that the AU.S. future
long history of selregulation that dates fromthe mld8 0 0s, predating both state and federal
161 WiLLiIaM O.DOUGLAS, DEMOCRACY IN FINANCE 82(1940).
162 FINRA has continuing educatioprograms for registrants and licensing series to assure competence.
FINRA-Education & Programs, http://www.finra.org/EducationPrograms/index.htm (last visited Apr. 1, 2008).
163 In contrast, securities transactions were cleared on @éiyeycle until 1994, when a thrday cycle
(T+3) became requiretll ARKHAM , NEW MILLENNIUM , supranote92, at219.
164. Commodity Futures Trading Commission Act of 1974, Pub. L. Ne4&8 88 Stat. 1389 (1974). For
a description of that statute, dd@RkHAM , FUTURESTRADING, supranote33, at60-73.
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analog to the SEC in the securitieglistry. A long forgotten provision of that I&quislation
also required the CFTC to study how computers could aid trading in the industtye

CFTC held a conference on that topic in 1977. Papers presented at the conference were

critical of the perceived gfficiencies of the open outcry trading syst%ar%]'he response

by the industry to that conference was harsh.

Leo Melamed, a senior official at the CME and a leading figure in the ino“l?gtry,
published a detailed and passionate defense of open outcry trading in a widely read article
published in theHofstra Law Revievi®® Melamed conceded that the open outcry trading
system was not automated but argued that the exchanges were automating rthe orde
execution process outside the trading b‘??sHowever, pit executions still required the
manual transmission of orders into often overcrowded trading pits by written orders or
hand signals and then the orders were bid or offered to the pit orally. Ademteon, the
orders were transmitted back out of the pit manually. Melamed argued that the
psychology of the trading pit generated information for price efficiency and brought
liquidity to the market from the trading by locafd This was the oftited deénse of
floor trading that continues even today, i.e., the physiological lift from the noise and
energy of the trading crowd that inspires traders to take Tisks.

The futures exchangesdéd defense of their tradi
criticism as vollme expanded. Pits trading popular financial products became
overcrowded and execution times were delayed in
computer system crashed during trading hours in 1984, causing much coﬁ?ﬁsﬁun,

165 7 U.S.C. § 22 (2000).
166. Conference on Automation in the Futures Industry, June 15, 1977, Washington, D.C.
167. SeeLEO MELAMED WITH BOB TAMARKIN, ESCAPE TO THEFUTURES (1996) BOB TAMARKIN, THE
MERC. THE EMERGENCE OF AGLOBAL POWERHOUSE( 1 993) (descri bing Melamedés role in th
168 Leo Melamed,The Mechanics of a Commodity Futures Exchange: A Critique of Automation of the
Transaction Proces$ HOFSTRAL. Rev. 149, 149 (1977).
169, Melamed stated:

[1t does not take many visits to realize that futures markets utilize every available form of modern
technology, and that they have done so at great expense and much more quickly than their
counterparts in the securities field. From the timéutres order is placed with an account
executive or registered representative anywhere in the world to the time its execution is reported
back, the transaction passes through many sophisticated electronic systems. Highly advanced
technology is utilized tprocess the order, quotation, transaction, and confirmation and to complete
the backoffice requirements of the brokerage firm.

Id. at 14950.

170 Id. at 15960.

171 SeeNiko Koppel,In Chicago, a Rowdy Trading Scene Grows QuijeteY. TIMES, Oct. 29, 207, at
A10 (stating that floor traders on the exchanges continue to make such arguments). Electronic trading creates a
new dynamic. As an anthropologist noted in studying these new arrangements:

The designers of the computer interfaces and dealing roonespsemoting a relationship to the
market based on observation and more explicit analysis. Traders were now expected to watch the
market and act on it, rather than being the market and acting in it. The technological possibilities of
digital systems raisethe interconnected problems of how the material form of the market and
human form of market reason should be related.

CATLIN ZALOOM, OUT OF THEPITS: TRADERS AND TECHNOLOGY FROM CHICAGO TOLONDON 6 (2006).
172 SeeH.J. Maidenberginfluencing Cash MarketdN.Y. TIMES, Apr. 28, 1984, at D12 (describing that
event).
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capacity constraints were an evaore pressing issud? John Conheeney, chairman of

Merril|l Lynch Futures, t hen noted that Aft] her e
woul dndt agree that the system is breaking down,

toward a solution, which is the maostr i ght eni ng as p17e4 Cdanheenédy t he probl enm
concluded that merely adding more space on the trading floors, as the exchanges were
thenplanning,wasnotthesolutiﬂ)ﬁ’,but he also asserted that Abl ack
trading fAlacks thédavi tmalk e s u @5 Heasderedtbaivto r k . 0

7

Aépit psychology, 6 eye contact and the chemistry
in determining prices as the marketds technical
dematd. o

More presciently, Geral@ellefsen, senior vice president of the consulting firm of
Booz Allen & Hamilton, Il nc. , stated in response t

There is little chance of any progress toward any solution until their trading
system falls apart; until theirhgsical and financial pains become unbearable,
which may be sooner than many of them think. While the futures industry has
been and will remain the most innovative sector of the marketplace, it is also
the most traditiorbound. Thus, the exchange membeit mot automate, for
cultural reasons as well as the fear that they will lose control over their
markets. .. Eventually, futures trading will have to be automated, because
their business is fast becoming global in scope. Whether or not the new
innovatas will, as the domestic automakers learned the hard way, come from
overseas, the losers will fight it at every turn and be unprepared for its
inevitable introductiort.’®

The futures exchanges continued their ostlikh approach to automated
executions, budemand was growing for extended trading hours. Trading floors were
open only for a limited number of hours permitted by the stamina of the floor traders, but
that left market participants stranded until the next trading day. Worldwide events with
marketeffect often occurred after the close of trading, but traders were helpless until the
opening of trading on the next day and, therefore, sought access to trade outside the
regular trading hours’”® Futures exchanges and securities intermediaries sought to

173 SeeH.J. MaidenbergFutures/Options; Automation In Tradin§!.Y. TiIMES, Dec. 10, 1984, at D4
[hereinafter Maidenberdjutomatioh ( noti ng the fAincreasing congestion on the ex
174 Id. Inefficiencies in order execution can occur on exchange floors with large crowds, which can
fragment when a crowd becomes so large that actors are unable to communicate effectively and efesently.
Wayne E. BakerFloor Trading and Crowd Dynaits, in THE SOCIAL DYNAMICS OF FINANCIAL MARKETS
107,118 (Patricia A. Adler & Peter Adler eds., 1984). Upon exceeding a critical mass, like those in financial
products such as ctomér @PMEODreudrmhedcdBCGillr6és treasury bond contra
tradersdéd communication with e®8eidl ot her on the exchange floor
175 H.J. Maidenbergfutures/Options; Big Growth in Orders Paralyzing Trading PNsY. TIMES, Mar.
19,1984, at D6 [hereinafter Maidenber@rowth.
176. MaidenbergAutomation supranotel73.
177. Seeid.
178 Maidenberg,Growth, supra note 175 There was some tensioretiveen the floors and firms like
Merrill Lynch that handled customer orders for futures contract. They would like to internalize and match that
order flow fAupstair s, AnothehUnspecalyStudyyTheaIEE's Magket 200G Refoit 0 o r .
and Canpetitive Developments in the United States Capital Mark68us. LAw. 485,513& n.120(1995)
179. SeeClick Boom: How Electronic Trading Served As A Catalyst In The Creation Of CME GZMBp
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cepture the additional revenues this interest represented by extending trading hours with
three basic options: offering open outcry sessions at ﬁ?&mstablishing exchanges in
nonU.S. jurisdictions with local partnei‘giL and later developing electronic diag
systems.

The demand for extended trading hours led to a linkage between the CME and the
Singapore International Monetary Exchange (SIMEX) in 1¥84That link allowed
trades to be opened on the SIMEX in the evening and reciprocally closed on the CME on
the next day or at some other tiff€ The SIMEX link was a substitute for computerized
executions, but it was limited in scope of the futures covered and still was tied to the floor
trading operations of CME memb ¢

The International Futures Exchange L{thtex) was created in 1984 by a former
Merrill Lynch executive to operate as the first computerized commodity excllig%ge.
was based in Bermuda in order to avoid the delay of seeking contract market status from
the CFTC®® Intex traded futures on goldchd other commodities and cleared its trades
through the London International Commodity Clearingholl%e.lntex was not
particularly successful, but it signaled the futtife.

The demand for aftehourstrading continued to grow. In 1987, the CBOT began
open otcry sessions at night, but those sessions were sparsely attéhded.e CME 6 s
response came in 1989 with its development of a computerized trading system called
Globex (global exchange) with Reuters Holdings P 1%¢rhis system matched buy and
sell orderson the basis of time and price after the trading pits clb¥e@he CBOT
responded to Globex with an announcement that it was developing its own computerized
trading system, named Aurora, that would compete with Globex and pose no threat to
floor traders dting normal trading hour¥?? Aurora never really got off the ground, and
the CBOT joined GlobeX®

GROUP MAG., Summer 2007, at 26 [hereinaf@lick Boonj (stat i ng t hat ACME Gl obex and other e
platforms were initially intended to extend trading hours and provide overnight access to customers in different
ti me zseemassDalp A OesterleThe SECO6s Assaul t , REguLABONeSUmmMeoni ¢ Tr adi ng
1998, at 17, 18 [hereinafter Oesterfessaul} (stating that the ANY-Bdirs since 1991, h a
crossing system . . . with automatic execution of sisgteoc k or der s and baskets of stocko).
180 SeeDavid RoederCBOT Pulls Plug On Night Seesi; Computer Trades To Replace Evening Floor
Action, CHI. SUN-TIMES, Jan. 30, 1998, at 53 (describing the last night floor trading sessempalsdNASD
Notice to Members 007, Disclosure to Customers Engaging in Extended Hours Trading (January 2000)
available athttp://www.finra.org/RulesRegulation/NoticestoMembers/2000NoticestoMembers/P003862.
181 SeeMacey & O'Hara,supranote 79, at 41 (discussing the NYSEOds response t
ATSs, the SEC, and brokers and dealers).
182 StevelohrSi ngapor e ds ,N.IV.TikestSept. T hoB4; a D30
183 Steven @Geenhouseit the Merc: Optimism Hedged With CautidhY. TIMES, Sept. 7, 1984, at D1.
184 Kenneth N. GilpinEarly Reviews Favor Chicago Night Tradijrd.Y. TIMES, May 18, 1987, at D1.
185 MaidenbergAutomation supranotel73 at D4.
186. Id.
187 Id.
188 SeeBULLS AND BEARS supranote28, at 136.
189 Gilpin, supranote184.
190. SeeBULLS AND BEARS, supranote28, at 88.
191 Eben ShapiroGlobex Trading System Delayed and Dispubed. TIMES, Dec. 26, 1989, at D2.
192 SeeBuLLS AND BEARS, supranote28, at 88; Julia Flynn SilerBoard of Trade Plans Computerized
Trading N.Y. TIMES, Feb. 10, 1989, at D6.
193 As one newspaper report noted:
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Globexds limitations causeXdandthe CBOT st r uggle to
withdrew from the venture in 19941 n t he meant i me, the CBOT and CMI
futures and options trading also continued to plummet, dropping from about 75% of all
futures trading in 1987 to under 50% in 1992. In particular, competition from new
exchanges abroad was fierce. One such upstart was the London International Financial
Futues Exchange (LIFFE) that began trading in 1882t initially modeled its trading
operations after those in Chicago, utilizing open outcry pit trading for order
executions”’ but later became an alectronic exchang€® More competition from
Europe wouldfollow. A 1992 New York Timear t i cl e noted that Aft] he [
exchanges have been losing ground to the approximately 50 exchanges outside the United
States, about half of which have been founded since 198%xtififange deals between
banks and othemnstitutional investors are also a rapidly growing part of the derivatives
busi M&ss. o

The CBOT opened a new trading floor in 1997 that was supposed to employ the
newest technology, but it remained devoted to open outcry trading in thztgopﬂew
innovators wer e added el sewhere in the industry. Fl o
cl ePladd i’ ddvises that allowed them to receive orders electronically in the

The Board of Trade pursued a wide rarg actions aimed at sustaining pit trading, including
investing in electronic systems that would handle some of its products during hours when the pits
were closed.

The most ambitious of those investments, a joint venture with the Chicago MercanliEng&
and Reuters to start a worldwide comptiiesed trading system called Globérundered both
before and after the Board of Trade dropped out in 1994.

Barnaby J. FedeFace Lift at Board of Trade: High Tech, Say Hello to Primal InstifhcY. TIMES, Feb. 17,
1997, 8 1, at 41 [hereinafter Fed@rimal Instinci.

194 Id. Associated Pres&lobex Operating ProposalN.Y. TIMES, Nov. 5, 1993, at D12. The exchange
has overcome these |imitations of | ate Ghxtmdingt hly volume dat
platform between 2004 through 2006 shows that ffaverage dail
percent, while the time it takes to get a trade executeddee s ed by mor eCMEIGeup, I'c) percent . o
CME Gl obex: The g Wblecttodid sTradinge ®ldtform at 9, available at
www.cme.com/files/globexbrochure.pgiést visited May 28, 2008).

195 Barnaby J. FedeiThe Chicago Board of Trade Will Leave Globex NetwdiR. TIMES, Apr. 16,
1994, § 1, at 35.

196. Steven RattneFinancial Futures Set Brisk Pace in LonddhY. TIMES, Oct. 5, 1982, at D9.

197 Id.

198 Id. The most visible example of an exchangeds effort to
electronic trading system is that of the LIFFE, which transformed fteelf an open outcry based exchange to
an electronic exchange exclusiveBeeSun MicrosystemBest Practices: Exchanging Electronically at Record
Pace Nov . 2005, http://www. sun.com/ solutions/documents/ article
t he transformation of LI FFEO®s exchange environment from ope
CONNECT® in less than one year).

199 Barnaby J. Fedehicago's Exchanges Look Toward an Electronic Salvatibs. TIMES, Nov. 29,
1992, § 3, at 5.

200. SeeFeder,supranote 195 at 41 (discussing the updated technology and tradition of open outcry
trading).

201 Feder,Primal Instinct supranote193 at 41.

202 SeeCommodity Futures Trading Commbdn, Report on Gold Option
available at http://www.cftc.gov/tm/tmgold_options_report031000.h{identifying electronic order routing
systems then in use for COMEX to consider adopting).
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pits, seeking toobviaet he need f or phone [adtadiiosalyand Arunner s
relayed customer orders into the pits either in v
through hand signa?éj.3 Those efforts did not succeed in meeting the competition from
foreign exchanges that were becoming increasingly all relgic % The Deutsche
terminborse, now called Eurex, a joint venturéhefDeutsche Borse and the Swiss Stock
Exchange, opened as an all electronic exchange in P8gotook Eurex just two years
to eclipse the largest futures exchange in America, the CB®Trading volumé®®
Eurex also later bought the International Securities Exchange, an electronic exchange that
was the second largest equity options market in the United é%ﬂeenically, futures
trading was not legalized in Germany uritie 1980s wbn U.S. brokers successfully
advocated a change in German law that had, theretofore, treated futures contracts as
prohibited illegal gambling®®
Eurex was also competing with LIFFE, which operated a large trading floor and was
the largest futures exchange Europe until Eurex arrived. LIFFE was forced to switch
from open outcry trading to electronic trading in 2680si mi | ar i | y, #A[i]ln France,
the derivatives exchange that is a unit of the Paris bourse, tried to offer both electronic
and operoutcry tading in April 1998. A month later, most trading migrated to
computers and t he t AAdi ng floor was shuttered. o
The Chicago exchanges only slowly awakened to this threat, but by the end of the
last century, even Leo Melamed, the most ardent defender ofoapeny trading, was in
full retreat. He sounded the tocsin for this pull back in a May 1999 address at an industry
conference in New York. Melamed faulted the regulatory structure for the erosion of U.S.
market share in futures trading, but he also statébdat A[ i ] f t he futures excha
quickly embrace current technological and competitive demandghen our exchanges
may wel | B’ doomed. 0
The Chicago exchanges were still sluggish in their response to the electronic threat.
They began a despe effort to link with foreign electronic markets in order to cling to
their remaining businesses. The CME announced a link with Matif in Paris, which was
then combined with its SIMEX prograﬁ]i.2 The CBOT initially linked with Eurex, but

203 David Barbozaln Chicago Trading Pits, This May be the Final GeneratibinY. TIMES, Aug. 6,
2000, § 3, at 1 (describing this process).

204 For a description of the growth of foreign electronic exchanges, see Regulation of Exchanges,
Exchange Act Release No. 38,672, 64 SEC Docket 1631, 1801 n.217 (May 23, 1997).

205 William B. Crawford, Jr.,.German Echange Plans Broad Computer Tradir@Hi. TRIB., June 26,
1991, at C3 (describing development of Eurex).

206. SeeBarbozasupranote203 A 3, at 1 (stating Eurex is the worldbds | ar
only two years of existence).

207. Associated Pres®eutsche Borse Agrees to Buy Options Market in New, Yok TIMES, May 1,
2007, at C10.

208 William P. Rogers & Jerry W. Markharithe Application of West German Statutes to United States
Commodity Futures Contracts: An Unnecessary Clash of Pqlidi@s. & PoLdr INTA Bus. 273, 28593

(1987).
209 SeeAlan Cowell,Liffe Goes SilentN.Y. TIMES, Nov. 25, 2000, at C2 (stating A[o]p
of financi al options ended in May [2000]0) .

210, Barbozasupranote203 § 3, a 1.

211 Leo Melamed, Address Before the Derivatives and Risk Expo, Futures Markets in the Digital Century
(May 11-12, 1999)available athttp://www.leomelamed.com/essays/@@v.htm.

212 MARKHAM, NEW MILLENNIUM, supranote92, at 253.
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then abandoned tharrangement for an electronic platform operated by LIFFE, which
was then a unit of the paéfuropean exchange Euronext, the subsequent merger partner
of the NYSE?® In response, Eurex announced that it was opening its own exchange in
the United States toompete directly with the Chicago exchané%‘*s.The Chicago
exchanges then sought unsuccessfully to block Eurex from being designated as a contract
market by the CFTC, which happened in 266,

Domestic electronic futures exchanges were also appearing. Foiord@d.
submitted the first aPGpIication to the CFTC to be designated as a contract market for
Internet trading onl);. BrokerTec Futures Exchange, an electronic futures market, had
tried to compete with the CBOT but gave up when Eurex decided to compesttydin
the United States with the CBGT’ The New York Cotton Exchange merged with the
Coffee, Sugar and Cocoa Exchange to become the Board of Trade of New tark.
entered into a joint venture with Cantor Fitzgerald, a New York government securities
trader, for the creation of an electronic futures exchange, the Cantor Financial Futures
Exchange (CFFE), which would compete with the CBOT floor traders. The CBOT
quickly announced that it was opening its own electronic market in those coftfacts.
Neither eéctronic trading system did very well, but CFFE responded with a completely
interactive electronic trading platfor?ﬁg

Several other electronic futures markets followed, including CBOE Futures
Exchange, HedgeStreet, NQLX, OneChicago, and U.S. Futures I@eﬁ?rénThe
Intercontinental Exchange (ICE), an electronic exchange based in Atlanta, Georgia,
became a major global marketplace for trading futures and OTC energy derivative
contract$?2 The Chicago exchanges were paralyzed by this competition and exchange
palitics became divided between those favoring electronic trading arse theeking to
preserve open oectty trading. In a hotly contested election in 1998, one candidate was

|l abeled by his opponent as the fAProdthd dent of

pitch of trading desks on the floor, but the real criticism of his campaign was his desire to
preserve pit trading and the value of exchange memberships that were then plunging in
price”=” Opponents of electronic trading narrowly won that electionseating the

213 James KanteDeustche Borse Ends Its Quest for EuronexY. TIMES, Nov. 16, 2006, at C14;
Germany Moves to Start Central Stock Exchahg¥. TIMES, Oct. 8, 1992, at D2.

214 Eurex to Open Exchange in U.B.Y. TIMES, Jan. 10, 2003, at 18.

215 SeeJERRY W. MARKHAM, A FINANCIAL HISTORY OF MODERN U.S. CORPORATE SCANDALS: FROM

ENRON TO REFORM 541 (2006) [hereinafteMARKHAM, ENRON] (describing the Chicago

counterclaimingai nst Eurex and stating that the CFTC approved
216, MARKHAM, NEW MILLENNIUM, supranote92, at274.
217. Board of Trade Ral Going Out of BusinessN.Y. TIMES, Nov. 13, 2003, at C10 (describing
BrokerTec Futureds decision to stop doing business).
218 Laura PederseRietersenMINDING YOUR BUSINESS: How do You Keep Them in the Casino Once
Theydve SeenNYH®ESGCept 1B3a1998,i88,at 10.
219 Chicago Board Seeks To Add Contradtsy. TIMES, Aug. 10, 1998, at D9.
220. MARKHAM, NEW MILLENNIUM , supranote92, at 274.
221 MARKHAM, ENRON, supranote215, at 54142 (listing the electronic futures markets).
222 SeeHeather TimmonsNymex Abandoning Plans For British Futures Markety. TIMES, Jan. 24.
2007, at C4 (describing competition between ICE and the NYMEX, the leading traditional exchange for energy
products).
223 CAITLIN ZALOOM, OUT OF THEPITS: TRADERS AND TECHNOLOGY, FROM CHICAGO TOLONDON 67-72
(2006) (describing the teia between candidates).

t he

excha
Eur exo:
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incumbent who was seeking to modernize the exchange with more electronic :f?élding.
Compromise followed in the form of sid®-side trading of contracts electronically and
in the pits?25 However, that was only a compromise, not a winning gyate the new
world of all electronic trading.

More pressure for electronic trading arrived in 1989 after a massive FBI sting
operation on the CME and CBOT exposed widespread fraud and questionable trading
activities??® Those practices were made possiblalghaic trading practices on the floor
that involved fidual o trading floor brokers and f|I
adequate audit trail that shielded those activitésEormer senator (and briefly vice
presidential candidate) Thomas Eagtetmade headlines by resigning from the CME
board after charging that the exchange was driven with conflicts of intéfeste
recommended that the trading floor be replaced with an electronic trading system that
would provide a better audit trail.

Competiton appeared from another source in the form of the OTC market in
derivatives that exploded in the last part of the twentieth century. The swap became a
classic in finance within ten years of its introduction in 1881A new phenomenon also
appeared the OTC derivative?® Unfortunately, trading in ovethe-counter foreign
currency derivatives began with some boiler room operations fraudulently selling
derivative products disguised in a manner to avoid CFTC regu%’ﬂoﬁhe CFTC
continues to wrestle with thatrgblem, particularly in currency tradir?rﬁ.2 Commercial

224 Barbozasupranote 203, § 3, at 1.
225 Paul G. Barr,U.S. Favors Open Outcry: International Electronic Derivatives Exchange Qpens
PENSIONS& INVESTMENTS Dec. 14, 1998, at 23.
226, See generallyDAVID GREISING & LAURIE MORSE BROKERS BAGMEN & MOLES FRAUD &
CORRUPTION IN THECHICAGO FUTURES MARKETS (1991)(d escri bing the governmentds sting o]
resulting indictments)
227. Seelerry W. MarkhamProhibited Floor Trading Activities Under the Commaodity Exchange 28t
FORDHAM L. ReV. 1, 1 (1989) (describing that sting operation. Recently, a Nymex floor trader, who was also a
former exchange official, pleaded guilty to criminal charges for engaging in such activities on the floor of that
exchange? Are Charged in lllegalrading Inquiry at Nymex\.Y. TIMES, Apr. 9, 2008, at C2.
228 Ted GutierresScandals in Chicago; Automate the Futures Excharigés TIMES, Dec. 31, 1989, § 3
at 2.
229 SeeDesmond MacRaeThe Future Of Futures: Two Big Steps To A Level Playing Fidlar.
UPDATE, Dec. 1999 (quoting L ethirddbot[thatota findnsial desvativermeatket t hat At wo
in 1999 consisted of $80 trillion in outstanding contracts], mostly swaps, are [executed outside of the]
e x ¢ h a nayadlablé athttp://www.leomelamed.com/articles/mar1299.htfee generall\BRIAN EALES &
MOORAD CHOUDRY, DERIVATIVE INSTRUMENTS A GUIDE TO THEORY AND PRACTICE (2003) (describing some
of these products).
230, See generall{pavid J. GilbergRegulation of New Financial Instrumentadiér the Federal Securities
and Commodities Law89VAND. L. REv. 1599 (1986) (describing the growth of those instruments).
231 See generalliMarkham,Regulation supranote 46 (describing problems with derivative instruments).
232 The CFTC had soughttoegul at e the OTC currency mar ket by deeming it
within its jurisdiction.SeeTrading in Foreign Currencies for Future Delivery, 50 Fed. Reg. 42983 (Oct. 23,
1985) (regulating currency market); Thomas A. Torm@&yDerivatives DilemmaThe Treasury Amendment
Controversy and the Regulatory Status of Foreign Currency Op#&0RD. L. REV. 2313 (1997) (describing
the CFTCbs effort); Camden R. 0WbhbbAiSS&phbmbhcdFtoedxTrddaer. 0 van
Foreign Currency Deriviaties Under the Commodity Exchange, A&N.C. J.INTQ L. & ComM. REG. 579,
594 (1994) (same). However, the Supreme Court ruled that the CFTC had gone too far in that effort. Dunn v.
Commodity Futures Trading Commodnex lbalOg eld. St.r a4d6i5n g( 1i9n9 70 p t(ieoxnesm p1
buy or sell foreign currencyo from CFTC regulation). The CFTC
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firms were also exploring OTC derivatives duri nc
CFTC resisted that effort and sought to regulate these-dhers i gnat ed Ahybrido
instruments if their options or futurelements outweighed their securities eleméits.

The CFTC was reluctant to create a commercial trader exception that would allow
OTC derivatives to be traded by institutions or sophisticated trg%wch as that
employed by the SEC under the federal sedui es | aws f or Haccredited ir
However, the swaps market expanded so quickly @matgress and the CFTC adopted
such an exemption for swaﬁ%G.An exemption was also granted for the Brent oil market
that had been handicapped by a district courhguihat it was a futures exchange,
decision which would have required it to register as a contract market and destroy its
viability in the United State®®’ The OTC derivative market continued to expand even
after a series of large losses by numerous instituﬁ?ﬁiﬂpluding the destruction of the
venerable Barings Bank by a rogue traifar.

The open outcry trading systecearlybemgt he futures
overwhelmed as the new century beééchResponding to those competitive threats, the
CME and CBOT merged their clearing operations in 2003, and both the CME (in 2002)
and the CBOT (in 2005) demutualized and became public compzé‘ﬁi&ill, the
percentage of open outcry trades declined between 2000 and 2007 from 90%%8 22%.
Recoggizing that the end was near, the CBOT and CME merged all of their operations in
200777 That merger was nearly spoiled by a competing bid from ICE for the CBOT in

that requires OTC currency trading to be conducted through regulated financial institutions or between
institutionalparticipantsSeeCommodi t y Futures Trading Commé&0l32v. Gi bralter Mon
CIv, 2006 WL 1789018, at *19 (S.D. &IMay 30, 2006) (describing that legislation). However, the CFTC
suffered another setback after the Seventh Circuit rukedsiieculative transactions in foreign currency were
ispoto transactions that were outside the CFTCb6s derivative
Trading Commdén v. Zelener, 373 F.3d 861, 869 (7th Cir. 2004) .
233 SeelJerry W. MarkhamRegulation ® Hybrid Instruments Under the Commodity Exchange Act: A
Call for Alternatives 1990CoLum. Bus. L. Rev. 1,4053 (1 990) (describing the CFTCOds atter
certain hybrid instruments).
234 The CFTC had, early on, created an exception from itsessgm of OTC options trading after retail
market abuses became rampdmhRKHAM, FUTURES TRADING, supranote 33, at196. However, it rejected a
petition from Merrill Lynch seeking an accredited investor exception for OTC currency tr&diegetter to
the Office of the CFTC Secretaritom Merrill Lynch & Co. Inc.(Dec. 23,1985 (on file with the authors);
Salomon ForexInc. v. Tauber, 8 F.3d 966 (4th Cir. 1998¢rt. denied 511 U.S. 1031 (1994) (rejecting the
CFTC position).
235, 17 C.F.R. A 230.501(a) (2007) (defining fdaccredited inves
236. DEPGr OF THE TREASURY, BLUEPRINT FOR AMODERNIZED FINANCIAL REGULATORY STRUCTURE 46
(Mar.2008).
237. Transnor (Bermuda) Ltd. v. BP N. Am. Petroleum, 738 F. Supp. 1472, 1489 (S.D.N.Y. 1990) (stating
that the 15day Brent dimarket is a futures exchangegealso Eric C. Bettelheim & Jerry W. Markharithe
Transnor Decision ad Its Aftermath 8 OIL & GAS L. & TAX. Rev. 76 (1990);More on Transnqr8 OIL GAS L.
& Tax. Rev. 22327 (1991) (describing that decision and CFTC action).
238 SeeMarkham,Protecting supranote93, at 35863 (describing those losses).
239 SeeJuDITH H. RAWNSLEY, TOTAL Risk: NICK LEESON & THE FALL OF BARINGS BANK (1996
(describing that debacle).
240. Barbozasupranote203 § 3, at 1
241 Doug CameronJrading Rivalry Goes Back 100 YeaFs\. TIMES (London), Oct. 18, 2006, at 19.
242 Koppel,supranotel71
243 Associated Presshar ehol ders Appr ov eNYMeves Jolg 10R00Y,atlCR. of CBOT
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the anount of $11.9 billion, but in the end ICE lost out to the CMEAfter their
merger, the CME and CBOT announced that they were consolidating their trading floors
and would be shifting several contracts to their electronic trading platform (Globex),
includint% agricultural products such as the once very popular frozen pork belly futures
contract.

Resi stance on the floor to electronic trading r
down without a fight, o and that tdigettudthey dr e going
trade el &¥Theioresistaned way aided by no less a personage than former
Federal Reserve Board Chairman Alan Greenspan. In March 2007, Greenspan asserted at
a futures industry conference that the open outcry system of trading id sl ithe opti mum
model 06 because, while computers are wuseful, hum
interactions and that, therefore, open outcry markets will always be atburdwever,
the growth of electronic trading is calling that claim into questiohdth the securities
and commodity futures industri%@?

Smaller commodity exchanges were also struggling. For example, the KCBOT
began offering electronic trading of agricultural products alongside-flased trading in
August 2006®The KCBOT® <creaseadl | but meéative ta other major exchanges
and similar products, it failed to keep pace. Crop size alone suggests that the KCBOT is

244, Christopher Donville|CE to Buy Grain TraderdNT& HERALD TRIB. (Paris), June 25, B0, at 13.
245 Pit Trading to End for Pork Bellies And Selected Products in Chiddgo. TIMES, Aug. 29, 2007, at
C7. The CME website now notes that:

The CME open outcry platform and trading floor systems are linked to the CME® Globex®
electronic tradinglatform, which allows market participants to buy and sell whether they're sitting
at trading booths on our Chicago trading floors, working at offices or homes thousands of miles
away, or making trades during and after regular trading hours. At CME, sadesst prefer face
to-face interaction on the CME trading floors while an increasing number prefer to trade
electronically.

CME, Open Outcry to eTrading, http://www.cme.com/about/ins/caag/index.html (last visited Oct. 21, 2007).
246. Koppel,supranotel71
247. Alan Greenspan, Remarks before the Futures Industry Annual Conference (Mar. 14n200mm.
Fut. L. Rep. (CCH) 782 (Mar. 23, 2007).
248 Former Chairman Gemspan was less sanguine on the future of open outcry in his autobiography.
There he stated:

[T]he neverending jockeying for advantage among traders is continuously rebalancing supply and

demand at a pace too fast for human comprehension. The tradesessity, are thus becoming

increasingly computerized, and traditional foutcryo tradin
exchanges is rapidly being replaced by computer algorithms.

ALAN GREENSPAN THE AGE OF TURBULENCE, ADVENTURES IN ANEW WORLD 350(2007).
249 The KCBOT, CBOT, and Minneapolis Grain Exchange all share the same electronic platform trading

service provider. Before 2007, their provider was LIFFE Conne
exchanges use the Globex® platfodeePres Release, CME Group, Inc., CME Group to Host KCBT, MGEX
Electronic Trading on CME Globex (Jan. 11, 2008), available at

http://cmegroup.mediaroom.com/index.php?s=4&8&=672. Each exchange began offering electronic trading

in agricultural products on a sit®-side basis the same month, August 2006. The exchanges, however, charge
their customers different rates for trades executed electronically and on the floerrekplective exchange.

See, e.g. KCBT, Exchange Contract Feehttp://www.kcbt.com/fees.htmllast visited Apr. 27, 2008)
(identifying nonrmember exchange open outcry fee for wheat futures of $0.55 per cartcacbrmember
electronic fee for wheat futures of $1.70 per contract).


http://www.kcbt.com/fees.html
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underachieving. Although the index trader is trading KCBOT wihgtt is doing so far

less than it is at other exchasg&he U.S. Department of Agriculture calculated that the
United States produced 930 million bushels of hard red winter wheat (HRW) for the
20052006 cropyear and 309 million bushels of soft red winter wheat (SRW) for the
same perio&fs’l Converting these mabers, the U.S. production of HRW translates into

an open interest of 185,000 contracts. Despite the fact that the United States produced
roughly 300% more HRW than SRW for the 268306 crop year, open interest in the
CBOT6s wheat cont BTt s e xomd d & redibay, thBQ 5 %.

CBOT6s open interest in wheat has increased by I
while the KCBOTO6s open interest in wheat has de
period.253

B. Automation Arrives in the Securities Industry

The securities industry appeared in some ways more receptive than the futures
industry to technological changes. Although often accused of being hidebound, the
NYSE was not oblivious to the need to adopt new technology into its operations. That
exchange gt over $1 billion on technology between 1982 and 1995, allowing it to cut
order execution time dramaticaﬁ?f1 Those improvements allowed the NYSE to handle
daily order flows in excess of 1.4 billion shares as the market surged at the end of the last
center.255 That was in stark contrast to the 10 million share trading days that almost
destroyed the NYSE duri nzasanﬂtheGOarﬂilﬁoﬁshareﬁpaper wor k ¢
days that shut down the trading floor in October 1857.
Tom Russo, a senior executive at bedn Brothers with experience in both the
futures and securities industries, has noted tha
taken major steps in the field of automation, the New York Stock Exchange was making
some progress. In 1976, it launched the TD(Mesigned Order Turnaround) system,
followed by the SupebOT sy st e fre SuperDO P alloveddhe transmission of

250 See Commodi ty Futures Trading Common, About t he Commi t m
www.cftc.gov/opa/backgrounder/opacot596.htm (last visited Apr. 11, 2008).

251 USDANAT. AGRIC. STATISTICS SERV., CROPPRODUCTION2006SUMMARY 16 (2007).

252 See Commodi ty Futures Trading Commoén, Hi storical Co mi
www.cftc.gov/cftc/cftchistoricalcot.htm (last visited Mar. 7, 2007).

253 Since January 3, 2006, open interest in CBOT wheateased 36% while it decreased 22% in
KCBOT wheatComparecCommodi ty Futures Trading Comnidanyary@o mmi t ments of T
2006, http://cftc.gov/imarketreports/commitmentsoftraders/cot010306.html  (last visited May 28, 2008)
(indicating total pen interest in CBOT wheat of 339,284 contracts and KCBOT wheat with 143,580 contracts)
with Commodi ty Futures Trading Common i ApBlo28mR0D8nent s of Trader
http://cftc.gov/marketreports/commitmentsoftraders/cot042208.html (last idag®8, 2008) (indicating total
open interest in CBOT wheat of 531,768 contracts and KCBOT wheat with 117,852 contracts).

254, MARKHAM, NEw MILLENNIUM , supranote92, at 209.

255 Robert D. HersheyThe Markets: Stocks and Bonds, Dow Comes Back From Plunge But Ends Below
10,00Q N.Y. TIMES, Oct. 19, 2000, at C10.

256. SeeKurt Eichenwald,Robert William Haack, 75, Dies; Led Stock Exchange During Crii¥.
TiMES,Jne 16, 1992, at B8 (discussing Haackds efforts to help th
in the late 1960s that was caused by the large amount of paperwork created by trading over 10 million shares
daily).

257. Alison Leigh CowanExchange Eployees Begin Strikdl.Y. TIMES, Nov. 11, 1987, at D1.

258 Thomas A. Russo, Vice Chairman & Chief Legal Officer, Lehman Bros., A Tribute to Leo Melamed
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orders to buy and sell to the specialist electro
electronic workstation often referredtoas¢ted i spl ay book. & Each Specialis
computerized O6display booko6 at its trading post t

t he m%\SngheaSupeﬁ)OT system was handling fisome 80 perc
transactional 26ovraadhiugﬁﬂ%bof vblyme in 2@08°* but large trades
were still manually walked to the specialist post by a floor broker for exetﬁ?%on.
Other electronic improvements in the securities industry included automated
systems for brokedealer bacloffice processing of secities transactions and improved
screenbased information services provided to bre#lealers by private vendors such as
Reuters, (%uotron Systems, Telerate, Automatic Data Processing, {Riitytgr, and
Bloomberg.63 However, these improvements did not ¢eean electronic exchange;
rather, it was called Acomputer assisted trading
was merely aiding, not replacing, the specigﬁétSignifying that distinction, a special
edition ofLife Magazinepublished in 1992 to celedite the bicentennial of the founding
of the NYSE contained an article decrying the growth of electronic trading and defending
the trading floor. Mi mi cking Mel amedds defense o
industry, the article stated that:

This, itseems to me, is the biggest problem with electronic trading and what it
portends... Do we advance business by making it more faceless and
impersonal? Such a world not only threatens to overwhelm us with market
choices, time zones and currencies, ielikse cuts us out of the deal as social
creatures. It only further distances us from the rich and varied human affairs
that are as much the soul of business as they are the essence of the social and
inner life 26°

However, a warning had already been sounblgdh congressional staff study in
1990, whi ch not ed t hat Afinanci al i nformation v
transactional services u%GQOnegsucaaffbro@Eﬂ\/IC@d execution
had failed but the Instinet Corporation was more succes€iated in 1969 as the

In Honor of the Presentation of the 2005 CME Fred Arditti Innovation Award (Apr. 20, 28@d)able at
http://www.leomelamed.com/currentevents@®@littiRussoRemarks.htm
259 In re NYSE Specialists Sec. Litig., 503 F.3d 89, 92 (2d Cir. 2007).
260, David M. SchizerBe ni gn Re st sRdgulation of Exeeutios &/8¢1h81YALE L.J. 1551,
1556 (1992).
261 NYSE SPECIAL COMM. ON MKT. STRUCTURE, supranote3l, at 24.
262 See Mark Borrelli, Market Making in the Electronic Age32 Loy. U. CHi. L.J. 815, 823 (2001)
(describing the role of floor brokers on NYSE under the SOmrsystem).
263 BULLS AND BEARS, supranote28, at 13033. For a description of the Bloomberg information system,
seeMICHAEL BLOOMBERG, BLOOMBERG BY BLOOMBERG (1997).
264 MARKHAM, NEW MILLENNIUM, supranote 92, at 218. For a description of those trading support
systems, seBULLS AND BEARS, supranote28, at 130. The Toronto Stk&Exchange, for example, used a CAT
system that matched orders but had a market maker providing liquidity if orders weratahing.ld. at 63.
265 Bruce Duffyy, The Human EIl ement, One Mands Opinion: | Trust a M
Breathing LIFE MAG., Spring 1992, at 17, 18. For a countervailing view see Gerald T. Nowak,ANbtglure
of Communication: An Argument for the Closing of the NYSE FR@®U. MicH. J. L. REFORM 485 (1993)
(advocating for the elimination of physical exchanges in favéraf c ompl et el y aut omated communicat
exchange processo) .
266. BULLS AND BEARS, supranote28, at 136.


http://www.leomelamed.com/currentevents/06-ArdittiRussoRemarks.htm
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Institutional Network Corporatio?f,;7 Instinet was later acquired by Reuters and began
offering an electronic securities trading system that was executing an average of 13
million shares a day in NYSE and Nasdaq stocks as the l@%&ﬁ?s Instinet allowed
brokerdealers and institutional traders to indicate their interest in purchasing or selling
NYSE or Nasdag securities. Participants could then respond to those indications of
interest by making bids or offers. Instinet would theocpss and report executiof?é.
Orders were not publicly disclosed, protecting the identity of the institution in the
trade?’? Instinet was processing 170 million shares per day at the end of the century.
Twen'9/ million of those trades were executed befonel after traditional trading
hours®*

Automation was seemingly more prevalent in the OTC market. Nasdaq was itself an
electronic Aiguotationodo system that was developed
securities markets by the SEC staff suggested disirability of such an automated
system to replace the manual printing of quotes circulated to boeleders through the
APi nk gzh\laselaqsemmoyed competing market makers, rather than a specialist
auction systerﬁ.73 Nasdagq was broken down into 8erthe National Market System
(NMS) for larger companies, a SmallCap Market for small and medium size companies,
and a Bulletin Board for illiquid securiti@:ff1

Nasdaq did not initially provide for the automated execution of orders. Rather, a
broker obsering a quote on a computer screen for a stock posted on Nasdaq would
contact the posting broker and negotiate the trade. Nasdag developed a Small Order
Execution System (SOES) for the automatic execution of small customer orders, but
large trades still wereegotiated orally with the market makéf& Another improvement
was SelectNet, a scredased trading system that allowed NASD members to enter and
negotiate the terms of trades through that computer sfgfseﬁ‘he Nasdaq market
became successful. By 199%asdaq volume was accounting for some 42% of total share
volume on all U.S. markefd.” Nasdaqg volume was sometimes in excess of 2.5 billion
shares a day in 2000, which was sometimes a billion more shares than were traded on the

267. SID MITTRA, INSIDEWALL STREET224(1971)
268 Id.l nstinetds ECN oper at i on slts wmanimg business was gold toehased by Nasda
private equity group, Silver Lake Partners, which flipped it shortly after its acquisition by selling it to Nomura
Holdings, Inc., a large Japanese brokerage company. Peter Edméhstate Firm Sells Broker and Mak
Quick Profit N.Y. TIMES, Nov. 3, 2006, at C3.
269 Jan De BelAut omated Trading Systems and the Concept of an AE
Context Proprietary Systems: A Regulatory Headach®lU. PA. J.INT'L Bus. L. 164,173-74(1993).
270, CHRISWELLES, THE LAST DAYS OF THECLUB 59(1975).
271 Rebecca Buckmamlan by Chicago Exchange to Offer Extended Trading Is Sign of the, Waes
Sr.J,,Aug. 23, 1999, at C11.
272 SeeMichael J. Simon & Robert L.D. Colbfhe National Market System for Oubie-Counter Stocks
55 GEO. WASH. L. REv. 17, 2529 (1986) (describing the development of the Nasdaq market).
273 Daniel M. Gallagher, Commenitjove Over Tickertape, Here Comes the Cylbecthange: The Rise of
InternetBased Securities Trading SystedsCATH. U. L. REv. 1009, 1025 (1998).
274. SeeRichard G. Ketchum & Beth E. Weimévlarket 2000 and the Nasdaqg Stock MaykexJ. CorP.
L. 559, 577 (1994) (describing the Nasdaq market).
275 MARKET 200Q supranote89, at 10.
276. Id.at 19.
277 Id.
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C. Scandals

Like the futures exchanges, both Nasdag and the NYSE encountered scandals in
their marketmaking operations. After Nasdaq market makers fled to avoid their market
making responsibilities during the Stock Market Crash of 1987, the NASD required all
market makers togsticipate in SOES and increased penalties for unexcused withdrawals.
Thisgaverisetothesmal | ed ASOES Banditso who entered order
movements before the Nasdaq market makers were able to update their SOE§7%]uotes.
This was made msible by the development of Internet trading by retail custoffiers.
The NASD tried to help the Nasdaq mar ket makers
from using SOES, but a court of appeals held that the rule was too%?&@tdaer efforts
by the NASD alsdailed to deter the SOES Bandits, so the market makers began taking
their own actions to stop the banditsé attacks. -
was revealed in an economic study published in 1994. It found that the spreads quoted by
Nasdaq meket makers were extraordinarily wide and suggested that they were the result
of collusion among market make?® The Justice Department then brought an antitrust
action against the market makéPf& The SEC also investigated and found a number of
improper pactices on the part of those market malzg‘l*sﬂ.\mong other things, the SEC
found that bids and offers displayed by market makers on Instinet and another ECN were
almost always better than those they posted publicly on N&gtrfﬁdms meant that the
market makes had created a twiiered market in that retail customers using SOES were
receiving less competitive prices than the institutional traders that could access ECNs.
As a result of this scandal, the NASD was ceed by the SEC and agreed to spend

278 Hershey,supranote 255, at C10 (describing a day where turnover on the Nasdaq was 2.53 billion
shares and turnover on the NYSE was 1.43 billion shares).
279 TheSOES Bandits operated as follows:

The [SOES] traders would . . . monitor news developments constantly and use the instantaneous
execution feature of the SOES to purchase shares before the marketwiakémesquently handle

many stockscould adjust their gotations to reflect the new information. By executing within a few
seconds as many as five orders for up to 1,000 shares each and liquidating the position shortly
afterward at the new market price, a trader could profit handsomely at the expense afkéte ma
maker.

Timpinaro v. SEC, 2 F.3d 453, 455 (D.C. Cir. 1993).

280. Although large brokedealers were developing ECNs to compete with the exchanges, many of those
same brokedealers had fiercely resisted Internet trading for their own customers. Agltadisount brokers
were able to grab much of that businddsRkHAM, NEW MILLENNIUM , supranote92, at 29497.

281 Timpinarg 2 F.3d at 460 (describing the riseonline trading).

282 William G. Christie & Paul H. Schultahy Do NASDAQ Market Makers Avoid GHidhth Quotes
49J.FIN. 1813, 1814 (1994).

283 Report Pursuant to Section 21(a) of the Securities Act of 1934 Regarding the NASD and the
NASDAQ Market, Exchange Act Release No. 37,542, 52 S.E.C. 882, 884 n.7 (Aug. 8, 1996) [hereinafter
Report Regarding the NASD and the NASDAQ Market].

284 Id. at 88384; seeJERRY W. MARKHAM & THOMAS L. HAZEN, BROKER DEALER OPERATIONSUNDER
SECURITIES AND COMMODITIES LAW: FINANCIAL RESPONSIBILITIES CREDIT REGULATION, AND CUSTOMER
PROTECTIONS 9.1(2d ed 2006)(describing those practices).

285 Report Regarding the NASD and the NASDAQ Markefpranote283 at 898.
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$100 milion to improve its selfegulatory prograrﬁ?36 The NASD was also reorganized
to obviate any conflicts between its role as the promoter of Nasdaq and-isgsedftory
responsibilities. A separate subsidiary was given primary responsibility for regulatory
matters. Another subsidiary was given responsibility over Na® agumerous Nasdaq
market makers were also sanctioned for their role in this scafidal.
Scandal also arrived on the floor of the NYSE. Floor brokers on the NYSE were
engaged i n ffaldiipnpgi fgpar aend hftiths, 06 a practice that
the time but did not s;toi)g.9 These practices involved the execution of opposite customer
orders against a third party account, allowing them to obtain a profit on the spread
between the bid andh¢ askas well as commissions for executing the tr&d@Several
floor brokers and their clerks pleaded guilty to criminal charges for that cofidust
even larger scandal arose over conduct by NYSE specialists. An SEC investigation
discovered that NYSEpecialists were trading ahead of customer orders and engaging in
ot her mi sconduct such as front running and Aint
matchable customer orders in order to create and profit from a §8?éaelveral NYSE
specialist firms agreedotpay over $250 million to settle SEC charges over that
misconduct>® The SEC also brought an action against the NYSE that was settled by the
exchangé.g“The NYSE agreed to require all of its directors to be independent directors,
create a new Chief RegulayoOfficer position, and to hire an independent monitor to
oversee its supervision of the floor at a cost of $20 million. The NYSE also agreed to film
and tape record the specialist 56295Se|veeat ations on tF
employees of th specialist firms were indicted for their role in this scafitithe SEC
also brought actions against three regional exchanges for allowing their specialists to

286. Floyd Norris, Tough Crackdown on Nasdag Market Announced by, N.8. TIMES, Aug. 8, 1996, at
Al. A fimonitoro was appointed NasdaqGetsa ManitoN.¥.Mpes,i ance with this
Oct. 29, 1996at D2. Private suits that were brought against the Nasdaq market makers resulted in a settlement
of about $1 billion. Deborah Lohs&asdaq Investors as Late as July 1996 May Be Eligible for Stake in
SettlementWALL St.J, Jan. 5, 1998, at C1Wh astNéws WALL St.J.,Dec. 19, 1997, at Al.

287. Floyd Norris,Investors to Get Bigger Role in Running Nasdaq Maiket. TIMES, Sept. 20, 1995, at
D1. This reorganization was the result of an NASD internal study headed by former Senator Warren B.
Rudmanld.

288 Michael Schroede\asdaqg Probe Leads to Fines, Suspensidfre L St.J.,Jan. 12, 1999, at B6.

289 MFS Sec. Corp. v. SEC, 380 F.3d 611,-@43(2d Cir. 2004).

290 Id.; see alsdolgopolov,supranote88.

291 2 ExBrokers Get On&Veek Jail Terms\.Y. TIMES, Jan. 20, 2000, at C14. Despite their guilty pleas,
two of those brokers sued the NYSE claiming that it was aware of and permitted those trading jpradgtices
floor. Convicted Brokers Sue Stock Exchaig&. TIMES, June 28, 2000, at B8.

292 SeeFinnerty, Securities Act Release No. 8805, Exchange Act Release No. 55,805, 2007 SEC LEXIS
1083 (May 23, 2007) (describing these practices); Calif. Pub. Empfoyedge t . Sys. v. NYSE, 503 F.3d 8
Cir. 2007) (same).

293 MARKHAM, ENRON, supranote215, at 502. For examples of those settlements, see Spear, Leeds &
Kellogg Specialists, LLCExchange Act Release No. 49,5@2, SEC Docket 1912Mar. 30,2004); Van Der
Moolen Specialists USA, LLC, Exchange Act Release No. 49,&8D3EC Docket 1920 (Mar. 30, 2004).

294. NYSE, Exchange Act Release No. 51,524, 85 SEC Docket2D5b).

295 MARKHAM, ENRON, supranote215, at 502.

296 See, @., United States v. Hunt, No. 05 Cr. 395(DAB), 2006 WL 2613754, at *1 (S.D.N.Y. Sept. 6,
2006); Urted States v. Bongiorno, No. 05 Cr. 390(SHS), 2006 WL 1140864, at *1 (S.D.N.Y. May 1, 2006).
However, the conviction of one of these employees was set aside because it was not shown that the customers
were misled. United States v. Finnerty, 474 F. Sugb3D (S.D.N.Y. 2007).
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engage in similar condudt’

D. The ECNs Arrive

The ECNs arrived in force in the financial metk beginning in the early 1990s in
the form of automated trading systems for institutional traders in the third ratet.
some ways they were actually a <creation of t he
AEIl ectr oAy encormpassed B widedange ofteyns that facilitate the entry and
execution of orders electronically by algorithf‘rqg. The exchanges had employed
algorithms for their own trading activities, using different algorithms for different
contracts> of t en based on a ¢ idude a firgtid dirst-oui qgui dity. The
allocation system for trade matching, a jpata systen‘qf,02 or a system that combines
some elements of each of the ab8¥e.Without the creation of tradeatching
algorithms by exchanges, the development of electronic tradibgnsysn the remainder
of the financial services industry would have likely stalled.

297. MARKHAM, ENRON, supranote215 at 503.
298 See generallyraul D. CohenSecurities Trading Via the Internet STAN. J.L. Bus. & FIN. 1 (1999)
(describing various forms of ECNSs).
299, SeeGROUP OFTEN, BANK FOR INTERNATIONAL SETTLEMENTS, THE IMPLICATIONS OF ELECTRONIC
TRADING ON THE FINANCIAL MARKETS 3 (2001), http://www.mtsspa.it/content/news/download/reportcgfs.pdf
(defining electronic trading). Theboad scope of this definition includes a syste
the following services: electronic order routing (the delivery of orders from users to the execution system),
automated trade execution (the transformation of orders into traddsglectronic dissemination of grade
(bid/offer quotes and depth)and post ade i nf or mati on (trandaction price and vol un
300 For a description of algorithmic trading in the futures industry see Will Acwaftforithmic Trading,
Seekingan Edge FUTURESINDUS. MAG., July-Aug. 2007, at 24. An algorithm has been defined as follows:

1. A fixed stepby-step procedure for accomplishing a given result; usually a simplified procedure
for solving a complex problem, also a full statement of #efinumber of steps. 2. A defined
process or set of rules that leads . . . and assures development of a desired output from a given
input. A sequence of formulas and/or algebraic/logical steps to calculate or determine a given task;
processing rules.

Brief of Petitioner at 6 n.12, Diamond v. Bradley, No-8% (U.S. June 10, 1980) (quoti@y SiPPL & R.

SiPPL, COMPUTER DICTIONARY AND HANDBOOK 23 (2d ed. 1972)); Diamond v. Diehr, 450 U.S. 175, 186 n.9

(1981) (quoting above definition but applying a moreowardefinition to patent claimspee alsdarl Finders,

Evolution Of  Stock Market ~ Technolggy COMPUTERWEEKLY.COM, Nov. 2, 2007,
http://iwww.computerweekly.com/Articles/2007/11/02/2278834kelutionof-stockmarkettechnology.htm

(defining algorithmic trd i ng as computer systems that Abuy shares automat
conditions are meto).

301 Exchanges typically employ a series of algorithms to address all of the different order issues the
exchange may receive. For instance, the algorithonseicognizing user names or uncrossing orders can be
applied to all markets exchange wide.

302 In prorata systems, larger sized orders receive priority over smaller sized orders, regardless of when
the exchange accepted the order relative to other orBers e.g.CHICAGO BD. OF TRADE, ELECTRONIC
TRADING PLATFORM REFERENCEMANUAL 59 (2006)(version 2.2) http://www.cbot.com/cbot/docs/74585.pdf
(describing the nine steps in matching trades for iteg@ algorithm).

303 SeePress Rel ease, Commodity Futures Trading Commdn, Recogn
(announcing the approval of the CBOE Futures Exchange and co
orders based anonymously either qgorigetime priority or a prerata tradematching algorithm, each similar to
those employed by other aut omated tr adiavajlablse gtst ems at variou
http://lwww.cftc.gov/opa/press03/opa4883.htm.


http://www.mtsspa.it/content/news/download/reportcgfs.pdf
http://www.cbot.com/cbot/docs/74585.pdf
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Some commentators view the development of tradéching algorithms as the
democratization of the financial markets. They suggest that the adoption of algorithms
replaceshe fAprivileg e3°c?comfmredlhyedpenanmcyeradmg and permits
exchanges to differentiate between each order, let abehweenmembers and nen
members®® The exchanges were initially unwilling to use algorithms to replace their
trading floorfunctions. However, where established exchanges did not willingly venture,
many fAnew kids on the b3q6§artibimantsbire1glasmnevf/i l'1ing the
ventures soon learned the benefits of electronic trading systems and order matching
algorithms?’o7 Thes benefits include the reduction in costs and trading errors,

304 SeeComMODITY FUTURES TRADING COMM®N, TECH. ADVISORY COMM., BEST PRACTICES FOR
ORGANIZED ELECTRONIC MARKETS 5 (Apr. 24, 2002),
http://lwww.cftc.gov/stellent/groups/public/@aboutcftc/documents/file/aémtearketaccessreport.pdf
(defining privilege may & @rmcesairgacengentionaot orgénaedymarkets lthat, poli
discriminates among classes of market participants when providing any of their services, access to their services
or access to market critical informationo).

305 See, e.g. Chicago Mercantile Exch., Allocation Algorithm for CME Eurodollar Options,
http://www.cme.com/trading/get/abt/functionality/edo.html  (last visited Oct. 17, 2007) (explaining
circumstances where an order in the CME Eurodollar algorithm designates awadrderh A TOP or der st atus

when it betters the current bid (or ask) price and its quant
receive special treat ment , see Chicago Mercantile Exchange,
Algorithm, http://www.cme.com/trading/get/abt/functionality/Imm.ht(est visited Oct. 17, 2007) (explaining

that the ALMM designation is given t eidedmartman ndi vi dual s chos

assigned contract. LMMs enjoy the benefit of LMM matching privileges (a guaranteed allocation percentage of
incoming orders, as specified below) and associated pricing concessions in return for meetidgt&@imbed
LMM mar ket oskdalsogearoniext liffe,&yngtional Overview of LIFFE CONNECT® Market
Making Functionalities  at 5 (May 22, 2007) (ver. 0.3), available at
http:// www. euronext.com/fic/000/021/346/213462. pdf (explainin
submit [markeimaking orders] in a contract will be allowed to do so. These [user names] will not be allowed to
submit any other order type into that contracto).
306. The appearance of new financial intermediaries is particularly visible in the securities industry where
brokerdealers are just as likely as exchanges to develop-tnatighing systemsSeeOesterle Assault supra
note 179, at 18 (stating kehdedlersdpenate someltype of brmitedlinterhad @mputero
trading system for their own traders or customerso). I ndepen
dealers to execute trades electronically soon after established national exchangesSeehlge&chmerken,
New ATSs Arise to Fill a VaidVALL STREET & TECH., Sept. 23, 2005 (discussing the companies that
emerged).
307. Forinstance, one reason ECNs found fertile ground in the equities industry was their ability to engage
in the practice opreferencing whereby the brokéealer directs orders that, in effect, permit the bralezler
to take the opposite side of a customero6s order, a practice
extenuating circumstanceSompareR. 11b1(a)(2)(ii), 17 CFR 240.11H.(a)(2)(ii) (2007)requiring:

as a condition of a specialist's registration, that a specialist engage in a course of dealings for his
own account to assist in the maintenance, so far as practicable, of a fair and orderly market, and
thata finding by the exchange of any substantial or continued failure by a specialist to engage in
such a course of dealings will result in the suspension or cancellation of such specialist's
registration in one or more of the securities in which such spsémlegistered)

with CFTC Reg. A 155.2(e) (2007) (prohibiting floor brokers #fr
of any order of another person revealed to him by reason of his relationship to such otherepeeginwith
suchotherpes enpri or consent and in conformity with contract mar ket

in its broadest sense, the term preferencing refers to the direction of order flow by adeaiker
to a specific market maker or specialist, independent ofheherr not some form of affiliation or
inducement for the direction of order flow exists between the bidéaler and the market maker


http://www.cme.com/trading/get/abt/functionality/lmm.html
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enhancement of operational efficiencies, and benefits associated with risk
managemenst(.)

All of the major algorithms share some common characteristigsarticular, they
provide for the anonyrty of market users, something more difficult to disguise when
traders stand faem-face. Algorithms that survive the exchange development and
consolidation phase will strike the right balance of fundamental qualities important to
users: anonymity, speedapacity, and stability. Like any software program, however,
these algorithms require regular maintenance and a certain level of revision overtime.

Nonrexchange intermediaries, however, design their algorﬁjrﬂt(s manage risk?

and profit from markema ki ng type functions i n t he excha
environment’? These algorithms are most profitable when they buy or sell an
exchangeds standardized product as quickly, ef fi

Other algorithms deesloped by norexchange intermediaries profit from lotgym
market movements, often requiring the intermediaries to hold large positions over long
periods of time. Often, the neanx c hange i ntermediaries experienced

or specialist. [Internalization, a subset of preferencing broadly defined, is the direction of order
flow by a brokerdealer to an affiliated specialist or order flow executed by that bralealer as
market maker.].

SEc. & ExcH. CoMm&N, REPORT ON THE PRACTICE OF PREFERENCING available at
http://sec.gov/news/studies/prefrep.htm. Often, an intermediary only realizes atdasurofits after

identifying trading strategies and establishing large positions. Intermediaries regularly saw a reduction in

profits, often due to fislippagedo in execution and piggybackir
their orders.Seeinfra note 313 (discussing slippage). Because their strategies require large positions, the

amount of time and slippage when executing the orders to establisfuioiate these large positions is

magnified.

308 SeeAtes & Wang,supranote38, at 683 (observing that Afast execution r ecf
el ectronic trading reduces the order processesasmg cost and the
CME GROUP, CME GLOBEX: THE WORLD& LEADING ELECTRONIC TRADING PLATFORM 9 (2007) (stating that
monthly volume data for trades executed on CMEO6s Globex tradi
faverage daily order vol ume thg timewt takeg to @qi p tranlex exenaede | y 3 0 0 %, whi l
decreased by more than 50%0) .

309 See, e.9.US Futures Exchange, LLC, CFTC Release No. dcm037f, Responses to CFTC Technical
Questionnaire at 2 (Sept. 2008)st at i ng t hat AEur ex c oofivare nmeleasingdny upgrades its
installing significantly upgraded v availableo nas about every
http://lwww.cftc.gov/files/submissions/dcodcm/decm037f.pdf

310 Anonexchange nt er medi aryds algorithm differs from an exchangec¢
nonexchange algorithm will take a position in the market, long or short, for some period ofSgei€arl
Finders, supra note 300, at *2 (defining algorithmic trading as any c¢omyp
automatically when predefined market conditions are meto).

311 SeeBert Scholtens & Dick van Wensveérhe Theory of Finacial Intermediation: An Essay on What
It Does (Not) Explair85 (The Europan Money & Finance Forum, Paper No. 2002003) (concluding that

Airisk transformation, not dealing with informati on and age
intermediatio 0 pvailable atht t p: / / www. suerf . org/ downl oad/ studies/ study20031
applies to its most expansive definition, imaturity risk, co

prices), life expectancy, income expectancy,resio Id. at 34.

312 Mar ket maker s -temeviewsron wharé& stockipficesrage] heading. Instead, [they] aim[]
to profit off tiny differences between what investors [are] willing to pay for heavily traded stocks and what
others [are] wilingd® s el | t hem f orFash LakeaFirms Sedk IEdge Aterdughi Speed As
Computer Trading Expandslradebot Moves Its Machines Into Exchange Buildings; Competitors Follow
Sui® 100 Million Shares in a DaywVALL Srt.J, Dec. 15, 2006, at Al.


http://www.cftc.gov/files/submissions/dcodcm/dcm037f.pdf
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when executing Iargerders;.313 One reason intermediaries encouraged exchanges to
adopt electronic tradmatching systems was to reduce these external costs through their
ability to execute smaller sized orders and eliminate slippage and piggyb&lc‘king.

I n contr ast , tradematchenyg algoaithng ésOlimited to execution
functions. The tradenat c hi ng systembs pur pose i s to provi
environment and predictable methodology for matching buyers and sellers. Critical
attributes of these algorithms are their digbiand predictability because the nron
exchange intermediaries require reliable and cons
and sell signals. Exchanges soon realized that they could tweak their algorithms to
maximize profits by providing platform&at execute large sized orders or many orders.
Unli ke exchanges, intermediari esmatcteng!l i ze profits
systems and their own order routing systems and trading strategy algorithms. Thus, while
the exchanges developed electronédeématching systems, intermediaries developed or
purchased order routing syste?r]ig.These systems are either developed by intermediaries
or third parties focused on supplying information technology ser iCas. addition to
these services, the third padi also introduced the patent process, and concomitant
litigation, to the commaodity futures indusﬁ‘y

The ECNs were scredrased and were initially regulated as bre#tealers in the
securities industry. The SEC did not require them to register as analasiecurities
exchange like the NYSE because they were not making a continuous market in
securities’® Registration as an exchange would have imposedespliiatory and other

313 Another strategy employed by intermediaries requires them to establish large positions. Often, an
intermediaryo6s profits are |l ess than anticipated due to slipp

[tihe effective spread statistics for large, electroniesdiyeived market orders iINYSE stocks
show si gni f idc¢the amoundhy Which prdegsea® executed at prices inferior to the
national best bid or offer . . . at the time of order receipt. Slippage often results in effective spreads
for large orders that are many times witlean the effective spreads for small orders in the same
NYSE stocks.

Regulation NMS, 70 Fed. Reg. 37,496, 37,513 (June 29, 2005) (to be codified at 17 C.F.R. pts. 200, 201, 230,
240, 242, 249, and 270).

314 A[ T] here are two commporaersttocikn thhe® keo satgeo fc otmma disi ons and
slippage, market impact, liquidity cost, and dealer spread) . . . [F]riction results from the current market
structure and averages about ten cents per share for a basket of stocks contained h the S@MRKBT
2000 supranote89, at A VI-6 (comments of Jeffrey P. Ricker).

315 The term fAorder routing systemo originated from the syst
applicable pit for execution. Order routing is also commonly referred to as ordeiSg@Nancy OpielaWhy
Is It So Quiet in the Trading Room? Change id€rFlow Characteristics is Likely Culpfi€FA MAG., Jan-
Feb. 2004, at 46.

316 Seed.at4647 (quoting Dennis Dick, CFA, Bright Trading, LLc,
of reducing the number of stocks that they [Charles Schwab] make markéesyishifted a lot of the handling
of order flow to automated systems. This allowed them to ramp back up again with about a 70 percent reduction
in personnel . o Dick also sees i-brierged NarkBtBvheelyauvwdvg t ur ni ng i nto
everyth ng trading on adat47ut omated systemo).

317. See generallyVill Acworth, Intellectual Property Roundtable: What Do Current Trends in Patent
Law Mean for the Futures IndustryPUTURESINDUS. MAG., Nov-Dec. 2007, at 56 (discussing these issues);

Trading Tech. Int ol , Il nc. V. eSpeed, I nc., -rel@ed F. Supp. 2d 88
patent).
318 MARKET 200Q supranote 89, at 26.See gnerally Therese H. MaynardiVh a t is an-fAiExchange?0

Proprietary Electronic Securities Trading Systems and the Statutory Definition of an ExcAaMyasH. &
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requirements that those brol@egalers were unwilling to satisﬁ}.g By 1994, thos
proprietary systems were executing about 13% of Nasdaq volume but only about 1.4% of
NYSE volume3?°

Brokerdealers were also operating automated systems that matched customer orders
internally, but NYSE Rule 390, until it was repealed, required ordetdoks subject to
that rule to be executed on the NY3E In preserving market share, the NYSE was also
reporting record profits in 199%? However, the battle with the ECNs was already joined
by Nasdag where market share would be greatly eroded by thdindr Instinet was
processing some 170 million shares a day at the end of the last century. It partnered with
several online brokers that were permitting their customers to enter orders through the
Internet®?® In August 1999, Instinet also joined with sealelarge brokerage firms,
including Merrill Lynch, Goldman Sachs, and Morgan Stanley, to form Primex Trading
N.A., an electronic platform for institutional traders in NYSE stocks, a project Nasdaq
also joinef24 Other ECNs included Wit Capital, OptiMarkagdaq, POSIT, fedepoint
the TONTO Systemwhich became Archipelago, Bloomberg Tradebook, the Attain
System, MarketXT, the BRUT System, GFINet System, Bridge Trader, the Strike
System, and the Trading Systéﬁ‘ri.

Charles Schwab, Fidelity Investments, DLJdireand Spear, Leeds & Kellogg, a
NYSE specialist firm, developed MarketXT, Inc. to trade the more active stocks on the
NYSE and Nasdaaz.6 Spear, Leeds & Kellogg also created the REDI System that
matched mixedot orders’’’ Bl o o mb e r gbs Tr a ddeh&sﬂ@qletockw stem trade
The ABRASS Utility System was an ECN that provid
and settlement of trades in Nasdaq National Market System and-Gagll s 2% cks. o
The BRUT System matched orders in Nasdaq National Market and-Samalearities
on an anonymous basi’

Some ECNs grew so big that they sought registration as an exchange in order to
compete directly with the traditional markets through their electronic facifftfes.

LEeL. Rev. 833 (1992) (examining regulation of ECNs as exchanges under the Securities Act)of 1934

319 The SEC proposed a rule in 1989 that would have imposed excliegegulation on proprietary
trading systems, but backed off from that propdgalRKeT 200Q supranote89, at 27. For a description of the
role of selfregulation, see generally Steven J. Clevelafide NYSE as State Actor?: Rational Actors,
Behavioral Insights & Joint InvestigationS5AM. U. L. Rev. 1 (2005) (securities industry); Jakea&ny,In
Defense of Market SeRegulation: An Analysis of the History of Futures Regulation and the Trend toward
Demutalization 70BROOK. L. REv. 1419(2005)(futures industry).

320. MARKET 200Q supranote89, at 10.

321 Id.at14.

322 Id.at12.

323 MARKHAM, NEW MILLENNIUM , supranote92, at 335.

324. Id.

325 MARKHAM & HAZEN, BROKER DEALER OPERATIONS supranote 159 § 14.2 see alsoMacey &
OdHara,supranote79, at 19 (describing some of these systems).

326, MARKHAM & HAZEN, BROKERDEALER OPERATIONS supranotel59, §14.2.

327. 1d.

328 SymposiumWh at 6 s New in the Financi gB8ForbeamFN.Sc€& | ndustry: New |
Tax L.F. 67, 68 (1998) (statement of Kim Bang).

329, MARKHAM & HAZEN, BROKER DEALER OPERATIONS supranotel59, § 14.2.

330 Id.

331 See, e.g.Shanny BasaBats Trading Files for Exchange Stat#sN. NEws ONLINE, Nov. 6, 2007,
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AArchipel ago Holdings LLC b arcaagementaithsheock exchang:e
Paci fic *Fiskarfl&Z@Nyweas adleading ECN at one point. It applied to the SEC
to become a stock exchange, and Athe CFTC approv:
Exchange, LLP as a contr actThe@Gacinkat Stock n Febr uar y
Exchange, an electronic stock exchange that was trading Nasdaq stocks entered into a
linkage agreement with Island ECN, the largest electronic communications nétitork.
Reuters PLC, théhenowner of the Instinet Group, Inc., bought Island ECRThose
two firms accounted for about 22% of Nasdaq listed stdtks.
More competition was added when the SEC allowed a London ECN to operate in
the United States without requiring it to register as a national securities exchange under
the Securities Exchge Act of 193 3" This led the NYSE and Nasdaq to seek linkages
to markets in London, Paris, Tokyo, Mexico, Sao Paulo, Amsterdam, and elséihere.
Globalization was ripe for exploitation by foreign ECNs because they had the ability to
overcome the fihame hddagsxaused American investors
exchangeg?’9 This was because the ECNs were simply mathematical models that were
pretty much unaffected by government intervention or uncertain rule interpretations:

In electronic systems, the algorithifmat matches orders or trades constitutes
the trading and execution rules that govern the priority and manner of trading.
This leaves no room for disputes as to the applicability of the trading rules
contained in the system.. This eliminates disputesbout the validity of, or
uncertainty as to the legality of, that inter&tt.

E. Nasdaq and NYSE Responses

I n 2000, SEC Chairman Arthur Levitt noted that
with greater choices, and have driven execution costs down to a fratagmenny. As a
result, these networks present serious competitive challenges to the established market

http:/Avww.financialnewsus.com/index.cfm?page=ushome&contentid=2349117265&printview=true (last
visited May 26, 2008) (quoting Joe Ratterman, CEO of Bats, as
stems from our desire to participate directly in the natiomarket system. We also desire to be on the same
regul atory playing field as our primary competitors, Nasdaqg a
332 MARKHAM & HAZEN, BROKER DEALER OPERATIONS supranotel159, § 14.2.
333 1d.
334 1d.
335 1d.
336 Id.
337. Elizabeth M. McCarroll,Regulation of Electronic Communications Networks: An Examination of
Tradepoint Financial Netwodk SEC Approval to Become the Fikkinr-American Exchange to Operate in the
United States33 CORNELL INT'L L.J. 211, 21617 (2000).
338 Charles C. Cox & Douglas C. Michaethe Market for Markets: Development of International
Securities and Commodities Tradjng6 CATH. U. L. Rev. 833, 84641 (1987); 3JERRY W. MARKHAM, A
FINANCIAL HISTORY OF THEUNITED STATES, FROM THE AGE OFDERIVATIVES TO THE INTERNET (197G:2001)
252(2002)[hereinafteMARKHAM, INTERNET]; Terzah EwingNASD Presents Details of its Plan for Nasdaq
Europe WALL ST.J.,Nov. 5, 1999, at C12.
339 iHome bias is the parochial tendency of investors to invq
though this means passing upGReEeSPANSyprarmte 248,aB850. e f orei gn opportun
340. Andrea M. CorcoranThe Uses of New Capital Markets: Electronic Commerce and the Rules of the
Game in an International Marketplacé9Am. U. L. REv. 581, 588 (2000).
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cent&Bame tegional exchanges in the United States adopted electronic trading in
whole or part in response to this competition. The Midwest Siochange changed its
name to the Chicago Stock Exchange and became -ateetionic exchange trading
Nasdag, NYSE, and AMEX stocks through the Inteffiérhe options exchanges also
experienced the effects of ECN competition. The Boston Options Exchaageliv
electronic and the AMEX began electronic trading in its options in 2004. A proposed
merger between the CBOE and the Pacific Exchange had to be called off because of
Justice Department antitrust concetfis.
Nasdaq was reeling from ECN competit%‘ﬁ.ln 2002, ECNs accounted for some
70% of Nasdaq volum 15 Nasdaq demutualized in order to gain access to a larger
capital base. Nasdag sold a portion of itself in private placements before registering for
its initial public offering.346 Nasdagbegan competing with the ECNs through its own
SuperMontage electronic trading program developed over the objections of competitors
and at a cost of over $100 milliGA’ Nasdaqg subsequently went a step further and
bought I nstinet 6s BIONillian pneApri 20050 after thé NVISE a b o u t
announced its merger with another ECN, Archipelago Holding§4ﬁwasdaq also tried
to stem its loss of market share by mergers, first with the AMEX in 1998. A merger with
the Philadelphia Stock Exchange (PHLX),¢ nati onds first stock exchang
through, but Nasdaq did later acquiré"i?,as well as the Boston Stock Exchar?fa%.
More competition emerged from abroad. The London and Frankfurt stock exchanges
mergeae,’51 and they entered into a linkage WiNhalsdaqa.52 The Canadian exchanges
Montreal, Vancouver, Toronto, and Alberta reorganized into a-Caradian
exchangé”.53 Nasdaq responded by acquiring control of OMX, a Nordic market operator,
in a joint venture with Borse Dubai for almost $5 bill%ﬁ"\‘.Howeve: Nasdaq failed in

341 Arthur Levitt, The Future of Our Markets: Dynamic Markets, Timeless Princi@@80CoLum. Bus.
L. ReEv.1,5.

342 MARKHAM, INTERNET, supranote338, at331.

343 Id. at 252.

344, SeeOesterle Assaulf supranote 179, at 18 ( siyaungielecyronit éxehanged Hnstinet, |
Island, Posit, and Arizona Stock Exchange] now handle over one aftthbrienes the trading volume of the
AMEX and all ther e gi on al e x ¢ h &5aeggenerally arm INGEBRETEEN NASDAQ: A HISTORY
OF THEMARKET THAT CHANGED THE WORLD (2002)(describing growth of Nasdag and ECN competition).

345 J. Alex Tarquinionvesting; Electronic Trading Networks Look Toward Big Board N.Y. TIMES,
Dec. 29, 2002, § 3, at 7.

346, Desmond MacRaeA Bad Bet For Public Exchanges? Demutualization Is Not the Only Answer
TRADERS MAG., Jan. 2003, at *2,available at http://www.tradersmagazine.com/issues/20030131/1493
1.html?page=1.

347. Stephen Labatoriasdag Wins Battle at S.E.On dlew System For Tradingl.Y. TIMES, Aug. 29,
2002, at C5.

348 Edmonstonsupranote 268, at C3.

349 ReutersNasdag to Add An Exchangde.Y. TIMES, Nov. 8, 2007, at C7.

350 Id.

351 Charles SchumeA ShotAcross the Trading FlooiN.Y. TIMES, May 5, 2000, at A27.

352 Alan Cowell,2 Stock Exchanges in Europe To Merge, with Nasdaq WakL St.J.,May 4, 2000, at
Al.

353 MARKHAM, INTERNET, supranote338 at331.

354 Nimrod Raphaeli & Bianca GersteBpvereign Wealth Funds: Investment Vehicles for the Persian
Gulf Countries 15MIDDLE EAST QUARTERLY 45 (Spring2008).
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its efforts to gain control of the London Stock Exchaﬁsgr’eNasdaq sold its 28%
ownership interest in that exchange to Dubai World, a sovereign investment fund in that
country, as well as a 20% stake in Nasdaq itS&If.

The NYSE hadsuccessfully resisted competition from the ECNs until a scandal
arose concerning the $187 million retirement package given to its CEO, Richard Grasso,
in 2003%®’ Under Grasso, NYSE volume had exploded, the exchange was still executing
85% of transactions iits listed stocks, the price of NYSE seats had doubled, and the
exchange had total profits of over $2 billion between 1995 and %@Hxasswaliantly
kept the NYSE competitive by constantly updating its techno?é%y'.he NYSE spent
over $2 billion duringthe 1990s on technology and was spending $350 million per year
on technology as the new century be&%%However, Grasso was forced from office
after the scandal involving his salary, and his successors gave up the franchise. Although
the NYSE had resistedlectronic trading competition for many years, it threw in the
towel in 2005, merging with Archipelago Holdings, a Chicago basedBlaNat was
then trading about 500 million shares a day, mostly in Nasdaq Koks.a part of this
merger, the NYSE gave Ufs notfor-profit status, demutualized, and became a public
company, changing its name to NYSE Group,al??c.

In 2006, the NYSE merged with Euronéi%, an amalgamation of European

355 Daniel GrossThe Capital of Capital No MoreN.Y. TIMES, Oct. 14, 2007, § 6, at 62.
356. Raphaeli & Gerstersupranote354, at 45 Heather Timmons & Julia Werdigigfor Abu Dhabi and
Citi, Credit CrisisDrove DeaJ N.Y. TIMES, Nov. 28, 2007, at C1n 2006, Nasdaq decided to convert to the
registration status of a national securities exchange and integrated its three executio® dpstelasdag
Market Center, the Brut ECN and the INET E€Mto a singlepat f orm call ed the HfANasdag
Securities Exchange Act Release No. 56708, 2007 WL 4236257 (Oct. 26, 2007).
357. This scandal was exploited by then New York Attorney General Eliot Spitzer in order to grab
headlines and aid his gubernatorial campalARKHAM, ENRON, supra note 215 at 498500. Spitzer lost
some cruci al aspects of the | iti SeePeopeex reh 8pitzbv.ought t o
Grasso, 836 N.Y.S.2d 40, 52 (N.Y. App. Div. 2007) (holdintgr alia, that the attorney general cannot invoke

Singl e

recove

the parens patriae doctrine to trump fAcontrary determinations

358 MARKHAM, ENRON, supranote215 at 500 But seeGretchen Morgensomig Board Ready to Open
the EGates N.Y. TIMES, Nov. 28, 1999, § 3, at 1 (arguing that Grasso had opened the door to ECN competition
by giving in to pressure from the SEC to eliminate NYSE Rule 390).

359 The NYSE also created a legmnsuccessful aftenours trading program where crosses could be
executed after the close of trading on the flddnrRKET 200Q supra note 89, at VII-5-6 (describing the
NY S E 6 s-hoars tiading program). Nasdaq also introduced-afbers tradingld. at VII-7.

360. NYSE SPECIAL COMM. ON MKT. STRUCTURE, supranote31, at 23.

36L Grassobs biographer discovered that his dismissal by the

Henry Paulson, an NYSE board member and CE@Gafiman Sachs. Paulson had led an earlier effort to
undermine the NYSE trading floor through a central limit order book (CLSBg. infranote 389 (describing
CLOB). At the time, Goldman Sachs was an investor in Archipelago Holdings. Grasso believed that Paulson
was then trying to destroy the NYSE trading floor and
Secretary of the U.S. Treasury [izetment.CHARLES GASPARINO, KING OF THECLUB: RICHARD GRASSO AND
THE SURVIVAL OF THE NEW YORK STOCK EXCHANGE 14344 (2007).See alsalerry W. MarkhamRegulating
Excess Executive Compensa8ioWhy Bother2 J.Bus. & TECH. L. 277, 317 (2007) (describingishscandal).

362 Jenny AndersorBig Board Deal May Tip Worldfd=loor Trades N.Y. TIMES, Apr. 21, 2005, at Al.
SeeHyman v. NYSE, 848 N.Y.S.2d 51, 52 (N.Y. Sup. Ct. 2007) (describing this merger and background).

363 Jenny Anderson & Landon Thomas., Merrill Lynch to Hire Chief of Big Board\.Y. TIMES, Nov.
15, 2007, at Al.

364. Jenny Anderson & Martin FackleNYSE Makes Alliance With Tokyo Exchargey. TIMES, Feb. 1,
2007, at C3.

stron
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exchanges that principally trade eIectronicﬁﬁ?ﬂl‘he NYSE agreed to give ugmerican
control of the merged entity, NYSE Euronext, sharing control of the board of the merged
company with its European counterp?é%.Euronext was also given the right to withdraw
from the combined operation in the event that the SEC tried to regtdafaiiopean
operationsg.67 The NYSE continued its global expansion by entering into an alliance with
three foreign exchanges, one of which was the Tokyo Stock Excﬁ%%ﬁge.
NYSE market share plunged after these mergers. In September 2007, the NYSE
fi e x e ¢ uytse. dpercent of trades involving NY Sisted stocks, down from 69.3 per
cent a year earlier, an869Th58NYSE-Epr@nextmea§;ert in Septemb
was followed by the dismantling of a considerable portion of the NYSE $(Scand
resulted in Igoffs of hundreds of NYSE employegsl. The number of peoplemployed
by specialists on the NYSE floor was cut in_half and the number of specialist firms was
reduced to seven, down from 40 in the 199GsThe specialist lost its icon status. The
NYSE was everconsidering a name change for specialists such as market maker or
Al i qui di t37§7Tkpcrsoevivmleerre oall blows to the NYSE®&s hist
program showed signs of succestasrevdnees NYSES6s own

365 Michael J. de la Mercedig Board, Moving Toward Electronic Trawd, to Lay Off 500N.Y. TIMES,
Nov. 9, 2006, at C3. As a condition for that merger, the NYSE agreed to split management and board control of
the new entity evenly with the European exchanges, thus givir
financial institutions. James Kant@iransAtlantic Exchange to Be Listed Tod& Y. TIMES, Apr. 4, 2007, at
C2.
366, Gaston F. Ceronyioving the MarketNYSE to Split Board Evenly With EuronetaLL Sr. J., Jan.
24,2007, at C1.
367. Seelan Bickerton &Norma CohenDutch Seek Control of NYSE Bo#. TIMES (London), Dec. 19,
2006, at 24 (noting that Aft]o guard against regul atory Ocr e
Foundation under Dutch law . . . that will have the power to take aver . under certain circumstances
provided a mechanism for U.S. firms to list their stocks on Euronext and avoid expensive SEC re@dation.
Editorial, Europe Wins AnotheWALL St. J.,Nov. 24, 2007, at A10 (discussing the Tommy Hilfiger Corpnpl
to go public on the Amsterdam exchange).
368 Diana B. Henriquedrailed Bid Is Setback For Growth At NasdagY. TIMES, Feb. 12, 2007, at C1.
369 John AuthersNationalism Bites the DusFIN. TIMES (London), Nov. 19, 2007, at 1. The percentage
of NYSE executions dropped a further two percent in October 2007. Andrew DOWEISESds FIl oor Suf fers
Pair of DefectionsWALL Sr.J.,Nov. 16, 2007, at C2.
370, Patrick McGeehanlNext to Downsize On Wall Street? The Exchange FIHoY. TIMES, Sept. 23,
2007, § 1 at 37; Bloomberg News[rading-Floor Changes Hurt LaBranché\.Y. TIMES, July 10, 2007, at
C12; Aaron Lucchetti,The NYSE: Faster (and LonelieNVALL Srt. J., Jan. 24, 2007, at C1. The NYSE
acquired the American Stock Exchange in January 2008. It anedbanfew months later that about 75% of the
AMEX employees would be laid off. Aaron LucchettiYSE Deal May Force Amex to Eliminate 75% of Staff
WALL SrT.J.,May 5, 2008, at C1.
371 de la Mercedsupranote365, at C3.
372 Aaron LucchettiNi eder auer 6s First Chall eWaleSr.JNWSH, FI oor Tradersbd
2007, at C1.
373 AiSince these traders e dmeamededcausertheyt each speciliz®inthe speci al i sts
trading of just a few stocBshave amassed profits and critics alike for their privileged role in putting together
buyers and sellers ahettiNYSEOBDEe oL §Babde\Wahbn d Nevu30,Maker s o
2007, at C14The NYSE also automated its botrdding operationsExchange Act ReleaseoN55,496, 2007
WL 1260859 (Mar20, 2007). A further electronic improvement was the creation of Maitth@osystem that
will match orders at predetermined times during regular hours at a single trading price derived from externally
derived algorithmic calculations. It was thought that this system would reduce market volitality risks. Exchange
Act ReleaséNo. 56,798, 2007 WL 4302678 (Nov. 15, 2007).
374 Posting of David Gaffen to Money Blodgtp://www.blogs.wsj.comr epr i nted in Best of WSJ.com


http://www.blogs.wsj.com/

Markham Final Do Not Delete 9/18/20081:08 PM

2008] For Whom the Bell Tolls 911

and earnings soaréd the first months after the merg‘gﬁ

The NYSEEuronext merger also had some other wigleging effects. In 2007,
NASD Regulation merged with the NYSE Regulation to become the Financial Industry
Regulatory Authority, Inc. (FINRA), thereby creating a singdelfregulator and
eliminating much overlap and redundar?é?/.'l'he NYSE and NASD additionally merged
their arbitration program‘?.7 These changes foreshadow events to come as discussions
about other regulatory mergers began to surface.

IV. REGULATING THE ECNS

A. Securities Industry

The growth of ECNs gave rise to the question of how they were to be regulated. If
ECNSs were viewed as securities exchanges, they would have to register with the SEC as a
national securities exchange under the Securities Excharige 223481t would have
been difficult for most ECNs to operate as registered exchanges, which have self
regulatory responsibilities and, traditionally, no profit motive. Imposing such
requirements would have nipped the growth of ECNs in the bud. theteaSEC chose
to regulate most ECNs as broldwalers under the Securities Exchange%&%lnitially,
the SEC staff applied this interpretation through the issuance-a€tiam letter$®! The
SEC later adopted Rule 11Adlunder the Securities ExchangetAo regulate ECNs
that were matching customer orders with those of an exchange specialist or-t#meover
counter market makéf? This rule excluded from its reach ECNs that crossed multiple
orders at a single price set by the ECN by an algorithm or anyatlee pricing
mechanism and did not allow orders to be crossed or executed against orders or
participants outside of such terms.

I n 1997, the SEC issued a massive fAconcept

that it was fAreevaluating its approach to
light of technological advances and the corresponding growth of alternative trading

Money Blogs: From Deal Journal, Market Beat and Wealth RefgétL St.J.,Nov. 17, 2007, at B4.

375 Business Brief: NYSEuronext WALL ST. J.,Nov. 3, 2007.

376, Brooke MastersUS Investors Gain "Top Cop' To Police Brokéfsi. TIMES (London), July 31, 2007,
at 4.

377. Lynnley Browning,Decoding the Markets 101, for thed®eto-Retirg N.Y. TIMES, Nov. 12, 2007, at
C8.

378 15 U.S.C. § 78s (2000).

379 SeeBd. of Trade of the City of Chicago v. SEC, 923 F.2d 1270, /&7¢7th Cir. 1991) (describing
these difficulties).

380 15 U.S.C. § 780 (2000%ee generallark Borrelli, Market Making in the Electronic Ag&2 Loy.

t he

rel e
reg

U.CH.LJ 815 (2001) (describing the SEC6s regulatory approach t

381 See, e.g EJV Partners, L.P., SEC Mation Letter, 1992 WL 372147 (Dec. 7, 1992); Instinet Real
Time Trading Service, SECd\Action Letter, 1997 WL 18336 (Jan. 21, 1997).

382 17 C.F.R. § 240.11Ac1 (2007). This rule was subsequently included in Regulation NMS. 70 Fed. Reg.
37,496, 37,618 (June 29, 200Ske generallfPolly Nyquist,Failure to Engage: The Regulation of Prop&et
Trading Systemd3YALE L. & PoL'y Rev. 281, 32526 (1995) (describing the background of this regulation).

383 See generallyAlexis L. Collins, Regulation of Alternative Trading Systems: Evolving Regulatory
Models and Prospects for Increased RegukatGoordination and Convergencg3 LAw & PoL'Y INT'L Bus.
481 (2002) (describing regulatory issues associated with alternative trading systems which included ECNSs).
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systems and crodsor der tr adi r?isé Theo PEL subsequentiyt de@dsd to
throw a wider net over ECNs with Regulation ATS (the SEC liked the moniker Alternate
Trading Systems (ATS), rather than ECNs) that allowed ECNs to choose to register as
national securities exchanges or as brekealers’® However, an ECN is required to
register as an exchange when it exceeds certain volume #a1se SEC adopted Rule
11Acl-1 under the Securities Exchange Réto define an ATS as any electronic system
that widely disseminates to third parties orders entered by an exchange market maker or
an overthe-counter market maker and permits such orders to be executed against each
other in whole or in part. This rule excluded any system that crossed orders onlgst pric
set by an algorithm or any derivative pricing mechanism.

Regulation ATS requires an ECN that has 20% or more of the average daily volume
of a stock during four of the preceding six months to establish written standards for
granting access to trading d@s system and must not unreasonably limit access to its
trading facilities. The SEC was concerned that the private nature of ECN trades provided
institutional traders with an advantage, i.e., more favorable trading opportunities were
often available to istitutional traders through ECNs. The SEC, therefore, required
market makers and specialists to make publicly available superior prices that it privately
offered through ECNs. This rule required market makers and specialists who were using
ECNSs to changeheir quotes on public quotation systems to reflect orders placed in the
ECNs or to be sure that any ECN to which they sent an order was itself able to reflect that
order on the public quotation systé?ﬁ.

A proposal surfaced from large broldealers that esisioned a centralized

384 Regulation of Exchanges, Exchange Act Release No. 38,672, 64 SEC Docket 1631 (M2§723, 1
This concept release was not entirely gratuitous. The National Securities Markets Improvement Act of 1996,
Pub. L. 104290, 110 Stat. 3416, § 510 (1996) required the SEC to report to Congress on the effect of
technology in the securities markets.

385 17 C.F.R. § 242.300 (2007). The SEC noted that ECNs have characteristics of both exchanges and

brokerd e al er s . ALi ke traditional exchanges, alternative trading
control over the interaction of their orderské traditional brokedealers, alternative trading systems are
proprietary and, in some cases, maintain trading desks that

Exchangessupranote384. See generallabriel Matus, NoteThe Regulation of Alternative Trading Systems:

Market Fragmentation and the New Market Struct44N.Y.L. ScH. L. Rev. 583, 590893 (2001) (describing

Regulation ATS); Mark KlockTheSEC6s New Regul ation ATS: Pl acing the Myth of
Ahead of Economic Theory and Evidens& FLA. L. REv. 753, 76468 (1999)(same). In INET ATS, Inc.,

Exchange Act Release No. 53,631, 2006 WL 938783, at *2 (Apr. 12, 2006), the SEChstated t

An ATS is any organization, association, person, group of persons, or system: (a) that constitutes,
maintains, or provides a market place or facilities for bringing together purchasers and sellers of
securities or for otherwise performing with respecsecurities the functions commonly performed

by a stock exchange within the meaning of Exchange Act Rul63bnd (b) that does not: (i) set

rules governing the conduct of subscribers other than the conduct of such subscribers' trading on
such organiation, association, person, group of persons, or system; or (ii) discipline subscribers
other than by exclusion from trading.

386. The SEC subsequently required ECNSs to publish reports on the quality of their trade executions and to
disclose information carerning their trading relationships. 17 C.F.R. 88 240.113\c11Ac16. These rule
were subsequently included in Regulation NMS. 70 Fed. Reg. 37496, 37618 (June 29, 2005).

387. 17 C.F.R. § 240.11Ac1 (2007). This rule was subsequently incorporated intafReghMS, 70 Fed.
Reg. 37,496, 37,618 (June 29, 2005).

388 17 C.F.R. § 240.11A¢1(c) (2007). This rule was subsequently incorporated into Regulation NMS, 70
Fed. Reg. 37,496, 37,618 (June 29, 2005).
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electronic trading system with a central limit order book (CL@J%)l'his raised concerns

that those brokedealers were seeking to internalize their order flow, keeping it from the
exchangeg?o The NYSE claimed that such internalizatiovould fragment markets,
impair liquidity, and have other adverse effettsThe SEC did not adopt this proposal,

but did expand its tradiénrough rule with the controversial Regulation NMS.The

former tradethrough rule had applied only to exchanges had helped to shield the
exchanges from ECN competition. There was no such rule for Nasdaqg stocks so ECNs
were better able to compete for Nasdaq vola?ﬁ&egulation NMS expanded the trade
through rule to Nasdag, but that change came too late to stopstheflonarket share

from Nasdag.

389 SeeMichael Schroeder & Randall SmitBweeping Ciinge in Market Structure Sought: Major Firms
Propose Central Order System and Single ReguldbwL Sr. J., Feb. 29, 2000, at C1 (noting the lobbying
effortsby largebroked e al er s t o adopt a central displ ayimes A NYSE report
described as a SUpECN or a Super National Market System (Sul®tS), would aggregate all limit orders in
NYSE-listed stocks from originators industwide and subject them to automatic execution against matching
orders based strictly upon pricedan t i me NYISE SeECIALICHVMM.N MKT. STRUCTURE supranote31,
at 10.
390 SeeMatthew AndersenMa na g er 6 sDoJnodur nGlLl Q BWeelLr St. E QMErs 27, 2000, at
A48 (noting the concern that a CLOB would fi®eeny an ECNO6s abil
generallyBorrelli, supranote 380, at 8985 (discussing the CLOB controversy); David M. SchiBznign
Restraint: The SEC's Regulationf Execution System&01 YALE L.J. 1551, 1566 (1992) (describing market
problems raised by a CLOB). An SEC chairman responded with a proposal that would have created a CLOB
across all markets, but it too proved too controversial to adopt. Kasopaianote 2, at 39@1. An NYSE
report described exchangesd concern with internalized order f

The brokerdealers generate revenue by buying stocks from their customers at or near the bid quote
and selling stocks to their customers at or neamagfkequote, keeping all or part of the spread as

profit. Some internalize orders for NYSiSted stocks are executed atthecsa | | ed fAnati onal best

bid or offerodo (NBBO), and are given no opportunity for th
available orthe NYSE floor. In other cases, internalizing bredealers will offer a degree of price

improvement determined by the brokke al er 6s i nternalization algorithms or it

primary market conditions (for example, if the NYSE reports a serigaads at the bid quote, the
internalizing brokerdealer may execute the next buy order it receives at or near the bid quote rather
than at the ask quote). In each case, the bréaler offers a degree of price improvement that is

to some degree artifally constrained and that may not reflect the full amount of price
improvement available through order exposure in a central market. Since internalized orders are not
exposed on the NYSE floor, they do not form part of the central market pool of liquddythus

do not contribute to optimum price discovery.

NYSE SPECIAL COMM. ON MKT. STRUCTURE, supranote31, at 10.
391 Id. at 2829. The SEC staff has also noted market fragmentation concerns:

[M]arkets can fragment to the point where price discovery is impaired and maintenance of fair and
orderlymarkets is difficult. . . . [T]he more fragmented a market becomes, the more difficult it is to
adhere to time priority principles. . . . reducing the incentive to place limit orders. . . . [and] increase
dealer intervention in the handling of custometens.

MARKET 200Q supranote89, at IlI-2.
392 Regulation NMS, Exchange Act Release No. 51,808, 85 SEC Docket 1642 (June 9s6D%y A.
ParedesOnthe Dei si on t o Regul ate Hedge Funds: The ,SECO6s Regul atory
2006U. ILL. L. Rev. 975, 1027 (describing the tratlerough rule).
393 Dale A. OsterleRegulation NMS: Has the SEC Exceeded Its Congressional Mandate to Facilitate a
i Ntai onal Mar ket Syst eInNOY.UiJlL.&Bescol3r642(20858. Tr adi ng?
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B. Derivatives Industry

The CFTC ceded much of its jurisdiction to the ECNs in 2000. Ironically, that action
came after a jurisdictional badetadleerovielri tteltbe SEC
registration program for brokelealers that were also acting as derivatives deditérs.

The CFTC viewed that action as an encroachment on its turf, and it responded with a
proposal to explore the expansion of its jurisdiction over the burgeoning OTC derivatives
market, a proposal thatas met first by industry and then by congressional oppog’ﬁFon.
After a change in leadership at the CFTC, that agency executed daeslitand adopted

rules that implemented an almost complete deregulation of the OTC derivatives market
for institutional pﬁrticipants?.'96 That action was subsequently enacted into law in the
form of the Commodity Futures Modernization Act of 2000 (CFI\%%Z)WhiCh created a
principlesbased regulatory scheme. Among other instructions, Congress charged the
CFTC with reviewing anddopting rules to implement a new regime based on regulatory
principles.398 Although the majority of the principles did not directly touch on electronic

trading,gggtheir i mpl ementation would speed up the CFT
and the explosive growiissociated with electronic trading syste%.
The CFMAcreatedamuitii er ed derivatives mar ket in which I

to a varying level of oversight, based primarily on the commodity traded, the type of
trading, and the nature of the partigippe s i n t*H Ehe moestrragdated téer is the

fdesignated contract mar ket so where retail trade
regulation was changed to a pring?lmed regimen that allows the exchanges to have

more control over their oparans.”” Nevertheless, that legislation left the traditional
contract markets saddled with cumbersome regulatory requirements while upstart

394 SeeWilla E. Gibson,Are Swap Agreements Securities or Futures?: The Inadequacies of Applying the
Traditional Regulatory Approach to OTC Derivatives Transactid?J. Corr. L. 379, 390, 414 (1999)

(describing the Brokebealer Lite Rule).

305 The CFTC was fiblastedd by Robert Rubin, the Secretary of
of the Federal Reserve Board, and Aseffoltioseekadditionalt , Chair man of
regulation of OTC derivatives. Congress then acted to prevent the CFTC from imposing unilateral regulation.

David Barboza & Jeff GetitWhodés i n Charge? Agency | nf,Nyhivesnhg and Regul ator
Dec. 15, 1998, at14.

396. 13A JERRYW. MARKHAM, COMMODITIES REGULATION: FRAUD, MANIPULATION & OTHER CLAIMS §
27:12.1,at27-86(2007)(not i ng that a fAchange in |l eadership at the CFTC | e
regul ator.y structureo)

397. Commodity Futures Modernization Act of 2000, Pub. L. No.-368, 114 Stat. 2763865 (2000).

398 SeeCommodity Futures Modernization Act of 2000 § 125 (instructing the CFTC to complete a study
of the Commodity Exchange Act and explain the rules it intémdslopt).

399 But seeCommodity Futures Modernization Act of 2000 AA 103,
Certainty for Excluded Derivative transactionso and fAExcluded

400. See Written Testimony Before the S. Subcomm. Om.Fi Ser vs. And Gen. Gov ot Comm.
Appropriations 110" Cong. 8 (2007) [hereinafter JefferJestimony (statement of Reuben Jeffery lIl,
Chairman, Commodity Futures Trading Commission) (noting that
in assisting those professional s avalableo at over see t he
http://lwww.cftc.gov/stellent/groups/publi@newsroom/documents/speechandtestimony/opajeftepdf.

401 Terry S. Arbit, Commodity Futures Trading Commén General
Before the CFTC to Examine Trading on Regulated Exchanges and Exempt Commercial Markets 1 (Sept. 18,
2007), [hereinafter Arbit, Hearing], available at

http://lwww.cftc.gov/stellent/groups/public/@newsroom/documents/speechandtestimony/opaarbit_091807.pdf.
402 |d.
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electronic execution facilities were left virtually unregulated. The CFMA separately

regulates what it calls derivaéis transaction execution facilities (DTEFs) that may be

either a firetail o or a fAcommercial o DTEF. These
than a contract market, but no trading platforms have yet been created that would fall

within this categor)?.03

The CFMA additionally created an exemption and exclusions from most regulation
for electronic trading facilities used by institutional traders that are called exempt
commercial markets (ECMs) under the CFNf& The ECM exclusion is often referred
to as drhel diEmhol ed0 because it was inserted into
through the lobbying efforts of the Enron CéPB.At that time, Enron was operating a
popular electronic trading platform called EnronOnline. After Enron imploded in scandal,
this exempthin became suspect. Nevertheless, this exemption was exploited by other
trading operations to create a viable OTC institutional trading market.

ECMs must restrict trading through their electronic facilities to prindipal
principal t r ansiagithloens c doren eif@ cahesd dredlargei t i es. 0
institutional trader s, i ncludin hedge funds, t h
include energy products, metals, chemicals, and emission allowancésT h e s e
exclusions and exemptions reflect the view, ¢gtast with various Congressional and
Commission actions during the preceding decade, thaxafiange transactions between
sophisticated counterparties do not necessarily require the full weight of the protections
that the CEA provides for contract marke and “‘%BThe FC&ETCoimposes

403 The CFTC General Counsel has noted that:

Both DTEF categories have fewer regulatory reqoneets than a contract market, but are subject

to differing limitations on eligible traders and the commodities that may be traded. Although

subject to a Alightero regulatory regi me, this alternati\
surveillance programsand must undertake significant segulatory responsibilities. These

include a requirement to establish and enforce rules to deter trading abuses and to monitor trading

to ensure orderly trading.

Id. at 2.
404. The CFTC General Counsel has also noted that

Exempt Commercial Markets are electronic trading facilities that restrict trading to pritesipal

principal transactions between feligible commercial entit
entities, o |like the name @ EnperetyrommEocamaeetmaceal Mar ket s, 0 conn
among entities that can make or take delivery of the underlying commodity. But that also is not

quite right. Under the statutory definitions of the CFMA, pooled investment vehicles such as hedge

funds gual i fymmaescifell i ghbi &i €, 0 and their participation
Commercial Markets has become both active and significant.
Id. at 23.

405 STAFF OF S. PERMANENT SUBCOMM. ON INVESTIGATIONS OF THECOMM. ON HOMELAND SECURITY
AND GOVERNMENTAL AFFAIRS, 110™ CONG., REPORT ONEXCESSIVE SPECULATION IN THE NATURAL GAS
MARKET 41-42 (2007).
406. 7 U.S.C. § 2 (2000).
407. An exempt commodityisanemgr i cul tural commodity or one that is not an
U.S.C. § 1a(14) (2000). Excluded commodities includerest rates, currencies and credit exposures inter alia.
7 U.S.C. 81a(13) (2000).
408 Arbit, Hearing,supranote40l, at 2. The CFTCO s nokdtha:r al Counsel has al so

It is sometimes said that Exempt Commercial Markets are unregulated. But this is not quite right.
Although largely exempt from Commission oversight authority under the CEA, Congress did
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registration and reporting requirements on ECMSs, including a requirement that
transactions be reported to the CFPE&ECMs that are serving as a price discovery
mechanism for the market must also publicly disseminate ewecugports and
volume**?

Another source of competition for domestic exchanges was located abroad. The
CFTC approved a broad range of foreign futures contracts for trading in the United
States, many of which are traded on electronic exchanges dbtoatie CHC
exempted foreign brokers from registration, provided that they limit their client base to
persons located outside the United States and trade through a U.S. Futures Commission
Merchant on an omnibus ba&# Foreign futures exchanges, many of which were
electronic, were also allowed to place terminals in the United States, adding another layer
of competition to the traditional pit tradel¥ Since 2000, the number of foreign
customers trading on U.S. exchanges has more than tripled, while the number of U.S
customers trading on foreign exchanges more than quintﬁ fathe Chicago exchanges
also began a desperate quest for linkages with foreign exchanges, such as Matif and even
Eur ex, in order to retain their mar ket and fAsup
allowing access to aftdrours trading systems abro4d.

V. REGULATORY CHALLENGESO POSTTRADING FLOOR

A. Derivative Markets

The ECNs have revolutionized trading markets, but they also pose some regulatory
challenges. As a senior CFTC staff member has notedadi ng on ECMs fihas gr ov
substantially, due in no small measure to the regulatory environment created by the
C F MA"®Bhe CFTC has also encountered a number of problems from its deregulation
under the CFMA that has caused the agency and Congress tw nskiether more
regulation should be imposed on those entities. The bankruptcy of Enron resulted in a
broadr angi ng scandal t hat grew to include EnronOnl

subject Exempt Commercial Markets to a limited set of leegry requirements under . . . the
statute. The Commission has implemented these requirements in its Rule [17 C.F.R. §] 36.3.

Id There is some concer n o Vv-faud prohison dpplies tattransactérisdCads pri nci pal ar
ECM t hatinteemed in@dttedd through a broker. Theld@RBRTC i s seeking | eg

409. 17 C.F.R. § 36.3 (2007).

410. 17 C.F.R. § 36.3(c) (2007).

411 CFTC Foreign Instrument Approval and Exemptions, 2005 CFTC Ltr. LEXIS 27, *1 (Nov. 28, 2005).

412 CFTC Adopts Rules Exempting Most Foreign Brokers From Registré®rsec. Reg. & L. Rep.

(BNA) 1798 (2007).

413 See, @. , Commodity Futures Trading Com~A2d (Sept. ®j v . of Mk t . Ov e
2006) (allowing the Parisbourse (SBF) SAtd ace ter minals in the United States which
electronic trading and order matching system without registration as a contract market).

414, CoMMODITY FUTURESTRADING COMMN, FISCAL YEAR 2006 REPORT, Comm. Fut. L. Rep. (CCH)

30,413 (®06). Competition from Europe just ghtar der . The Eur)Mprieetin Fhédhpialondés ( EU
Instruments Directive (MiFID is now effective and is removing virtually all credssrder barriers to the
offering of financial services within the EWlistair MacDonald New Rules to Cut Hassle, Expense of Trades
in EU, WALL Sr.J.,0ct. 29, 2007, at C1.
415 Eric N. Berg,2 Big Futures Exchanges in a RabeY. TIMES, Apr. 11, 1989, at D2.
416. Arbit, Hearing,supranote401, at 2.
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Befor e its bankruptcy, EnronOnl i nradingwas t he worl
platform.417 In CFTC v. Enron Corp‘.118 the CFTC complaint charged that Enron had
sought to manipulate natural gas prices by rapidly purchasing a massive amount of
natur al gas through its electronic trading platfc
ECN was either an illegal futures exchange that should have been registered with the
CFTC or that the CFTC should have been notified that the platform was exempt from
registration. The district court entered a consent order of permanent injunction in that
case and imposed a $35 million civil penalty.
That incident was only the tip of a very large iceberg. Enron had also massively
fgamedo the Califor ni-a00led mecod where the gtatemas k e t in 200
experiencing an electricity shortage causgdb incredibly inept attempt by the state to
deregulate the wholesale electricity marketThe California Power Exchange (PX) was
to be the center of that reform. It established an auction market for wholesale hourly,
fday ahead, 0 an deliVedea. Califorhia alse dreated the ilnddpengent
System Operator (ISO) to deal with imbalances after the PX closed for the day. Enron
was able to game this system to the tune of over $1.3 hillion through transactions it
dubbed such thiideaths Sfignt Bo%?,ﬁfnfon fra@erst Shorty. o
involved in those transactions pleaded guilty to criminal cha‘?d@@alifornia Governor
Gray Davis was also recalled by voters and replaced by the actor, Arnold
Schwarzeneggexs a result of the energy crisis in that sf‘glé;

417. In reEnron Corp., 274 B.R. 327, 334 (Bankr. S.D.N.Y. 2002).

418 CFTC v. Enron Corp., Comm. Fut. L. Rep. (CCH) 129,811 (S.D. Tex. 2004).

419, Seelderry W. Markham & Lawrence Hundr., The California Energy CrisSEnr on6s Gami ng of
Governor Gr ay 6 sFUtUREg& DERNATVES LM@aRERORTIApr. 2004, at 1 (describing these
problems).

420. One court described these transactions as follows:

Enron Corporation allegedly gamebe California markets with impunity, using manipulative

corporate strategies, such a6 amds@eDmatchkn@tmad. & Fdn Bey , Dhé G
AiDeath Starodo strategy, Enron allegedly sought to be paid f
without actually moving any energy or relieving any congestion. All of the demand was created

artificially and fraudulently, creating the appearance of congestion, and then satisfied artificially,

wi thout the company provi di stgtegg thrpughewhiehr Ejmrpn ifFat Boyo refers
allegedly withheld previously agreed deliveries of power to the forward market so that it could

sell the energy at a higher price on the spot market. The company wouldcheeule its load;

supply only enough power to cewthe inflated schedule, and thus, leave extra supply in the

market, for which Cal SO woul d pay the company. Via the fAGet Shortyo
able to fabricate and sell operating reserves tel€1a| receive payment, then cancel the schedules

and cover their commitments by purchasing through a cheaper market closer to the time of

delivery.

Pub. util . Commén. of Calif. wv. Fed. Energy Regulatory Commé6n
421 SeeMarkham & Hunt supranote419, at 4. Electronic trading caused other problems in the electricity

market. A trader at Reliant Energy Services, Inc. was accused by the Federal Energy Regulatory Commission

(FERC) d using the Bloomberg electronic trading platform to manipulate electricity prices in order to assist a

client, BP Energy, in boosting its financial results. Reliant Energy Services, Inc., FERC Doc. Néb .03

(2003). The CFTC also charged variousl&na and entities with manipulative activities in electricity futures on

a regulated exchang&ee &., Avista Energy, Inc., Comm. Fut. L. Rep. (CCHP&,623 (C.F.T.C. 2001);

Taylor, Comm. Fut. L. Rep. (CCH) 1 29,594 (C.F.T.C. 2003); DiPlacido CommLFRep. (CCH) 1 29,153

(C.F.T.C. 2002).
422 Allan Sloan,Varied Scripts for Schwarzenegg@/asH. PosT, Oct. 14, 2003, at EO3.
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The Justice Department was embarrassed in one prosecution involving the
California electricity market. The Department was forced to offer a deferred prosecution
agreement to Reliant Energy and four of itsssd er s aft er the Departmentds
those defendants fell apa41 . The defendants were charged with manipulating the
California electricity market during 2001 by shutting down four of its five California
generating plants. The indictment of thoseedefints had been publicly announced with
great fanfare by Attorney General John AshciétiThe prosecutors thought they had a
certain victory because tape recordings of the
they had shut down the plants in orderitoit supply so that the traders could obtain
larger profits from their trading in electrici@.‘r’A federal district court had allowed the
case to go forward even though there had only been one other criminal prosecution under
the false reports prohibition the Commodity Exchange Act, which was the basis for the
charges against the defendatffsHowever, that court later issued jury instructions and
made an evidentiary ruling that made it very difficult for the government to prove its
case. That evidentiarruling was upheld by the Ninth Circuit on appé?gl.This
apparently convinced prosecutors that they should settle, which they did by imposing a
relatively paltry $22 million fine on Reliant Energy. What was most unusual was the
grant of a deferred prosen %greement after an indictment, particularly one that
included the individual defendarite®

Enron and other tradersod activities in the natu

scrutiny. During the California electricity crisis, the Federal Energy uRégry

Commi ssion (FERC) concluded that natural gas pri
facilitated the increased electricity prices. Those increases in natural gas prices were

found to have been the result I[todal] stéhngds f uncti ons
from efforts to manipulate price indices compiled by private trade publications, including
reporting of fals é%° Thia wes a eeferéncevta-sod | It & ca d f mgumd
tripd trades or PfAbragawat tese transactionsinvokedv er nacul ar
offsetting purchases and sales by the same traders in order to boost their trading volumes

so that it would appear to other market participants that they were large traders with

liquidity. These trades were then reported to ingugtiblications suchdsnsi de FERCO6 s

Gas Market ReportGas Daily, andNatural Gas InteIIigencé30 The FERC staff found

t hat such #Afalse r e436 oraders wege alboechaagedewitreysingd e mi ¢ . 0
roundtrip trades to set artificial prices that coube used to justify charging more

423 Justin Scheckeal for Reliant Energy Admits No Guilt in Fraud Casee RECORDER Mar. 7, 2007,
available athttp://www.law.com/jsp/article.jsp?id=1173175410662.

424, |d.

425 |d.

426. United States v. Reliant Energy Services, 420 F. 204043 (N.D. Cal. 2006).

427. United States v. Reliant Energy Services, Inc., Nel@B13, 2006 WL 1877239, at *1 (9th Cir.jju
5, 2006).

428 Schecksupranote 423.

429 In re Western States Wholesale Natural Gas Antitrust Litig., 408 F. Supp. 2d 1055, 1057 (D. Nev.
2005)r evdédd and r e man da8Fed Appxo 82h Oth Cirg200@)u n d s

430. See, e.g.Mirant Americas Engy Marketing, LP, Comm. Fut. L. Rep. (CCH) ¥ 29,925 (C.F.T.C.
2004).

431 FED. ENERGY REGULATORY CoMM&N, FERC DOCKET No. PA022-000, FINAL REPORT ONPRICE
MANIPULATION OF ELECTRIC AND NATURAL GAS PRICES at ES6 (2003).
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favorable prices on actual contracié.

This intrusion into the energy market aroused the ire of regulators and Co‘ﬁaress.
The CFTC brought dozens of cases charging that rimdrades and false reports of
trading to indistry publications constituted attempted manipulation and violated the
prohibition in the Commodity Exchange Act on false price reports. The CFTC collected
several hundred million dollars in civil penalties in settling those &éeariminal
prosecutors de similar charge@‘o.>5 FERC brought a number of actions under its power
to regulate natural gas and eIectrié‘i?f}.The SEC jumped in with actions charging that
roundtrip trades had distorted the balance sheets of the public companies engaging in
such activies**’ Congress also responded with the Energy Policy Act of 280Bhich
expanded FERCO6s powers to %?%Irtimptehwenmqgmg gy ©price ma
provisions of the Energy Policy Act of 2005, FERC rules prohibit natural gas sales or
resales that arwithout a legitimate business purpose and that are intended to or could
foreseeably manipulate market prices, market conditions, or market rules for natural

432 1d.; see, e.g Enserco Energylnc., Comm. Fut. L. Rep. (CCH) T 29,554 (C.F.T.C. 2003). One
company, Reliant, was accused of fAchurning, o which was the r
productsatever ncr easing price levels. Reli aodtdiamgd octulpeprl s ewerfe oanl s o
the market in order to raise prices. Jacqueline Lang We@eaer Energy Markets be Trusted? The Effect of the
Rise and Fall of Enron on Energy MarkefsHous Bus. & TAax L.J.1, 7273 (2004).

433 See generallyAlexia Brunet & Meredh Shafe,Beyond Enron: Regulation in Energy Derivatives
Trading 27 Nw. J.INTA L. & Bus. 665 (2007) (describing that response).

434. A spike in energy prices over the last few years has placed increased political pressure on the CFTC to
attack traders pfiiting from those increases. The CFTC responded with gusto. For a description of CFTC cases
involving energy market enforcement actions and the amounts of civil monetary penalties collected see
Commodity Futures Trading Commission Energy Markets EnfornesriResults, Comm. Fut. L. Rep. (CCH)

30,598 (C.F.T.C. 2007).

435 SeeUnited States v. Valencia, 394 F.3d 352, -84 (5th Cir. 2004) (describing elements of false
reporting charges under Commodity Exchange Act); United States v. Reliant Energy Bervd20 F. Supp.
2d 1043, 104817 (N.D. Cal. 2006) (same).

436. See Allan Horwich, Warnings to the Unwary: Muliurisdictional Federal Enforcement of
Manipulation and Deception in the Energy Markets After the Energy Policy Act of 20E8NERGY L.J. 363,

40408 (2006) (describing those actions).

437. Dynegy, Inc., Securities Act Release No. 8134 Exchange Act Release No. 46,537 (Sept. 24, 2002);
Reliant Resources, Securities Act Release No. 8232, Exchange Act Release No. 47,828 (May 12, 2003). The
basisfot he SEC6s concern has been described as foll ows:

In addition to producing energy, Dynegy also conducted energy trades through its online trading

platform, DynegyDirect. On November 15, 2001, Dynegy contracted with another energy trading

firm to conduct tw large energy trades. Each company would send the other the same amount of

energy, at the same time, and at the same price. Therefore, neither company would have to report

any income from the trade, yet they would be able to report a large increaseal wading

vol ume. These tradesi pmoeokndwas e tiradead. The resulting 1t
and operating cash flow was reported by Dynegy on its financial statements filed with the SEC.

The increased trading volume was reflected in prdsases from corporate headquarters as well as

to employees who were being offered Dynegy shares. All of these statements combined to

artificially create an increase in the value of Dynegy stock.

Katrina M. Miltich, A Slap on the WrisDynegy, Inc. v. Securities and Exchange CommissiofN.28J.INT&
L. & CoM. REG. 983, 98586 (2003).

438 Energy Policy Act of 2005, Pub. L. No. 188, 119 Stat. 594 (2005).

439 SeeHorwich, supranote 436, at 369 (describing this legislation). A House bill had also proposed a
specific prohibition on round trip trades. Energy Policy Act of 2@&epP. No. 109215, pt. 1, at 135 (2005).
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A pending issue is whether FERC jurisdiction extends to transactions on the
commodity futues market where the CFTC has had traditional exclusive jurisdiction
over manipulation claims. In October 2005, the CFTC and FERC entered into a
memorandum of understanding to address their respective roles where futures contracts
are involved in energy pre manipulationélf11 According to this memorandum, each
agency is to refer to the other potential violations that are within the jurisdiction of the
other agency. FERC was also given access to information from commodity exchanges if
needed in connection witts investigation. What this really meant was double jeopardy
from agency regulatory actions. Thus, in simultaneous actions filed by both the CFTC
and FERC, Energy Transfer Partners, L.P. was charged with violating the anti
manipulation statutorl}sl Erovisms administered by both agencies as a result of its trading
in physical natural ga4.

A subsequent case involving a large hedge fund resulted in jurisdictional conflict
concerns between the CFTC and FERC. A hedge fund, Amaranth Advisors, lost over $6
billion in a single week during 2006 from its trades in energy proéﬁ%ﬂsterest in that
loss was heightened by the fact that Amaranth had created its energy trading department
by hiring several former traders from Enron, after that company collapsed insa&venas
scandaf** The energy trading group at Amaranth had some initial spectacular successes
making large profits from deep eaf-themoney options on natural gahat became
profitable after Hirricanes Katrina and Rifd® The company also gained large pt®fi
from natural gas energy swaps in 2308 However, Amaranth switched its outlook in
2006 from bullish to strongly bearish. That change in views was its undoing. In
implementing its short strategy, Amaranth acquired almost 70% of the open interest in
the &nuary 2007 NYMEX natural gas futures contf4étAt one point it held more than
100,000 natural gas futures contracts. A move of just one cent would cause a loss of $10
million on such a positiorAf.18

At first, Amarant hdés s himgina$ bilfioa prafigry was success
April 2006449 However, the market subsequently turned against the company, resulting
in | osses. Additionally, Amar ant hos |l arge positi

440. 18 C.F.R. § 284.408] (2005) (since amended by 18 C.F.R. pt. 1c (2006) and no longer contains
legitimate business purpose language). Under the FERC rule all participants in the energy market are subject to
this prohibition. For a description of the FERC regulatory systesesHsrwich supranote436, at 363.

441 For a description of this memorandum of understanding and the overlap in jurisdiction of the two
agencies, see Catherineugka & Athena VelieTher e6s a New Sheriff in ,Town: Energy Der
FUTURESINDUSTRY MAG., July-Aug. 2007, at 18, 120.

442 CFTC v. Energy Transfer Partners, L.P., CIV. NO. 07 CV1R(QN.D. Tex. 2007); Matter of Energy
Transfer Partners, B., Doc. No. INOE3-002 (F.E.R.C. 2007).

443 Michael J. de la MercedZitadel Throws E*Trade a $2.55 Billion Lifeliné&\.Y. TIMES, Nov. 30,

2007, at C3.

444, STAFF OF S. PERMANENT SUBCOMM. ON INVESTIGATIONS OF THECOMM. ON HOMELAND SEC. AND
GOVERNMENTAL AFFAIRS, 110" CONG., REPORT ONEXCESSIVE SPECULATION IN THE NATURAL GAS MARKET
58 (2007) [hereinaftdEXCESSIVESPECULATION].

445 |d.

446. |d.

447. |d. at 62.

448 |d. at 63.

449 EXCESSIVESPECULATION, supranote444, at 64.
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regulators. NYMEX forced Amaranth to reduce its positiams that exchange, but
Amaranth, usmg a regulatory arbitrage, simply shifted its position to the unregulated
market on ICE™° ICE, a leading energy market, was the creation of Jeffrey Sprecher
who founded ICE in 2000 as an electronic marketplace for endegiatives. It
experlenced rapid success, becoming a substitute for EnronOnline after Enron
collapsed45 ICE was backed by several large energy companies and financial
institutions, including Royal/Dutch Shell and Goldman Sagg

ICE, a publicly traded company on Nasdagrew rapidly. It acquired the
International Petroleum Exchange in London, which was a leading open outcry market
for petroleum products that was then converted into an electronic AtHEE also
acquwed theBoard of Trade of the City of New York (NYBOT) in 2007 for $1.8
billion.*** NYBOT had previouslyacquired theNew York Futures Exchange, a failed
venture of the NYSE to enter the futures markets the New York Cotton Exchange, Finex,
and the Coffee, Sugar & Cocoa Eacige ®|CE announced that it was shuttering most
of the floor trading on those exchanges in Zﬁ)??a:ausmg a sharp rise in ICE stock and
placing additional pressure on comé)etitors to shut down their ﬁ'%ZJ@E also acquired
the Winnipeg Commodity Exchaeé 8

ICE operated its OTC electronic trading platform for institutional traders in the

United States as an ECM, which is, at least for the moment, largely unregulated. That

was the platform used by Amaranth to shift its positions from NYMEX. An ICE aéfilia

ICE Futures U.S., Inc., is a designated contract market under the Commodity Exchange

Act and, therefore, can also conduct a retail busifiSdEE uses that market for its soft
commodity, foreign exchange, and equity index traéﬁ?g—.\nother affiliate, CE Futures

Europe is a Recognized Investment Exchange regulated by the Financial Services

Authority (FSA) in London. ICE Markets in London conducts sales and marketing

activities and is also regulated by the FEAl CE Futures Euro pe fAtrades

the worl dbés gl obal % otume oin otheuforeigh commodityt s
exchanges was also outpacing those in the United Stites.

450. |d. at 88.

451 Mary ChungNymex and ICE in Talk&IN. TIMES (London), Feb. 11, 2002, at 28.

452 1d.

453 Adrienne RobertdCE Launch for UK Gas PlatforpfIN. TIMES (London), Dec. 3, 2001, at 31.

454, Christopher Donville|CE to Buy Grain TradedNT& HERALD TRiB. (Paris), June 25, 2007, at 13.

455 Peter A. McKay & Enza TedescKlein Sues NYBOT for $100 Million, Blaming Exchange for Firm's
Collapse WALL ST.J, Juy 31, 2000, at C21; Ben Marlowybot in Talks for Merger with ICHHE BUSINESS
(London), July 23, 2006.

456. ICE will continue floor trading on options on futures, at least until it starts electronic trading in those
products. Aaron Lucchettintercontnental to End Futures Floor TradingVALL St.J.,Dec. 14, 2007, at C6.

457. Matt Chambersl CE6s Deci sion to Halt Futures TShaedi ng
Are Pushed to Intraday Record; Kinks in Optiod&LL St.J.,Dec. 15, 2007, at B

458 ICE History, https://www.theice.com/history.jhtifist visited June 20, 2008).

459  ICE Profile, https://www.theice.com/profile.jhtriast visited June 20, 2008)

460 ICE Investor Relations, http://ir.theice.coffdst visited June 20, 2008).

461 ICE Profile, https://www.theice.com/profile.jhtriiast visited June 20, 2008)

462 1d.

463 SeeGalen Burghardt9,899,780,283 Contracts TradgeUTURE INDUS. MAG., Mar-Apr. 2006, at 16
(identifying volume growth in the top five exchanges between 19992808 as having experienced the
following growth rates: 2570% (Korea Exchange), 443% (CME), 230% (Eurex), 165% (CBOT), and 156%
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Amarant hés regul atory arbitrage did not work to
turn against Amaranth andwtas unable to trade its way out of its large posiﬁ%‘dl
closed its positions in September 2006 and recognized its massiV&[dse CFTC and
FERC then brought separate cases against Amaranth and two of its traders charging

manipulation‘fGGAsthedistrti:t court in the CFTC action noted,
pursued by two federal regulatory agencies in two separate proceedings in two different
jurisdictions, based ‘3)67nThetdbfendaBta:lai|raedEhatltheged conduct

CFTC had exclusive jurisdictioaver manipulative activities in the futures markets, but
FERC claimed that its new jurisdictional mandate under the Energy Policy Act of
2005'°® was not so limited® The district court refused to enjoin the FERC action even
though it had some sympathy ftre def en d%nt 6's plight

The run up in energy prices between 2002 and 2006 was phenomenal, raising
concerns on the part of conspiracy theorists that some evil force was causing those
increases. The CFTC was on the frontline of the agencies attacking rparteipants
and imposing recorbreaking civil penalties in the proce‘g%. Despite that effort,
Congress concluded that the CFTC could not do the job alone and gave FERC power to
sanction manipulators and regulate traders in the energy markets throughettyy
Policy Act of 2005'"2 That grant of additional power to FERC still did not alleviate

(Euronext)). Neverthel ess, fivolume [in notional doll ar amoun
during the past ten yes). JefferyTestimony supranote400, at 1.
464. EXCESSIVESPECULATION, supranote444, at 99.
465, 1d. at 114.
466. Associated Pres§negy Regulator Seeks $291 Million From Traders and Failed Fdhy. TIMES,
July 27, 2007, http://www.nytimes.com/2007/07/27/business/27ferc.html.
467 Commodity Futures Trading Commdén v. Ama#3anth Advisors, L
(S.D.N.Y. 2007).
468 Energy Policy Act of 2005, Pub. L. No. 188, 119 Stat. 594 (2005).
469 Tina Seeley & Matthew Leisinghl Million Fines Sought for Futures Violations; Agency Requests
Greater Penalty in Manipulation Casd$ous CHRON., Oct. 25, 2007, at Bus. 3.
470, Amaranth Advisors523 F. Supp. 2d at 338.
471 CFTC Says It Was Awarded Record $540 Million in Sanctions in FY, 3%0%ec. Reg. & L. Rep.
(BNA) 1554 (Oct. 8, 2007). In 2007, the Presidentds Corporate
of over $.3 billion in sanctions for futureglated manipulation and fraud in the prior five ye&imud Task
Force Has Levied More Than $2.3B in Sanctions in 5 Y&8sSec. Reg. & L. Rep. (BNA) 1717 (Nov. 5,
2007).
472 Energy Policy Act of 2005, Pub. L. Nd0958, 119 Stat. 594 (2005eeKrupka & Velie,supranote
441, at 18 (describing the role of FERC). Oddly, the -amtnipulative authority given to FERC by shi
legislation incorporates the language of section 10(b) of the Securities Exchange Act of 1934, 15 U.S.C. §
78j(b) (2000).Seel6 U.S.C. § 824v (2000). This may be due to the difficulty experienced by the CFTC in
proving manipulation under the onerousnskards required by the Commaodity Exchange &geMarkham,
Manipulation supra note 59, at 3567 (1991) (describing those difficulties). However, the standards for
manipulation may not be all that much different under the federal securitiesSa@8IARKHAM & HAZEN,
BROKER DEALER OPERATIONS supra note 159, at ch.9 (discussing those standard®e alsoSanta Fe
I ndustries v. Green, 430 U.S. 462, 476 (1977) (mani pul ation
including wash trades and rigged prices that are intended to mislead by artificial market achilikg.the
Commodi ty Exexglict progvisionAoc a pdivate right of action on the part of traders directly injured
by manipulative actions, 7 U.S.C. § 25 (2000), and the broad implied private right of action under section 10(b)
of the Securities Exchange Act of 193&e, e.g Basic Inc. v. Levinson, 485 U.S. 224, 231 (1988) (stating
courtsd different interpretations of the statute), the Energ
actions under the new FERC antanipulation authority. 16 U.S.C. § 824(v)(b) 2000.
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congressional concerns that more regulation was needed. A GAO report in 2007 on
derivative trading in the energy mid% ket s questic
Congress subsequently granted the Federal Trade Commission authority to prosecute

false reporting and market manipulation in the wholesale petroleum market. That was

accomplished through prOV|S|ons in the Energy Act of 2007 that was signed into law in

Decemler of that yeaf} This means that there are now three agencies directly charged

with regulating trading in the energy markets, i.e., the CFTC, FERC, and the FTC, as

well as the Justice Department for criminal prosecutions.

The CFTC tried to defend itselfdm further loss of status with an extensive study of
trading in the energ¥ markéf®> and the CFTC asked Congress for more _regulatory
authority over ECMS/® It also expanded its reporting requirements for ECKsThe
ECMs Were of particular interest becau$eheir growing role in the high profile energy
markets'’® The lack of regulation of those markets made them suspicious to many.
However the imposition of additional regulation is expected to drive these markets
offshore?’® For example,tiwould take littleeffort for ICE to move its present U.S. ECM
institutional trading operations to London as well and subject itself to FSA regulation,
which has a much less burdensome regulatory regime than that of the CFTC for regulated
market par'umpant‘s1 0

473 Govar ACCOUNTABILITY OFFICE, COMMODITY FUTURES TRADING COMMISSION: TRENDS INENERGY
DERIVATIVES MARKETS RAISE QUESTIONSABOUT C F T SWERSIGHT (Oct. 19, 2007).

474, Energy Policy Act of 2007, Pub. L. No. 1140, § 811, 121 Stat. 1492 (200The terms of this
prohibition, id., are modeled after those adcsion 10(b) of the Securities Exchange Act of 1934, 15 U.S.C. §
78j(b) (2000).

475 Michael S. Haigh et al., Market Growth, Trader Participation and Derivative Pricing (Apr. 27, 2007)
(unpublshed manuscriptgvailable athttp://papers.ssrn.com/sol3/papers.cfm?abstract_id=966692.

476. Seeley & Leisingsupranote469, at 3. For a description of the atilshal regulatory authority sought
by the CFTC (which includes sekgulatory obligations), see Press Release, U.S. Commodity Futures Trading
Common, CFTC Recommends Legislative Changes to Regulation of
2007) (describig the additional regulatory authority sought by the CFTC (which includeseggifatory
obligations))available athttp://www.cftc.gov/newsroom/generalpressreleases/2007/pi@A0BMI.

477. CFTC To Require Traders to Report Details From Exempt MarkétSec. Reg. & L. Rep. (BNA)
1672 (Oct. 29, 2007).

478 A GAO report noted that:

Since 2001, 17 facilities have notified CFTC that they had begun operating as exempt commercial
markets . . . . According to CFTC officials, 11 of these markets currently, offéhad offered,
transactions in energy products, with 8 now operational. Some of these markets have become
important players in the trading of energy products. ICE, in addition to the exempt swap contracts it
trades in its capacity as an exempt comnaéronarket, is the trading platform for physical
commodities, including spot and forward contracts, which routinely involve delivery. According to
CFTC officials, some in the industry assert that ICE is the trading platform for an estimated 70
percent of te spot trading for natural gas. Another exempt commercial market, ChemConnect,
advertises that data and news providers, such as Bloomberg and Dow Jones Energy Services, rely
on it to provide accurate, timely information on energy products. FurthermoM/eheite for the
HoustonStreet Exchange indicates that it serves as an electronic trading facility for crude oil and
refined products also traded on NYMEX.

Govar ACCOUNTABILITY OFFICE, supranote473, at 39.

479 Jeremy GrantClampdown on OvefrheCounter Trading FIN. TIMES (London), Oct. 25, 2007, at 1
15.

480. For a comparison of U.S. and English financial services regulation, see Jerry W. MaBdpen,



Markham Final 9/18/20081:08 PM

924 The Journal of Corporation Law [Vol. 33:4

ECNs posed dker regulatory problemdn In re Lui*®! the CFTC, by consent,
imposed sanctions against a respondent for knowingly prearranging trades on the Globex
electronic trading platform at the CME. The respondent was trading several of his
accounts against each ethresulting in profits for the customers on one side of the
trades and losses to customers on the other.

B. Securities Markets

The securities markets were also encountering some regulatory challenges from
ECNs. In one instance, the SEC found that a langmber of wash and matched trades
had been executed on MarketXT, an EERThose trades had been arranged in order to
increase income from payments from vendors of trade‘@fhat ECN also had net
capital deficiencies and its registration as a bralealer was revoketf* In another case,
respondents were found to have used an ECN to engage in wash trades for tax
purpose§.85An0t her case involved ahaccEsStbnsrkef ai | ure to p
information by subscribef$®

These regulatory problems paled in relation to the concerns raised by structural
changes that were occurring in the securities markets. The value of companies going
private tripled between 2004 and 2006. Ot00 private equity buyouts were
consummated in the first ten months of 2006 at $583 billion, up $138 billion from the
prior 12 months®’ The total buyouts in 2006 reached $709.8 billion by -yzfmf‘ss
NYSE delistings reached $38.8 billion in 2006 and Ngsdéhdrawals totaled $11
billion.*® The value of initial public offerings in the United States in 2006 was less than
one half that of the public companies that went pri\‘}g‘?ewlore capital was going into
private equity funds than net flows into mutual fuitdls Venture capital funds

Regulabr: A Comparative Analysis of Securities and Derivatives Regulation in the United States, The United
Kingdom & Japan28BROOK. J.INTA.. L. 319(2003) [hereinafter MarkhanguperRegulato}.

481 Comm. Fut. L. Rep. (CCH) 1 30,491, 2007 CFTEXILS 36 (C.F.TC. 2007).

482 Report Regarding Investigation of NASDAQ and NASD, Exchange Act Release No. 51,163, 84 SEC
Docket 2840 (Feb. 9, 2005) [hereinafter SEC, NASDAQ)].

483 Id. The AMEX had experienced a problem with Atrade shredd
order to increase revenues from the market data vendorsR&gllating Organizations, American Stock
Exchange, LLC; Notice of Filing of Proposed Rule Changeatie to the Prohibition of Trade Shredding by
Members, 71 Fed. Reg. 18,789 (proposed Apr. 12, 2006). SEC Regulation NMS subsequently changed the
system for fees charged by SRO participants for market data in order to prevent such abuses. 70 Fed. Reg.
37,496, 37,56263 (June 29, 2005).

484. SEC, NASDAQ,supranote482

485, Rathi, Exchange Act Release No. 48,261, SEC Docket 2220 (July 31, 2003) (judgment by consent).

486. INET ATS, Exchange Act Release No. 53,631, 2006 WL 938783 (Apr. 12, 2006).

487. Erin White & Gregory Zuckermarfhe Private Equity CEONALL St.J, Nov. 6, 2006, at B1. Even
some giant public companies were being targeted for private acquisitiorRf&mnicer & Andrew Ross Sorkin,
Vivendi 6s Tal k With Kohl berg ,SVY.ggesNbv. &20@natGlhe Bi ggest Are Fai

488 Ben White,Megabucks Deals for an Elite Few Pay Rewafds. TIMES (London), Jan. 3, 2007, at
22.

489, Norma Cohen & Bter Smith,Value of Deals Taking Public Companies Private Hits $150FBn
TiMES (London), Jan. 2, 2007, at 13.

490. Id.

491 ComM. ON CAPITAL MKTS REGULATION, INTERIM REPORT, at x (2006) [hereinaftefNTERIM
REPORT], available at  http://www.capmktsreg.gfpdfs/11.30Committee_Interim_ReportREV2.pdf






