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(1)

DECIMAL CONVERSION 2000: ARE THE
MARKETS READY?

WEDNESDAY, MARCH 1, 2000

HOUSE OF REPRESENTATIVES,
COMMITTEE ON COMMERCE,

SUBCOMMITTEE ON FINANCE AND HAZARDOUS MATERIALS,
Washington, DC.

The subcommittee met, pursuant to notice at 10 a.m., in room
2322, Rayburn House Office Building, Hon. Michael G. Oxley
(chairman) presiding.

Members present: Representatives Oxley, Shimkus, Wilson,
Fossella, Ehrlich, Towns, Engel, Luther, Capps, and Markey.

Staff present: David Cavicke, majority counsel; Linda Dallas
Rich, majority counsel; Brian McCullough, majority professional
staff; Robert Simison, legislative clerk; Consuela Washington, mi-
nority counsel.

Mr. OXLEY. The subcommittee will come to order. The Chair will
recognize himself for an opening statement.

Three years ago this committee led the effort to get the securities
markets to convert from fractions to decimals. It was an important
change. I wanted to do this for three reasons. One, I believe the
free market, not the Government should determine stock prices;
two, decimals would make the markets more accessible because
they are easier to understand than fractions; and, three, decimals
would promote the competitiveness of the U.S. stock markets be-
cause the rest of the world is already trading in decimals.

After we reported legislation the exchanges agreed that they
would convert to decimals. We agreed to let the markets convert
after their Y2K efforts. Now that the Y2K computer crunch has
come and gone, mercifully, we thought it a good time to see how
the markets are doing on decimal conversion.

Based on my recent visit to New York with our colleague Vito
Fossella, and my review of the GAO testimony, the answer is, we’re
in pretty good shape. The markets are on schedule to convert this
July. Initially there will be a spread of a nickel for most stocks.
After we have had decimal trading for about 6 months, we antici-
pate that there will be no mandated minimum increment and we
will have full free market pricing in decimals.

I understand that some firms in the options exchanges may expe-
rience some difficulties because of increased trading and message
traffic that decimals will bring. We are phasing in decimals by pro-
viding for the nickel increments in an attempt to alleviate those
problems.

VerDate 11-MAY-2000 13:53 Sep 30, 2000 Jkt 062974 PO 00000 Frm 00005 Fmt 6633 Sfmt 6633 E:\HEARINGS\62974 pfrm03 PsN: 62974



2

Additionally, I’m open to other solutions that will help the op-
tions exchanges to get through this transition. Decimals was a good
bipartisan achievement of which we can all be proud. I appreciate
the work that the GAO has done, in monitoring decimal conversion
for us and look forward to the GAO’s testimony.

And with that the Chair yields back and is now pleased to recog-
nize the ranking member, the gentleman from New York, Mr.
Towns.

Mr. TOWNS. Thank you very much, Mr. Chairman.
In the 105th Congress you proposed a bill that was so simple it

was monumental. Your bill H.R. 1053 required our markets to join
the rest of the world and price stocks in decimals rather than in
fractions. After our passing the bill out of subcommittee, the mar-
ket participants agreed that it was time to enter the 21st Century
by converting to decimals.

Now we are on the verge of reaching our goal; the markets were
able to successfully navigate Y2K and they are now poised to con-
quer the next important task, converting from fractions to dollars
and cents. While I’m anxious to see decimal conversion, I am a lit-
tle concerned about some details. Fortunately my concern arises
from one of the benefits that will occur in the market once it con-
verts from fractions.

Due to the increase of ‘‘traffic’’ that is bound to occur with
decimalization, I’m concerned about whether or not there is enough
capacity in our trading system to handle the new flow of informa-
tion being created by shrinking bid and offer quotes. It is vital to
ensure that our system has the ability to handle this conversion.
I hope that the testimony from the General Accounting Office will
be able to alleviate any concerns that I have in this area.

I would like to applaud the industry who have worked to ensure
that our capital markets will be ready to trade in decimals by July.
Their steadfast commitment on this issue will help solidify that our
markets remain the envy of the world and easier for every Amer-
ican to understand.

I would also like to congratulate you, Mr. Chairman, for your
leadership on this issue. It’s been a very important victory for
American investors in our Nation’s capital markets. I thank the
GAO for their testimony today and look forward to hearing just
how ready our markets are for decimal conversion.

Thank you very much, Mr. Chairman, again for having this hear-
ing, and I yield back.

Mr. OXLEY. Thank you.
[Additional statements submitted for the record follow:]

PREPARED STATEMENT OF HON. TOM BLILEY, CHAIRMAN, COMMITTEE ON COMMERCE

During the 105th Congress, Finance and Hazardous Materials Subcommittee
Chairman Mike Oxley proposed a very good idea—H.R. 1053, the Common Cents
Stock Pricing Act of 1997. His bill would have required our nation’s exchanges to
price stock in dollars and cents, rather than in government set fractions.

I was an original co-sponsor of H.R. 1053. I agree with Chairman Oxley that pric-
ing stocks in decimals will benefit American investors and our capital markets. List-
ing stock in decimals will make the ticker on the bottom of CNBC easier to under-
stand for every American. It will also make our markets more competitive by allow-
ing the market to determine the buy and sell price, rather than a government man-
dated spread.
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Today I am pleased to see that decimal pricing is just around the corner. The Se-
curities and Exchange Commission and the industry have worked together to ensure
that our capital markets will be trading stocks in decimals, rather than fractions,
by July of this year. We are here today to hear from the General Accounting Office
about the progress that has been made towards this goal.

I congratulate Chairman Oxley, and Telecommunications, Trade, and Consumer
Protection Ranking Member Ed Markey for their hard work which has led to an im-
portant victory for American investors and all participants in our nation’s capital
markets.

I also thank the GAO for their review of the industry preparedness, and look for-
ward to their testimony today.

PREPARED STATEMENT OF HON. EDWARD J. MARKEY, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MASSACHUSETTS

Thank you, Mr. Chairman.
I would like to begin by commending you for calling today’s hearing and for your

persistent leadership over the last two years in pushing our nation’s stock markets
to move away from trading in fractions and towards trading in dollars and cents.
This is an important pro-consumer initiative that will make our markets more effi-
cient and competitive and save investors billions of dollars in lower trading costs.

Three years ago this month, I joined with you, with Chairman Bliley, and several
other Members of the Committee in introducing H.R. 1053, the ‘‘Common Cents
Stock Pricing Act of 1997.’’ We introduced this legislation to correct an absurd
anomaly in our nation’s stock and options markets. More than two centuries after
traders meet under the Buttonwood tree in lower Manhattan to form the New York
Stock Exchange, stocks were still trading in increments of an eighth of a dollar—
or 121⁄2 cents. Some financial historians attribute this arcane practice to the time
when the Spanish dollar was a widely used currency in America. These Spanish dol-
lars routinely were cut up into ‘‘bits’’ or ‘‘pieces of eight.’’ Others suggest that the
eighth could also be derived from the old ‘‘New York dollar,’’ a regional currency
used during the early years of the Republic.

Regardless of its origin, 200 years later, the rest of the America had long since
moved on to buying and selling goods and services using dollars and cents. Clearly,
it was time for the securities industry to catch up.

Despite the protests of some in the industry that the issue was too complex, that
we needed more hearings, that we’d destroy the profitability of the brokerage indus-
try, this Subcommittee moved forward to approve our bill and direct the SEC to
mandate a move to decimal pricing. And once we acted, the markets responded. The
New York Stock Exchange, the NASDAQ, and the regional exchanges announced
that they would immediately move from eighths to 16ths in preparation for a move
to decimals in the summer of 2000. In response to this welcome and forward looking
change of heart on the part of the securities industry, we decided to withhold fur-
ther action on H.R. 1057 and closely monitor industry progress towards meeting the
goal.

As part of the Subcommittee’s ongoing oversight efforts, I joined with you and
Chairman Bliley last year to ask the General Accounting Office to monitor what ac-
tions were being undertaken by the SEC, the exchanges, and Wall Street securities
firms to make decimal pricing a reality. Today, we will be hearing from GAO on
their findings and recommendations. The good news is that progress is being made.
The bad news is that a number of challenges still remain and some in the industry
may be dragging their feet. We will hear that the primary challenge is the systems
capacity of the computers and telecommunications systems used to transact trading,
and that these challenges are particularly acute for the options exchanges. We will
also hear that concerns about antitrust issues may have delayed efforts to develop
market standards and exchange rules relating to decimal trading.

Based on my review of GAO’s testimony, I am convinced that it is possible for
the industry to meet the deadlines for an orderly transition to decimals—if the in-
dustry has the willpower to do so. The SEC needs to be vigilant in pressing all mar-
ket participants forward to decimals, and be willing to let market forces—rather
than artificial exchange rules—set the minimum price increment for stocks. I con-
tinue to hear disturbing rumors that some in the industry might want to delay the
move to decimals, or permanently lock in a nickel trading increment for stocks. This
concerns me. The industry has now had three years to get ready. It’s time for indus-
try to do their bit, get off the dime, and give stock investors the opportunity to profit
from spreads that range down to a penny.
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Thanks again, Mr. Chairman, for calling today’s hearing. I look forward to hear-
ing the testimony.

Mr. OXLEY. If there are no further openings statements then let
me turn now to our distinguished witness, she is Ms. Davi M.
D’Agostino, Acting Associate Director for Financial Institutions and
Markets issues with GAO in the General Government Division. Ms.
D’Agostino thank you for being with us today. And if you will,
would you identify and introduce your cohorts here at the table.

Ms. D’AGOSTINO. Yes, I’d be happy to. And thank you for inviting
us.

This is Mr. Jean-Paul Reveyoso, Mr. Cody Goebel, and Mr. Keith
Rhodes, our chief scientist.

Mr. OXLEY. Thank you. And you may proceed.

STATEMENT OF DAVI M. D’AGOSTINO, ACTING ASSOCIATE DI-
RECTOR FOR FINANCIAL INSTITUTIONS AND MARKETS
ISSUES, GENERAL GOVERNMENT DIVISION; ACCOMPANIED
BY CODY J. GOEBEL, ASSOCIATE DIRECTOR FOR FINANCIAL
INSTITUTIONS AND MARKETS ISSUES; AND JEAN-PAUL
REVEYOSO, SENIOR EVALUATOR FOR FINANCIAL INSTITU-
TIONS AND MARKETS ISSUES, GENERAL ACCOUNTING OF-
FICE

Ms. D’AGOSTINO. Okay. Good morning, everyone.
You asked us here this morning to discuss GAO’s observations on

the securities industry’s progress toward implementing decimal
trading. As you know, GAO has bee monitoring this issue at your
request and testified on the actions needed to convert to decimals
nearly 2 years ago.

May I submit my full statement for the record and summarize
my remarks.

Mr. OXLEY. Without objection.
Ms. D’AGOSTINO. Okay. Thank you.
I’m going to focus my remarks today on three key areas. First

I will discuss the progress made to date for converting to decimals.
Second, I’ll highlight some of the challenges that lie ahead for the
U.S. securities industry to successfully trade at decimal prices. And
third, I’ll briefly cover some of the areas where we plan to focus
our future efforts at your request and monitoring the industry.

In 1998 testimony before this subcommittee GAO recommended
that the Chairman of Securities and Exchange Commission or the
SEC ensure decimal pricing got implemented in a timely manner
after the industry prepared for the year 2000 date change. Most
importantly, we recommended that SEC ensure that the industry
establish definitive timeframes for implementing decimal trading
and assess the impact of decimal trading on the industry’s proc-
essing and communication systems capacities.

SEC and the industry have taken actions to ensure that the mar-
kets begin decimal pricing in 2000. SEC has monitored the indus-
try efforts coordinated by the Securities Industry Association, the
SIA, to develop a plan, a schedule and standards for decimal pric-
ing. SEC also issued two orders directing the industry participants
to work jointly on these tasks. Importantly, SEC’s most recent
order issued on January 28, directs the stock and options and ex-
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changes and the NASD to coordinate on a plan to begin decimal
trading, as you said, by July 3, 2000.

Also very importantly, SIA did commission a study of decimals
impact on trading and quotation volumes. And the industry has
now scheduled three industry-wide tests of decimal trading in
April, May and June of this year. Details of the industry’s plan are
in a state of flux right now and things may change, but the illus-
tration on your left shows some of the more detailed recent think-
ing on the phase schedule for implementing decimals.

The industry plans a first phase to start in July 2000 as called
for in the SEC order. And during that first month a small number
of stocks, about 30, as discussed earlier this month at the SIA will
be switched from fractions to decimal pricing in no greater than
nickel increments.

A second phase would then begin in which all stocks would be
switched to decimals. At the same time the industry would pilot
some number of stocks to be traded in penny increments.

After January 2001, the final phase would begin in which indi-
vidual markets would seek SEC approval for the specific incre-
ments in which they intend to quote their decimal prices. This
phase is expected to end March 3, 2001.

While these SEC and securities industry efforts and activities
represent progress in preparing for trading in decimals, some key
challenges in our view remain ahead for success. Possibly one of
the most serious challenges facing the industry is the systems ca-
pacity demands that Mr. Towns mentioned of decimal trading and
quoting as projected by an industry study.

A private firm, SRI Consulting, did this study for the industry
and its most recently updated projections show substantial in-
creases in message traffic can be expected. The most striking in-
creases in message traffic in a decimal/penny trading environment
are projected in the options markets and the Nasdaq. The illustra-
tion board on your right shows the SRI projection that the options
peak message traffic could increase over 3,000 percent from Decem-
ber 1998 levels by December 2001 if trading is in penny incre-
ments.

They also projected that Nasdaq’s peak message traffic could in-
crease by 700 percent in the same period if trading is in pennies.

It’s important to note that SRI’s projections take into account
much more than just switching to decimal pricing. They also take
into account recent record volumes in trading and increased com-
petition among the options exchanges.

Now, both the Options Price Reporting Authority or the OPRA
and the Nasdaq are already having difficulty meeting message traf-
fic demands with current capacity.

OPRA plans to increase its capacity by the end of the year 2000,
but that increased capacity will still be less than one-third of what
SRI projects as needed to quote in penny minimum price vari-
ations, MPV. Even if OPRA could meet the needed capacity, the
price changes would occur so quickly that human traders watching
the computer screens might not be able to keep up. As a result
OPRA is also taking steps to reduce quotation message traffic such
as setting internal priorities on its own quote and trade reports.
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Other proposals are to discontinue price quotes for options with
low trading volumes and establish minimum increments of five or
ten cents for options quotations. In any case, because of potential
market implications of these steps the SEC will have to review the
proposals and approve any needed changes to rules. The Nasdaq
has told SEC that they would not be ready to fully deal with their
own lower projections of message traffic volumes until the first
quarter of 2001. Under its current plans, Nasdaq will not be pre-
pared to deal with message traffic volumes projected by SRI.

In addition, because of capacity issues and readiness issues,
Nasdaq will not be able to participate in the first two tests sched-
uled for April and May this year, and instead they plan to join the
June 2000 test.

Beyond the critical capacity challenge, industry participants need
to work closely together in several areas to successfully convert to
decimal trading in a timely manner. For example, industry must
cooperate to finalize standards for market operations and practices.
However, cooperation and progress in developing market standards
has been hampered by antitrust concerns. Despite SEC and Justice
Department efforts to mitigate these concerns, industry meetings
on decimal-related market standards were not proceeding because
of an ongoing antitrust investigation of the options markets and
pending lawsuits.

However, the January 28 SEC order, that I mentioned earlier,
clearly states that industry cooperation in discussing developing
and implementing decimal trading is imperative and in the public
interest. And this order is expected to remove any further industry
unwillingness to cooperate on decimals because of antitrust con-
cerns.

Other challenges remaining for the industry include assessing
and proposing revised exchange and market rules as may be need-
ed to accommodate decimal trading and readying the systems of
the exchanges, broker-dealers, the vendors, and others for decimal
prices.

SEC has been encouraging the industry to address the needed
rule changes and has been also examining the readiness of various
firms’ systems for dealing with decimals.

Now, as part of our continuing efforts to monitor the industry’s
progress at your request, we plan to stay on top of a number of dif-
ferent aspects of their efforts. We want to continue to focus on the
approval process for market rule changes, the regulators’ readiness
assessments of broker-dealer systems to handle decimals, and the
results of the tests conducted among the exchanges and the mem-
ber firms.

In addition, we want to look at what the various industry com-
mittees are doing on market standards and implementation proce-
dures.

Mr. Chairman and members of the subcommittee that concludes
my summary and we would be happy the answer any questions you
have at this time.

[The prepared statement of Davi M. D’Agostino follows:]
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Mr. OXLEY. Thank you very much, Ms. D’Agostino and the Chair
would recognize himself for 5 minutes for questions.

Addressing the challenges that you pointed out, I take it that the
clearly overriding challenge is on the capacity issue; is that correct?

Ms. D’AGOSTINO. That’s our assessment, yes. That seems to be
the most difficult challenge ahead, I think.

Mr. OXLEY. Now, there have been some, including myself, that
have tried to draw a similarity between the conversion to Y2K and
conversion to decimals. And I know the GAO had been involved—
maybe not you personally, but obviously in that issue. Are there
some parallels here, are some of the fears that were there with
Y2K that proved not to be the case also perhaps the same kind of
fears that are addressed with the conversion to decimals?

Ms. D’AGOSTINO. I think it’s a little bit of a different problem be-
cause it mixes the actual physical change to decimal pricing which
isn’t all that difficult a problem with the record volumes that the
industry is experiencing even without decimals and that com-
pounded with the expected increases in trading from moving to
decimals as the spreads narrow. So its capacity.

Mr. OXLEY. Now the demonstration you have in front of us here
indicating the phases of converting to decimals, this is the industry
draft as opposed to what the SEC had proposed; is that correct?

Ms. D’AGOSTINO. It’s actually right in alignment with what the
SEC order lays out. The question is, what happens in the middle
there? The beginning date is the same, and I think the end date
is the same, the question is, how long it takes to actually convert,
how long the pilot is, and the increments at which each of the mar-
kets and which stocks would trade. And I think the order gives the
industry that wiggle room in the middle to do what it thinks is
prudent.

Mr. OXLEY. And as I understand it from the SEC, based on a
meeting we had with Mr. Fossella last week, in New York, that the
SEC is also still seeking comment and suggestions that they ap-
pear to be flexible in trying to make this work to everybody’s satis-
faction to get to the goal, but to get to the goal the right way.

The capacity issue even if we didn’t have decimals would be, ac-
cording to your testimony, a problem anyway; is that correct?

Ms. D’AGOSTINO. Right now, yes, that’s true, Mr. Chairman.
Mr. OXLEY. And is this a—aside from what’s going on out there,

is this basically a technological problem? The capacity issue in and
of itself appears to be a challenge technically; is that correct?

Ms. D’AGOSTINO. Yes, it is. In fact, Mr. Rhodes, would you like
to respond to that?

Mr. OXLEY. Would you identify yourself, again, for the record,
please?

Mr. RHODES. My name is Keith Rhodes and I’m the Chief Sci-
entist of the General Accounting Office. And, yes, it is, it’s a tech-
nical issue in that if you look at how the message traffic is being
moved, what you are trying to do is take a ten-inch fire hose and
hook it up to a soda straw. And what you have to do is make cer-
tain that the soda straw is as large as the ten-inch fire hose. And
whether the stock market or whether the markets in general go to
decimals, as we’ve seen, there are already capacity problems that
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exist and these will just be compounded. But it is purely a tech-
nology problem.

Mr. OXLEY. Ms. D’Agostino, could you give us an idea as to who
you talk to, market participants and the like, not specifically indi-
viduals, but I mean, in your study who did you talk to and was in
fact the capacity issue the No. 1 concern at least in the markets?

Ms. D’AGOSTINO. The team has basically attended or sat in on
otherwise telephonically every single SIA meeting that’s occurred
on this matter, and has also been in contact with the exchanges
and Nasdaq. They’ve gotten some information from Nasdaq that in-
dicates and actually even raised our concerns about the capacity
issue to some extent very recently. The options markets have
raised this concern in OPRA to us, I mean, in front of us and it’s
been an issue all along the way in the discussions at SIA.

Mr. OXLEY. Thank you. My time has expired, let me now recog-
nize the ranking member, the gentleman from New York.

Mr. TOWNS. Thank you very much, Mr. Chairman. Your testi-
mony indicates that the OPRA system for disseminating options
trade and price quote messages has a current capacity of 3,000
messages per second. And that OPRA officials intend to increase
the capacity to 12,000 messages per second by the end of the year.

Ms. D’AGOSTINO. Right.
Mr. TOWNS. Your testimony goes on to say, ‘‘however, this addi-

tional capacity will not be adequate to accommodate the SRI projec-
tions’’ for quotation traffic. The options markets have been taking
a number of steps and propose to take a number of steps to reduce
traffic, but they also are not enough and will have an adverse effect
on the transparency of our options market.

I am concerned that we have a problem—well, a disaster, actu-
ally, in the making. What does GAO recommend that SEC and the
options markets can do to head off this serious problem as I see
it?

Ms. D’AGOSTINO. Well, Mr. Towns, we actually just received a
copy of the proposal that OPRA submitted to the SEC. I think SEC
is just starting to take a look at it themselves. This proposal lays
out a whole number of options of opportunities or ideas to reduce
the message traffic volume. Some of these ideas are ideas that are
clearly not going to have a bad impact on transparency. For exam-
ple, if they delist inactive options, that’s not going to hurt trans-
parency.

Some of the other ones, however, might cause concern about
transparency and that’s why SEC, I think is going to take a really
hard look at each one of the strategies that OPRA has proposed
and consider it in terms of what might be needed in terms of rule
changes down the road if they do approve the strategy.

Mr. TOWNS. Mr. Chairman, I would like to request that GAO
submit that for the record.

Mr. OXLEY. Without objection.
Mr. TOWNS. Thank you very much.
[The information referred to follows:]
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Mr. TOWNS. Is there a commercially available system that can
handle the options volume anticipated under decimal trading?

Ms. D’AGOSTINO. Keith?
Mr. RHODES. The standard systems that are being used, yes, it’s

not a matter of a system has to be invented to handle this. It’s a
matter of taking existing systems, and in the discussions that we’ve
had, it’s a matter of adding additional processors and additional
computer systems in place and additional capacity in terms of com-
munications, new switches and things like that. Nothing has to be
invented to make this increased capacity. It’s a matter of some-
thing has to be bought, has to be put i place, and it has to be test-
ed. So there’s no—it’s not that you can go to an off-the-shelf system
that says, here’s a computer that will handle 32,000 options of
32,000 messages per second for options traffic at its ultimate peak,
it’s a matter of going in and taking several computers or several
processors and putting them together and getting multiples of fast-
er switched in place. So there’s nothing that has to be invented to
solve this problem, it’s a matter of taking existing technology and
putting it in place.

Mr. TOWNS. So we have to be careful about these timetables?
Mr. RHODES. Yes, we do.
Mr. TOWNS. As you know, the SEC recently approved the appli-

cation of the International Stock Exchange to operate as the first
electronic options exchange. Does the SRI study include its volume
projections? Would its operation further raise capacity concerns or
not?

Mr. RHODES. I don’t believe that the SRI numbers that we in-
clude in our testimony include the ISC projections. But the num-
bers that OPRA has been working with that are very similar to the
same level that SRI is projecting do include the impact of the ISC
with an additional buffer that they always try to build in to have
some excess capacity. But from what we could see, the numbers
were very comparable.

Mr. TOWNS. Do you want to add something to that? No.
All right. Let me thank you very much, Mr. Chairman. I think

that it’s important that we continue this dialog because I have
some reservations, I must admit, you know, in fact, I guess a better
term, I’m a little nervous about it because there’s still a lot of un-
certainties. And I think that we need to be able to come up with
some answers to some of these questions. And on that note I yield
back.

Mr. OXLEY. The gentleman yields back. Let me inform the rank-
ing member that this is a first of probably a series of hearings that
we’ll have on this important issue. We wanted to set the stage with
the GAO report and we appreciate their testimony and the infor-
mation that they’re giving the committee. This is of utmost impor-
tance for the markets and we want to make certain that everything
works smoothly. And this is, again, the first step in that effort.

Mr. TOWNS. That calms me a little. That calms me down a little
bit. Thank you, Mr. Chairman.

Mr. OXLEY. And the gentle lady from Mexico.
Ms. WILSON. Thank you, Mr. Chairman. I’m glad that the rank-

ing member is feeling comfortable.
Mr. OXLEY. He’s chilling.
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Ms. WILSON. Mr. Chairman, I really just had a number of kind
of initial questions, and I have met with some of the folks who are
running the markets and I’m very glad to see this change to deci-
mals. I don’t 6/18ths or 6/56ths and those kinds of things and I was
interested to see your projected increases in volume.

I understand that there’s also some research going on, and I
don’t know if you’re familiar with it, but it’s really kind of chaos
theory research that has less to do with volume than it does with
change of behavior. And I see Mr. Rhodes nodding his head, and
I wonder if you could talk a little bit about what some of that mod-
eling is telling us about how behavior might change in the stock
market—and it’s less relevant or probably less significant when
they go to dimes or nickels, but there’s some interesting questions
about when they go to pennies. And I wonder if you could share
what you know?

Mr. RHODES. If you’re referring to the work out of the Santa Fe
Institute? Right. The idea is that you would take the spread and
you establish what are called ‘‘strange attractors’’ inside the struc-
ture of message traffic and show that there are two directions that
the volume can go. One is that you have tremendous peaks, and
then there are also views that the market volume will actually rise
higher or the volume—the domestic traffic volume will rise higher
than even the SRI projections. So the concern there is that if you
follow not just historical data and not just estimates on the load,
but you look at how people operate and decisions that people make
and the kinds of decisions that they collect to, then you get this—
you get these series of spikes and it’s not that overall you have
32,000 messages per second, it’s that at any given point in time you
can have hundreds of thousands of messages at a peak and 32,000
becomes sort of a gradual curve.

And, in a way, that follows some of the discussion that we heard
with the broker dealers because there were discussions about, well,
you know, nobody will trade at a nickel. You know, everything will
stay at a nickel and no one will go lower. And then there were
other traders who said, a nickel won’t last till lunchtime. So from
the Santa Fe perspective, they’re figuring out how honest and true
and reliable a nickel would be versus a penny. And some of their
theories are that it will go to pennies immediately. And, therefore,
the volume would rise tremendously immediately.

Ms. WILSON. Is it a question of just volume or does behavior
change too? I mean, for example, how does that affect—I don’t
know if I’ve got the right question or not——

Mr. GOEBEL. One of the things that the SRI study did when it
was estimating what the impact of nickels was, they could draw on
historical data because we’ve had experience in the U.S. markets
with the move from 8ths to 16ths, but the move from there down
to pennies was basically unprecedented for our markets and lit-
erally for markets around the world even in other exchanges. Over-
seas they trade usually in higher increments than pennies. So what
they did to try to estimate how behavior—trading behavior would
change was they went to all of the range of various market partici-
pants—dealers, upstairs traders, mutual fund, trading desk man-
agers, that kind of thing—to try to find out what those people
would do in a penny environment.
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And in general the expectation is that whereas in the current en-
vironment where someone may offer, say, 5,000 shares to trade at
a nickel, now if there’s more price points, they might offer a thou-
sand at a penny, 2,000 at three cents, so the volume that pre-
viously traded at one price might be spread over a number of price
points. And that’s what creates this additional quotation volume
and additional trading. And that experience is borne out on the
markets, for instance, Toronto.

Ms. WILSON. Have they asked questions in these same kind of
studies and groups in the different players about whether behavior
is likely to change at a point of crisis or at a point of rapid change
in the stock market, or is that just really a volume question?

Mr. GOEBEL. Yeah, I don’t believe the SRI study took into ac-
count analysis sort of market events occurring. And I think they—
as a matter of fact, they even qualified that their day may not nec-
essarily speak to what could occur in situations like that.

Ms. WILSON. Okay. Thank you very much. Thank you, Mr. Chair-
man.

Mr. OXLEY. That time is expired. We turn to the gentle lady from
California, Ms. Capps.

Ms. CAPPS. Thank you, Mr. Chairman. I’m very pleased that you
called this hearing today, because obviously this is a very impor-
tant issue. And I appreciate the testimony that you have given, Ms.
D’Agostino, and for your colleagues being here, as well updating us
on the markets’ conversion to decimals. Ensuring that our stock
markets are able to handle a decimal conversion efficiently and
smoothly is of great concern to all Americans, whether or not they
realize it. Once done, of course, the goal is going to be terrific, sav-
ing consumers billions of dollars, increasing liquidity in the mar-
kets, encouraging investments. This is all to the good.

I’m still—I share Mr. Towns’ nervousness, I guess. I’m still con-
cerned about the problems that you’ve pointed out and I appreciate
that you’ve addressed with the previous questioner the studies
themselves and the kind of confidence that GAO has in the esti-
mates that have been given, really, by the industry itself.

If I could bring up one other issue for your comment—the aver-
age daily trading volume on Nasdaq has increased 61 percent over
the last year and that due to that Nasdaq is experiencing proc-
essing strains. How does this strain manifest itself? Is this some-
thing that is generally appreciated and perceived by the trading
public?

Mr. GOEBEL. Yeah, we didn’t do a lot of research on exactly how
those things were playing out for Nasdaq. From what we under-
stand some of their internal systems may be experiencing queuing
beyond those of the other systems, but they provided us with some
information indicating what plans they intend to take to address
the individual systems that as a group make up their entire sort
of trading infrastructure. And in some cases it includes adding ad-
ditional message switches and things like that to take those bottle-
necks out of the various components.

Ms. CAPPS. So they already have a system in place? For as the
smaller parts of this come to their attention that they can pull into
place?
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Mr. GOEBEL. From their response, they’re attempting to increase
capacities and processing capabilities in all the various parts, but
as a whole, they still face a challenge in meeting some of the esti-
mates that we discuss in our testimony——

Ms. CAPPS. I see.
Mr. GOEBEL. [continuing] because trading volumes have been so

high lately that they’ll just continue to go up further.
Ms. CAPPS. Does an investor perceive this, or what’s their reac-

tion, then—the public?
Mr. GOEBEL. It’s probably not something that investors are indi-

vidually aware of unless they experience just slowness in getting
an order executed.

Ms. CAPPS. I see.
Mr. GOEBEL. So it’s sort of that behind-the-scenes effect.
Ms. CAPPS. Okay. So it’s being handled, at least to a degree that

you feel somewhat comfortable with. Of course, this is the current
status, not what we’re anticipating?

Mr. GOEBEL. Yes, I mean, I guess as Davi pointed out, we know
they’re taking steps, but there still remains a gap in meeting the
kinds of projections that are expected to arise in the next couple
of years.

Ms. CAPPS. And then one sort of related issue which is troubling
to me is the fact that Nasdaq will not be participating in the first
two industry-wide tests, which are scheduled I believe for April and
May, and that they haven’t factored into their planning the in-
creased estimates from SRI. Are you concerned about this and is
one test run in June going to be enough for this huge issue with
Nasdaq in your opinion?

Ms. D’AGOSTINO. That’s a very good question. We haven’t even
thought about whether or not one test would be adequate. But we
can say that actually the June test date was added for the Nasdaq
because it wouldn’t be able to make the two that were originally
scheduled. And actually over the period of doing this work we were
initially very highly concerned about the risk posed to the options,
and now in recent weeks with what we’ve learned about Nasdaq’s
capacity and their plans, we’re more concerned about the
Nasdaq——

Ms. CAPPS. Well, what happened——
Ms. D’AGOSTINO. [continuing] for the longer hall without taking

some serious due diligence and action to enhance their capacity.
Ms. CAPPS. Yes, well, have you developed scenarios for a re-

sponse, say, should the test not be what you want to see in June?
I mean, the results could be all over the map, right?

Ms. D’AGOSTINO. They could be.
Mr. GOEBEL. It might be worth pointing out that the tests that

the industry has designed, the three tests that Nasdaq will partici-
pate in the June one are essentially designed to test the processing
changes, can they actually accurately trade in decimals, and they
don’t include a capacity element. So it’s very expected that the
processing changes that the exchanges and Nasdaq have made will
likely work out. They’re going to run scripted trades and things to
make sure that the messages that are appropriate to send come
back and forth.

VerDate 11-MAY-2000 13:53 Sep 30, 2000 Jkt 062974 PO 00000 Frm 00057 Fmt 6633 Sfmt 6602 E:\HEARINGS\62974 pfrm03 PsN: 62974



54

The testing of capacity will more or less come out of the pilot
that they run during the second phase of implementation where
they’re going to take a selection of hopefully representative securi-
ties—stocks and options—and see how they actually trade, what
kind of volumes are experienced in those securities during that
pilot, and that will really give them some indication of the actual
impact of decimals on capacities of systems.

Ms. CAPPS. I guess I would say, I hope we can stay in touch with
you on this issue.

Mr. OXLEY. They’re our lifeline, we’ll keep communication open.
Ms. CAPPS. Thank you very much.
Mr. OXLEY. The gentle lady’s time is expired.
The gentleman from Illinois, Mr. Shimkus.
Mr. SHIMKUS. Thank you, Mr. Chairman. Mr. Chairman, I would

like to yield back my time and listen to the next question if some-
one else has one before I ask.

Mr. OXLEY. Okay. I owe you one.
Mr. SHIMKUS. You owe me more than one.
Mr. OXLEY. The gentleman from New York, Mr. Engel.
Mr. ENGEL. Thank you, Mr. Chairman. I too have a lot of trepi-

dation about this. In fact, when the committee was first looking at
this, I was cautioning and saying, why do we not let the market
regulate itself. And then I said I thought I sounded too much like
a republican.

Mr. OXLEY. Fat chance.
Mr. ENGEL. Don’t worry, Mr. Chairman, you were at the stock

exchange that is week, but I was there a few hours after you, so
I got the full report.

We know that the timeframe is troubling. I wish you would just
talk about that a little bit. The questions here have been—people
have asked about the increase in trade and quotation traffic,
there’s a fear that the computer capability won’t be able to cope
with it. I thought we were rushing into this, can you just talk a
little bit about what you’ve seen and your impressions of the com-
puter capability and the timeframe and some of the fears that you
mention in this report? Wouldn’t we be better off to just kind of
slow this down a little bit?

Ms. D’AGOSTINO. Well, I think that industry is putting together
a plan that is very well thought out and involves phasing in to
allow for time to the members who aren’t ready to catch up. But
it will require them to due diligence and upgrade the systems that
need upgrading to meet the scheduled date. It’s not clear that add-
ing more months to the schedule is necessarily going to solve the
capacity issue. What will solve the capacity issue is investing in ca-
pacity upgrades.

Mr. ENGEL. Well, for instance, the question Ms. Capps asked
about Nasdaq, you answered Nasdaq couldn’t make the first two,
so——

Ms. D’AGOSTINO. Right.
Mr. ENGEL. [continuing] really only having one, and you were

unsure about whether or not that would be adequate. If we had
more time and perhaps there could be more than one, wouldn’t that
just be better.
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Ms. D’AGOSTINO. Yes, they certainly could schedule additional
tests including capacity tests which was an idea that we sort of
shared amongst ourselves, but didn’t fully develop to be honest
with you. Even during the phase-in period to March 2001. There
are a lot of things that can be done concurrently during this sched-
ule and since the participants seem to have differing states of read-
iness in terms of capacity, I mean, that’s really incumbent on them
to bring themselves up to speed for the schedule.

Mr. ENGEL. Let me ask you this, a public/private partnership
was created between the Securities Industry Association and the
Securities and Exchange Commission to help implement the con-
version to decimals. Can you comment on how that partnership has
been functioning as we’re moving toward implementation?

Ms. D’AGOSTINO. SEC has been monitoring and even maybe par-
ticipating in a lot of the SIA—well, actually all of the SIA com-
mittee meetings. They’ve been helpful, like, for example, in the SRI
study. They provided assistance in that regard. They’ve really been
staying on top of this and I think working closely with all of the
players to try to make sure the solutions that they come to are col-
laborative as opposed to directive from the SEC to the industry.

Mr. GOEBEL. It’s probably worth pointing out that the SRI gained
a lot of experience from spearheading the year 2000 efforts for the
industry because it was one of the things that definitely affected
every participant in the securities markets and they established a
committee structure and timeframes and testing schedules that ob-
viously worked very well for Y2K. They’ve in essence transferred
that sort of thinking and infrastructure to the decimals issue and
it seems to have helped it move along as fast as it has. And SEC
has been working and interacting with all these players through-
out. So, it appears to be successful.

Mr. ENGEL. If you see the testimony and some of the trepidation
that some of us had in previous committee hearings it was the Y2K
problem was foremost in our minds in terms of worrying about
that, and on top of that worrying about decimalization. Obviously
we still have a long way to go.

I want to also thank the Chairman for these hearings and I look
forward to continuing to ask these questions because, you know,
again, we do have concerns. Obviously I represent New York and
it’s a very important industry to our City, and to our State and the
country, and I just worry that we may be rushing too quickly into
this.

Mr. TOWNS. Would the gentleman yield?
Mr. ENGEL. Yes, I would certainly yield.
Mr. TOWNS. I would like to associate myself with that part of

your question.
Mr. OXLEY. I would say to my good friends from New York, I

think it’s probably in the water up there that you’re nervous about
anything anyway. And we’ll deal with that as time goes by.

The gentleman from Maryland.
Mr. EHRLICH. I apologize for the lateness—my lateness. I am

particularly interested in cost conversion compared to investor sav-
ings, projections, numbers, I’m sure you all have talked about this,
but for my edification, with apologies to room, could I hear a quick
synopsis with respect to that issue?
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Ms. D’AGOSTINO. Are you asking—I just want to clarify, are you
asking what this effort is going to cost the industry——

Mr. EHRLICH. Yes.
Ms. D’AGOSTINO. [continuing] versus what the expected savings

to investors?
Mr. EHRLICH. Yes, ma’am.
Ms. D’AGOSTINO. Okay. Basically the only cost estimates we’ve

seen is a final draft study by the Tower Group that was done for
the SIA, and they estimate that decimals will cost the industry
$907 million—I’m sorry, yes, million dollars. And it’s a one-time
cost.

Mr. EHRLICH. Right.
Ms. D’AGOSTINO. Some of the studies that we’ve seen, and they

have a range of estimates going from $300 million up to $2 plus
billion and there are a lot of, you know, questions about some of
those estimates. But in any case, these are annual savings ex-
pected to accrue to investors from moving to decimals.

So it’s a one-time sunk cost of $907 million against annual sav-
ings of anywhere from $300 million to $2 plus billion.

Mr. EHRLICH. On the savings side, what accounts for the wild
disparities in the numbers?

Ms. D’AGOSTINO. They include and exclude various factors. For
example, some of the studies might not be accounting for the fact
that a lot of trades aren’t made on spreads and various other
things. But that’s basically——

Mr. EHRLICH. Thank you. I yield back, Mr. Chairman.
Mr. OXLEY. The gentleman yields back.
The gentleman from Minnesota, Mr. Luther.
Mr. LUTHER. Thank you, Mr. Chairman. Just one quick question.

One of the areas where there’s been some concern on behalf of con-
sumers is this whole area of principal trades where underwriters
are making markets themselves and the profits that are involved
in that. How will this impact? What impact will this have in that
area of principal trades?

Mr. GOEBEL. In our previous testimony last year, we did speak
with all the folks we tried to talk to about the impact on dealers
and we also tried to look at what impact it had had on dealers and
principal traders in the other markets. And I think what came out
of that was that it was a mixed effect. As spreads decline, they may
actually make less in trading profits, but there are generally more
trades that occur and the data that was available at that time
showed that it was a neutral impact on trading profits. For exam-
ple, in Toronto, there was no change in the profits of the dealers.
Some of the other work we did found that some market makers
withdrew from making markets and securities for economic rea-
sons, but Nasdaq reported to us after the moving sixteenths that
reduced spread similarly, additional market makers entered the
market and they saw no net effect as a result. So it seems to be
a mixed unclear impact.

Mr. LUTHER. Yield back.
Mr. OXLEY. The gentleman yields back. The Chair is now pleased

to recognize one of the leaders in this effort and another nervous
New Yorker, a gentleman from Staten Island.

Mr. FOSSELLA. I’m calm, Mr. Chairman.
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Thank you, Mr. Chairman, I’ll be very brief. I know there’s been
a lot of attention on the options market and there seems to be a
sort of geometric problem associated with the increase in the num-
ber, at least in capacity, but what about the equities markets, No.
1; to what degree is there a problem there? And second, there
seems to be a level of concern with the current conversion to dec-
imal trading, at least as the time tables allow the number of—do
you have any other suggestions or solutions to address that concern
that you’ve raised, and others here have raised?

Ms. D’AGOSTINO. I guess, let me start with the first part of your
question. And how are the equities markets bearing or how do they
look right now at this snapshot? Right now the New York Stock
Exchange, for example, appears to be less of a risk toward success-
fully handling decimals trading by 2001 based on the SRI projec-
tions. But the Nasdaq, on the other hand, does not pose such a low
risk. The updated estimates from the SRI projections have caused
additional concern on the part of the Nasdaq based on our discus-
sions just 2 days ago. So that’s where we think we see some risk
on being able to handle the capacity demands posed by this move.

But, again, I think we also said earlier that they’re having trou-
ble processing their current demands without decimal trading. So,
there are things that the Nasdaq are going to have to do to ready
itself for decimals and also prepare itself for the increased volumes
they’re likely to experience in the coming months without decimals.

Mr. FOSSELLA. Thanks. But, if I may, there is a timetable set for
the conversion to decimals. There seems to be a risk associated
with that. I don’t know to what degree you’re posing there’s a risk.
Are there any—if you had your druthers at this point, what would
you recommend with respect to the current conversion to decimals
timetable?

Ms. D’AGOSTINO. We don’t have any issues with the current time-
table. To be honest with you, I think it was set jointly with the in-
dustry. I mean, the industry basically came up with this timetable.
And to the extent that different market participants are at dif-
ferent states of readiness, I think that the schedule should suggest
to the participants what they need to do in the coming months to
ready themselves.

Mr. FOSSELLA. Is that possible? Can everybody step up to the
plate in your estimate? In your opinion can everybody step up to
the plate given the current timetable?

Mr. GOEBEL. The timetable that we reflect in the chart is already
a different timetable than just several months ago. Originally some
of the later phases were going to start as soon as October for unre-
stricted trading in decimals. So there’s already been an adjustment
and some additional time added because of the developing capacity
concerns particularly on the Nasdaq which is, you know, setting
record volumes almost daily.

The schedule also embodies various points where they’re going to
be assessing what’s going on after the initial trading in nickels, the
pilot for pennies will also provide data that will allow the SEC and
the industry participants to formulate the plan for the next step,
I think. And in January they’re—the SEC order directs the mar-
kets to either jointly submit a proposal for what the MPV should
be for the market, or allow the individual exchanges to set that.
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But I’m sure they’ll take that into account with what their capac-
ities are at that point.

Mr. FOSSELLA. I’ll conclude, Mr. Chairman, thank you.
Mr. OXLEY. The gentleman yields back.
Mr. SHIMKUS. Mr. Chairman, if I may?
Mr. OXLEY. The gentleman from Illinois.
Mr. SHIMKUS. Just briefly. I’m really excited about this. I think

that the players who might be lagging behind had better catch up
or they’ll lose their business base. I am excited about these projec-
tions of increase, I’m excited about the smaller margin for the trad-
ers, and more involvement by the consumer. But I understand the
concerns, we want the system to succeed and I can appreciate that.

The only question I have is—and I apologize too, I was in a meet-
ing up here. Mr. Rhodes’ name is not on this witness list, can you
tell me who are you representing and why are you at this table?

Mr. RHODES. I’m with the General Accounting Office.
Mr. SHIMKUS. Okay. You’re just——
Mr. RHODES. I’m their chief scientist.
Mr. SHIMKUS. Okay. Thank you very much. That’s all I have, Mr.

Chairman.
Mr. OXLEY. Thank you. And the gentleman yields back.
Let me indicate to the members that this is an historic occasion

in that the markets are going to decimals. We will now join the
rest of the world in decimals, in large part because of what this
committee was able to do, and we stand ready to work with the
GAO and with the SEC and all interested parties to make certain
that this transition, just like the transition in the Y2K is seamless
and reasonably painless.

I think the gentleman from Illinois pointed out some of the real
benefits here of going to decimals. Obviously the markets at the
end of the day will be able to handle this kind of capacity and it
will be of good news for them because that’s a lot of traffic and ulti-
mately that’s a lot of money. At the same time the consumer is
going to benefit by the narrower spreads and by functionally illit-
erate people like myself who don’t understand fractions to better
understand the market and I think have more confidence in the
marketplace as well. So at the end of the day working with the
SEC, with GAO, and with everybody involved, I would say to my
friends from New York, that this will be a very historic occasion
and one I think we’ll look back on with a great deal of pride in
changing how these markets work.

So we look forward to working with all of you and we will, as
I indicated earlier, have another hearing, at least one other hearing
as we move toward that July date of converting to decimals for the
first time in our history.

The Chair would ask unanimous consent that all members’ open-
ing statements be made part of the record, and so ordered. And
with that, the committee stands adjourned.

[Whereupon, at 10:58 a.m., the subcommittee was adjourned.]
[Additional material submitted for the record follows:]
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