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I work on Wall Street. I used to trade equity options on the floor of the American Stock

Exchange, so I am extremely familiar with the issues that happen on Wall Street. Working on

the floor has allowed me to witness many situations and be a part of many exchange-wide

decisions. Recently, Wall Street's credibility has been severely damaged by corporate scandals

and trust has become the most valued commodity in the world of business.

There is a Telatively new issue in the equity options markets called Payment for Order

Flow (PFOF). Payment for Order Flow was instituted when options market makers began

offering economic incentives to brokers who directed order flow to their company. This

becomes a problem when the broker is no longer looking for the best price for his customer, but

only routing the order to a market maker who will pay the most for the broker's business.

This practice has also been called institutionalized bribery or kickbacks. PFOF is a

controversial practice and the SEC is in the process of determining its legality. It was instituted

when options that had only been available on one exchange were listed on multiple exchanges.

These new listings created competition for orders and the options market makers were forced to

pay for order flow. Various options exchanges and their members instituted PFOF in 1999.

Since its introduction, PFOF has been under a close microscope by market makers, traders,

investors, and even members of the financial media who realize the dangers and long-term

effects of this practice.

Payment for order flow falls in stages three and four of international business corruption:

systematic corruption and "legalized" corruption. Systematic corruption is when the corruption

is masked, in situations such as fraud, giving/receiving gifts and favors in order to influence

business. Legalized corruption aligns the key powers, in this case the traders and the brokers, to
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maximize their profits, within legal parameters. Payment for order flow focuses on beating the

competition, while maximizing profits.

This issue also has an effect on the international community because the U.S. equity

options markets are not limited to U.S. traders only. An international trader may be instructing

his broker to trade a U.S. equity option and this international customer may not be getting the

best price, if it is routed to the "favored exchange." Also, this practice can easily begin overseas,

unless it is outlawed here.

"Last week the Philadelphia Stock Exchange petitioned the SEC to exercise its rule​

making authority to ban exchange-run payments, essentially lobbing the ball back to Capitol

Hill. The American Stock Exchange then told members it will start collecting fees precisely to

make such payments, which caused a stink on its trading floor and which, intentionally or not,

nearly shoves the ball back into the SEC's face" (Tan, Feb 3, 2003). Market makers hope that

the SEC decides to address this issue and abolish PFOF and internalization. The seat owners of

the American Stock Exchange must also understand the negative impact that PFOF can have on

their asset, the Amex, and the customers. According to the Amex, PFOF can and may be

reinstated without an official vote, and the seat owners may represent the only "veto power"

(Tan, February 3,2003).

A December 2000 SEC report on PFOF found that brokerage firms pocketed millions of

dollars from the new competitive arrangement that started in 1999, but only passed on a very

small amount of the profits to the customers. Seventeen of the twenty nine firms studied by the

SEC disproportionately emphasized payment for order flow when making routing decisions.

Firms are obligated to disclose to customers that they accept payment for order flow, but are not

required to pass on the benefits. In its study, the SEC was "unable to ascertain the specifics of
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many payment for order flow arrangements," because the agreements were not in writing. This

is neither transparent, nor in the customer's best interest (SEC January 2001).

The SEC's study in 2000 focused on a time right after options began trading on multiple

exchanges and before consolidation let competition reach today's levels. The SEC found that:

payments present conflicts. They affected where the orders are sent, even if most firms denied

that it had any influence on their order routing decisions. How does the SEC plan to contain

payment? There was some talk about "deference to market forces as they shape market

structure" and the need for ongoing attention. Best execution is subjective and it requires

brokers to disclose order routing destinations and financial inducements. Disclosure is good, but

an average investor does not know where to find these disclosures.

Small firms, market makers, and floor traders suffer drastically from PFOF. With most

options currently listed on multiple markets, the spreads are extremely narrow, which does

benefit the customers. However, market makers were making less money while being forced to

pay to attract their orders. Their profit margins have narrowed; they can no longer afford to do

business, which is forcing them out of the market and off of the exchange floors. Their

disappearance makes the markets less liquid, hence less fair, and eliminates the competitive

gains made when multiple listings were originally initiated (Carey, March 10, 2003). "The

exchange is a dying institution and payment for order flow will quickly force the exchanges to

close their doors," says Jon Rubin, an Amex market maker for Headwaters Capital. ,

The big institutional firms are the ones benefiting from this practice. They collect the

payments that make trading too expensive for the small firms and floor traders. This allows the

big firms to regain their pricing power. If this continues, they may be the only players in the

~

markets, controlling the exchanges and profiting from the payments that they have received. The
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customer can never win in an anti-competitive environment. This idea alone will force the

options exchanges to eliminate PFOF.

Paying for an order does not guarantee a good or fair price to the customer and does

nothing to inspire confidence to the investors. It only compounds feelings of disillusionment and

sneaking suspicions that the markets are set up to benefit big business at the expense of the little

person in a game with questionable rules and practices (Carey, March 10,2003).

In the year 2002, more than 775 million options contracts have traded, affecting the right

to buy or sell 77.5 billion shares of stock. This equals 22 percent of the year to date NYSE

volume. Brokers have a responsibility to route orders to the best market and not the best paying

market, which creates a conflict of interest between the broker and the customer. These

payments average from twenty five cents to a dollar for each contract of each customer order,

which totals millions of dollars a year. Sal Sodano, Amex chief, says: "The area where payment

does the most damage is to investor confidence. It contributes to the perception that the system

can be manipulated by money. How can that help investor confidence while providing liquidity

to the marketplace? Why do we have such a problem in the community right now?"(Clary,

February 3, 2003)

Now I am the manager of Pax Clearing Corporation, an options clearing firm. I deal

directly with our clients that trade on the floor and their success is obviously very important to

us. Recently I have had many clients questioning this issue and several clients are planning on

moving away ITom on floor trading, ifPFOF is reinstated. I have done a lot of independent

research on this issue and I have spoken to many market makers about this issue. If the Amex

decides to reinstate order flow payments, the charge will be forty cents per contract. The smaller

clients can not afford to trade and pay these high expenses. If an independent market maker
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trades approximately 25,000 contracts a month (1,250 contracts each day), he/she is paying

(25,000 contracts *40 cents each contract) $10,000 in monthly expenses. This totals over

$100,000 each year in just PFOF expense charges. Firms have much higher volume numbers,.

but the charge is equally proportional for an independent trader or a large firm.

There has obviously been a lot of panic on the floor regarding this issue. Many ideas

have been discussed, but the exchanges and the SEC have not come to a final solution. I was a

market maker on the floor of the American Stock Exchange at the time when PFOF was first

introduced. I was paying $5,000-$10,000 each month to the PFOF pool and was not even sure

where the money was going. This issue is very important to me, because it is one of the many

reasons I am no longer an options market maker. I feel that the best solution is to guarantee

customers the best price for the option that they are interested in buying or selling, regardless of

which exchange is the "broker's favorite."

All of the exchanges, the brokers, and the customers, have access to NBBO markets

(national best bid offer), so executing at that price should not be an issue. At that point, it is

irrelevant on which exchange the actual trade takes place. If a certain exchange wants to capture

the order flow, the specialist and market makers should make their markets reflect the NBBO.

This way, the market makers are aware whether or not they are "the NBBO market," the

customer is happy that he/she received the best price, and the brokers still executed their

customers' orders.

As of now, PFOF has not been reinstated, but it also has not been ruled illegal. PFOF is

still a daily threat to the market makers and the exchanges. Both need to come up with an

alternative plan if they will not be able to make enough money to support themselves, their

families, and the horrible PFOF expense.
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