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How Iraqi Professor
Overcame Doubts
To Trust a General

Mr. Jomard, Strong Opponent

Of Hussein and U.S. Policy,

Saw a ‘Fellow Human’

Using Money as ‘Ammunition’

SECBlasts Big BoardOversight

Of ‘Specialist’ Trading Firms

Investors Were Shortchanged

$155 Million Over 3 Years,

Confidential Report Says

In 2 Hours, 21 Violations
By DAN MORSE

A year ago, Ben Jones asked his wife
if he could have a urinal.

“No way. Absolutely not,” Gina Jones
told her husband.

The 40-year-old San Antonio-area
magazine publisher kept after her. The
fixture would be perfect in the first-floor
bathroom of their new house, he said,
near the door to the deck.

Mr. Jones then went with his wife to
a plumbing-supply store where they

were shown an American Standard cata-
log. The showroom manager pointed out
the $91 Maybrook model and noted that
it would help keep the bathroom floor
dry, particularly when the Joneses en-
tertain.

“OK,” Ms. Jones, an attorney, finally
told her husband, after all the cajoling,
“but you’re going to clean it.”

The device was unveiled at a party
over the Memorial Day weekend. Mr.
Jones recalls the reaction from his high-
fiving buddies: “You got a urinal. Awe-
some! How’d you talk your wife into
that?”

After their long confinement to public
restrooms, urinals are creeping into
American homes. A big reason: big
houses, with spacious new bathrooms.

Roughly 325,000 urinals are manu-
factured every year in the U.S., and
almost all of them still go into offices,
stadiums and other commercial
spaces. Nobody tracks residential in-
stallations, but officials at two big mak-
ers of toilets, American Standard Cos.
and Kohler Co., say they’re hearing
about more of them. Atlanta plumber
Tom Ward says that in his first 19
years in the business he didn’t install
a single home urinal. In the past seven
years, he has installed 10. Designers
say they are incorporating more uri-
nals into bathroom plans. They are par-
ticularly appreciated in homes with
young boys.

Home urinals are popping up on TV.
Ozzy Osborne has one in his California
home. New York Jets running back Cur-
tis Martin showed his off on MTV’s
“Cribs.” He recommends urinals to all
men, so their wives won’t bug them
about putting down the seat.

Also, they are a point of pride. “She
is a 1983 Eljer with a chrome-on-brass
1968 Haws freeze-resistant flush valve
… which has been in service since 1991
when I recycled her,” wrote Mike Shep-
herd, who submitted that caption along
with a urinal photo to www.urinal.net,

Please Turn to Page A5, Column 1

Under
Fire
Highlights of the
SEC’s report on 
the New York 
Stock Exchange:

n LOSSES: Specialists allegedly short-
changed investors at least $155 million, in
trades on 2.2 billion shares over three
years. (Average daily volume is 1.4 billion)

n EXCHANGE DEFICIENCIES: Didn’t
conduct routine checks on many trading
violations; when it found wrongdoing,
response was “inadequate”

n SPECIALIST-FIRM DEFICIENCIES: Didn’t
have “meaningful” ways to track violations

n REMEDIES: NYSE agreed to make
improvements to curb alleged abuses,
including adding staff and committing
more money to regulation
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By HUGH POPE

MOSUL, Iraq—“Don’t expect me to go
on television to express gratitude,” de-
clared Iraqi historian Jazeel Abd al-Jab-
bar al-Jomard.

U.S.-led forces ousted Saddam Hus-
sein, a man Mr. Jomard despised, and
helped rebuild the scholar’s looted Mosul
University, Iraq’s second-largest. None
of that has changed the short, thickset,
51-year-old professor’s vehement opposi-
tion to Washington’s policy and actions
in the Middle East.

But over the course of six months, a
patient American general and his forces
in the 101st Airborne who oversee this
section of Iraq’s north have slowly man-
aged to win Mr. Jomard’s trust. “I
learned to see these people as my friends
… once I realized that, as individuals,
they had nothing to do with U.S. policy,”
he said.

How Mr. Jomard made his decision to
work with the occupying forces offers a

window on one of
the most urgent
challenges America
faces in Iraq: get-
ting Iraqis to ac-
tively cooperate in
the face of an in-
creasingly effective
resistance move-
ment. The U.S. suf-
fered its deadliest
day in Iraq since
March 23 yesterday.
The toll included 16
soldiers killed
when their Chinook
helicopter crashed

west of Baghdad, apparently shot down.
Last week anti-U.S. forces added car
bombs to their attacks on the reformed
Iraqi police, the most prominent collabo-
rators with the U.S. occupation and a key
to any future U.S. exit strategy from
Iraq. (See articles in column 5 and on
page A3.)

Any form of collaboration carries the
danger of being targeted by resistance
fighters.LastThursday, thousands of leaf-
letsweredistributed inBaghdad threaten-
ing to kill all who “have sold their souls to
work with the Americans and the Jews.”
They also said, “We know for certain who
you are,” and were signed by the Feday-
een, an organization loyal to Mr. Hussein.

Such pressure causesmany Iraqis who
want to cooperate to waver and crumple in
places where the U.S. occupation isn’t as
adroit as it has been in Mosul. Iraqi assis-
tants to U.S. Army personnel often wear
dark glasses to avoid being recognized. A
translatorworking forU.S. journalists jus-
tifies his job to friends by saying he is
brainwashing the Americans.

Legacy of Opposition
Opposition to foreign intervention

comes naturally to Mr. Jomard, scion of
a prominent Mosul family that was a
longtime nationalist opponent of Iraq’s
old British-backed monarchy. When the
king was toppled in a bloody 1958 coup,
Mr. Jomard’s father became foreign
minister for the first six months of the
new republican regime that followed.

An expert in Christian Europe’s medi-
eval crusades against the Islamic east,
Mr. Jomard spent several years of doc-
toral study in Scotland and is familiar
with the West. Though unhappy with Mr.
Hussein’s regime, he expected no good to
come from the U.S. invasion.

He remains offended by what he views
as a U.S. failure to prevent Israel from oc-
cupying Palestinian territories. He knows
that Washington supported Mr. Hussein
during his murderous 1980s prime. He
deeply resents the way the U.S. left Mr.
Hussein in power after devastating Iraq’s
infrastructure in the first Persian Gulf
War in 1991, and then led the effort to im-
pose crippling sanctions on the country.

“I swear that even Iraqi ants were
Please Turn to Page A5, Column 1

For Stand-Up Guys,

No Home Is Complete

Without One of These
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Urinals Make SlowMigration

From Bar to Master Bath;

‘Rose’ by AnyOther Name

U.S. investigators have unearthed
Iraqi records of Saddam Hussein’s
agents world-wide, a treasure trove of
intelligence that U.S. officials expect will
help to identify foreigners paid to serve
the former dictator’s interests and to un-
ravel international networks for procur-
ing missiles and other banned weapons.

A senior U.S. official familiar with the
records said the documents—along with
interrogations of former regime officials—

still haven’t turned up evidence that Iraq
was actively producing chemical and bio-
logical weapons or had restarted its nu-
clear program, as Bush officials asserted
prior to the war. But the documents, as
described by the U.S. official, could lend
credence to more recent assertions by
the Bush administration that Mr. Hus-
sein was seeking to develop long-range
missiles as a preliminary step to renew-
ing a program of chemical and biological
weapons.

U.S. officials say archives of Iraq’s
domestic security and foreign intelli-
gence services, the broad reach of which
hadn’t previously been disclosed, could
provide a revealing look at Mr. Hussein’s
efforts in the past decade to conduct intel-
ligence activities and influence other
countries’ political stances toward Iraq.
Other Iraqi government documents show
for the first time Baghdad’s efforts to
purchase from North Korea missiles with
longer ranges than allowed by United Na-
tions sanctions. Previously, the Bush ad-

ministration had disclosed that Iraq was
seeking missile technology from North
Korea, not actual missile purchases.

Information contained in the files
could prove troublesome for individuals,
companies and countries that may be im-
plicated in aiding Mr. Hussein’s regime.
U.S. officials say the documents could
help establish tribunals in Iraq for people
involved in crimes against the Iraqi peo-
ple. Already, revelations from the files
have prompted the Federal Bureau of In-
vestigation to open new espionage and
criminal probes in the U.S.

“We have the equivalent of the Stasi
archives,” said the senior U.S. official,
referring to the East German state secu-
rity service files recovered after that
Communist regime’s collapse. Those ar-
chives, which implicated both domestic
and foreign informants and agents,
sparked a series of political scandals and
some legal prosecutions.

The Iraqi documents are among 25
tons of papers seized at the abandoned
headquarters of the country’s intelli-
gence services days after the fall of Bagh-
dad in April, according to U.S. officials.
The records include a “complete listing
of the amount of money paid for political
influence” to foreigners, including politi-
cians, business people and others, said
the U.S. official familiar with the files.
Mr. Hussein’s overseas intelligence appa-
ratus kept track of Iraqi exiles opposed to
his regime, and Baghdad also kept lists
of informants paid for their help in that
regard.

“We’re busy vetting” all lists of people
paid by Iraq, the official said. The offi-
cial declined to disclose more details

Please Turn to Page A4, Column 5

n INSURGENTS DOWNED a U.S.
helicopter in Iraq, killing 16 soldiers.
In the deadliest day for the U.S. mil-

itary since the war, guerrillas fired an
apparent missile at a Chinook ferry-
ing troops headed for leave. At least
20 other soldiers were injured in the
crash west of Baghdad. Another U.S.
soldier was killed in an ambush in
the capital; two U.S. contractors died
in a Fallujah roadside blast. Three
troops were killed in earlier weekend
attacks. In the hunt for banned weap-
ons, U.S. investigators have uncovered
records of Saddam Hussein’s spies and
evidence suggesting the ex-dictator
aimed to develop long-range delivery
systems before turning to chemical
arms. (Cols. 1 and 5 and Page A3)
The Senate votes today on the $87.5
billion package for Iraq and Afghan-
istan. Sen. Roberts said the White
House promised access to papers for
an inquiry into prewar intelligence.

i i i
n Israel eased travel curbs slightly,
letting thousands of Palestinian
workers enter from the Gaza Strip
for the first time in a month.
Arafat and Qureia said they are
willing to resume talks with Israel.
n Sharon arrived in Russia, where
he is expected to press Putin to rein
in Iran’s nuclear program and call off
a U.N. vote on the U.S. peace plan.

i i i
n Firefighters gained control of Cali-
fornia wildfires; full containment was
expected today amid cooler tempera-
tures and rain. Officials sent more
than 2,000 blaze battlers home and
allowed evacuees to survey damage.

i i i
n Bush’s entourage was shaken
when a woman crashed a car carry-
ing her three children into a build-
ing near a Mississippi campaign stop
Saturday. Police charged her with
aggravated assault on an officer.

i i i
n A judge abused her power by bar-
ring the death penalty over the gov-
ernment’s refusal to let Sept. 11 de-
fendant Moussaoui question al
Qaeda captives, prosecutors argued
in court papers made public Friday.

i i i
n Ayatollah Khamenei said Tehran
will stop cooperating if the U.N. nu-
clear agency makes demands that
undermine Iran’s atomic program.

i i i
n Bush national-security aides were
called “arrogant and disrespectful”
by a bipartisan group of lawmakers
blocked from visiting North Korea.

i i i
n Afghan President Karzai welcomed
a Security Council delegation on a
support-affirming visit. Insurgents
abducted a Turkish engineer to bar-
gain for Taliban prisoner releases.

i i i
n The Rev. V. Gene Robinson was
consecrated as the first openly gay
Episcopalian bishop, as dissension
threatened to split the church.

i i i
n The EPA Friday rejected new re-
strictions on weed-killer atrazine,
finding no cancer risk. It is sus-
pected of causing mutations in frogs.

i i i
n Sri Lanka asked Norway to orga-
nize a meeting with Tamil rebels with
an eye toward peace talks early next
year. Rebels seek to focus on their pro-
posal for an interim administration.

i i i
n Abdullah Ahmad Badawi took over
as Malaysia’s premier, succeeding
Mahathir Mohamad after a 22-year
reign that was fruitful, if turbulent.

i i i
n A U.N. envoy is in Myanmar to as-
sess the political situation and meet
with the junta. He cut short a March
visit after finding a bugging device.

i i i
n Iceland researchers discovered a
gene variant that triples a person’s
risk of developing osteoporosis and
related bone fractures. (Page B1)

i i i
n Martin Lel of Kenya won the New
York City Marathon in 2 hours, 10
minutes and 30 seconds. Among
women, Margaret Okayo of Kenya
won in 2:22:31, setting a course record.

i i i
n Died: Richard Neustadt, 84, presi-
dential adviser and historian who
helped found the Kennedy School of
Government, Friday, in England. ...
Jimmy Quillen, 87, Tennessee con-
gressman who served from 1963 to
1997, Sunday, in Kingsport, Tenn.
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World-Wide

Jazeel Abd
al-Jabbar al-Jomard

By DEBORAH SOLOMON
And SUSANNE CRAIG

The Securities and Exchange Commis-
sion, in a confidential report, blasted the
New York Stock Exchange for failing to
police its elite floor-trading firms and for
ignoring blatant violations in which inves-
tors were shortchanged by millions of dol-
lars in trades involving more than two
billion shares over the past three years.

The40-pagereport, datedOct. 10andre-
viewed by TheWall Street Journal, is a se-
vere rebuke of both the floor-trading
firms,knownas“specialists,”and theself-
regulatory structure thatmonitors the Big
Board floor. It paints a picture of a floor-
trading system riddled with abuses, with
firms routinely placing their own trades
ahead of those by customers—and an in-
house regulator either ill-equipped or too
worried about increasing its workload to
care.And it concludes thatwhen theNYSE
does act on investor abuses, the exchange
often does little more than admonish the
specialists in a letter or slap them on the
wrist with a light fine.

TheSECstaff“is concerned that theNY-
SE’sdisciplinaryprogramisviewedbyspe-
cialistsand specialist firmsasaminor cost
of doing business, and that it does not ade-

quately discipline or deter violative con-
duct,” thereport says. It adds that the floor-
tradingfirms“havenomeaningful compli-
ance programs for reviewing their special-
ists’ compliance” to various trading rules.

The SEC report says that about 2.2 bil-
lion shares were improperly traded over
thepast threeyears, costing investors $155
million. In the context of overall BigBoard
trading activity, the improper transac-

tions cited by the SEC involved less than
1%of the shares tradedduring theperiod—
equivalent to about 1µ days’ typical trad-
ing volume.

The report cuts to the heart of public
trust in the 211-year-old exchange—the
world’s biggest, and one of the last that
still matches buyers and sellers with hu-
man traders. And it comes as the Big
Board is reeling over the pay-related
ouster of ChairmanDick Grasso and is be-
ing criticized for how it conducts business.

The findings are likely to bolster those
whoargue that theNYSE’s regulatoryarm
should be taken out from under the ex-
change’s control.And it is sure to raise fur-
ther questions by investors over whether
the specialist system should be scrapped
in favor ofanelectronic-tradingmodelem-
braced by most other exchanges. Fidelity
Investments and some other institutional
investors have called for an end to special-
ists, which are chargedwith assuring that
trading is orderly for specific stocks. This
week, theNYSE’s interim chairman, John
Reed,will proposemajorchanges in theex-
change’s governance, including an over-
haul of the NYSE’s board, in a bid to re-
duce conflicts of interest.

The NYSE, which was given 15 days
to respond to the report, declined to com-
ment on it or to say whether it had re-

Please Turn to Page A6, Column 1

THE SEC BLASTED the Big
Board for failing to police

its floor-trading firms. According
to a confidential report, about 2.2
billion shares were improperly
traded over the past three years,
costing investors more than $150
million. The findings will likely
bolster critics of the NYSE’s reg-
ulatory arm and advocates of
an electronic-trading system.
n The SEC is examining if Grasso
engaged in “influence trading”
by pressuring an NYSE floor
firm to buy more AIG shares.

(Articles in Column 5 and on Page C11)

i i i
n Former HealthSouth executives
gave themselves over $500,000
of company money to pay for le-
gal fees shortly before pleading
guilty to defrauding shareholders.

(Article on Page A3)

i i i
n The FDA plans to issue guide-
lines on when drug makers must
submit genetic-testing results re-
lated to their products’ effects.

(Article on Page B1)

i i i
n Employer groups won a battle
against ergonomics rules, stalling
efforts to draft guidelines for pre-
venting repetitive-motion injuries.

(Article on Page A3)

i i i
n U.S. furniture makers asked
the government to impose trade
duties on Chinese-made bedroom
furniture, alleging unfair pricing.

(Article on Page A2)

i i i
n Freddie Mac said it may owe
up to $30 million in back taxes, a
fraction of the added $4.5 billion
it expects in restated earnings.

(Articles on Pages A2 and C1)

i i i
n Massachusetts and the SEC
plan to file civil fraud charges
against five or more Prudential
ex-employees over market-timing.
n Richard Strong stepped down
as chairman of Strong Mutual
Funds, in the wake of allegations
he engaged in improper trading.

(Articles on Pages C1, C11 and C12)

i i i
n More small businesses are
switching from utilities to dereg-
ulated energy marketers to buy
fixed-price, natural-gas contracts.

(Article on Page A2)

i i i
n PharmaStem won a patent suit
against four other umbilical-
cord blood banks over the technol-
ogy to store the stem-cell source.

(Article on Page B4)

i i i
n Microsoft has launched a major
initiative to create new Internet
search technology in an effort
to close the gap with Google.

(Article on Page B5)

i i i
n MCI won approval for its plan
to emerge from Chapter 11 in
early 2004 freed of all but $5.8 bil-
lion of its former $41 billion debt.

(Article on Page B4)

i i i
n Thomson is forming a joint
venture with China’s TCL to
produce the French company’s
TVs and other video products.

(Article on Page B4)

i i i
n Teva agreed to acquire Sicor,
a maker of generic injectable
and biotechnology drugs, for
$3.33 billion in cash and stock.

(Article on Page B5)

i i i
n A Clinton Group executive quit
in a dispute over how the hedge-
fund firm values some securities.

(Article on Page C4)

i i i
n World-wide chip sales rose
6.5% in September from August,
the sharpest jump since 1990.

(Article on Page B5)

i i i
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Mosul Diary

The SEC is examining whether Dick
Grasso improperly influenced trad-
ing, among other things, as head of
the Big Board, page C11.

—Online Today—

Ben and Gina Jones

By Frederick Kempe in Baghdad, Iraq,
and David S. Cloud in Washington

Eyes on the Road: Honda’s
pledge to beef up safety fea-
tures taps a growing con-

sumer demand, and puts it ahead
of U.S. competitors, Joe White says.

* * *
n Follow the Money: For evidence
of Johnson & Johnson’s marketing
muscle, see how it turned a poison-
ivy salve into a hot skin-care line.

* * *
n Taking Stock: With the economy
improving, the tech sector may take
a back seat to the broader market.

–Markets–
Stocks:NYSE vol. 1,367,150,630
shares, Nasdaq vol. 1,754,858,547.
DJ industrials 9801.12, s +14.51;
Nasdaq composite 1932.21, t –0.48;
S&P 500 index 1050.71, s +3.77.
Bonds (4 p.m.):10-yr Treasury
s +14/32, yld 4.294%; 30-yr
Treasurys +1 2/32, yld 5.135%.
Dollar:109.94 yen, +1.20; euro
$1.1584, –0.51 cent against the dollar.
Commodities:Oil futures $29.11 a
barrel, s +$0.64; Dow Jones-AIG
futures 126.571, s +0.746; DJ-AIG
spot 161.277, s +0.950.

Baghdad Records ShowHussein

SoughtMissiles, Other AidAbroad

Index to Businesses ................................................B2
What’s News Online ............................................... B2
Global Business Briefs ........................................A10
Classifieds.................................................................... B6

Stephen King Makes 

For Strange Bedfellows

What would make
three rival publish-
ing firms collabo-
rate? How about a
seven-volume King

series that needs two
companion books to help confused
readers? PAGE B1

Convenience-Store Science

Running a convenience-store chain
poses a logistical challenge. In
China, a former Starbucks executive
has his work cut out for him. A13

Don’t Accommodate Syria

The nation remains a source and
transit point for anti-U.S. terrorists
in Iraq. Senators should pass a bill
allowing Bush to impose sanctions on
Damascus. REVIEW & OUTLOOK, A14

Pessimists With a Pedigree

A few respected economists
from Merrill Lynch,
Morgan Stanley and
Goldman Sachs say
the economy could be
heading for a disap-
pointment. ABREAST

OF THE MARKET, C1

I N S I D E  T O DAY ’S  J O U R N A L  

With Mutual Funds in Uproar,

Why Not Launch a New One?

Fund Balances Rise and Fall,

But Fees Always Go Higher 

REPORT BEGINS ON R1

s 2003 Dow Jones & Company. All Rights Reserved

Market Discipline

Grasso’s Actions Studied

— NOTICE TO READERS —
Weather Watch, a daily briefing

for business travelers, makes its de-
but today on the back page of the
Money & Investing section. With
data provided by AccuWeather Inc.,
the briefing delivers weather infor-
mation on principal global business
destinations and a look at expected
delays at major airline hubs. Also
included is “Weather to Buy or Sell,”
a Monday-through-Thursday look at
how weather is affecting commodi-
ties such as corn, wheat, oil, sugar or
electricity. On Fridays, “Events Fore-
cast” will showcase weekend
weather for selected global cities
hosting festivals, tournaments or
other significant events.

>
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sponded to the SEC. The Big Board also
said it would be inappropriate to speak
about a confidential SEC inspection re-
port “that was provided to The Wall
Street Journal by someone who acted un-
ethically.” The SEC also criticized the
Journal for publishing the report.
SEC Chairman William Donaldson,

who headed the Big Board in the early
1990s, has been critical of the exchange’s
governance over the past several months,
saying he wants to see some separation of
theNYSE’sregulatoryandbusiness opera-
tions. However, Mr. Donaldson hasn’t
called fora complete split of the regulatory
and market operations and has suggested
that the NYSE’s specialist system should
continue to operate alongside newer, elec-
tronic marketplaces.
An SEC spokeswoman declined to com-

ment on the report and wouldn’t discuss
Mr. Donaldson’s reaction to its contents.
The SEC’s conclusions also could raise

questionsamongcritics aboutwhether the
NYSE underfunded its regulatory arm at
the expense of hefty pay for senior execu-
tives such as Mr. Grasso, who was ousted
as CEO and chairman following a public
outcry over his $187.5 million retirement
nest egg. At the request of the SEC, the
NYSE recently assigned 25 to 30 enforce-
ment lawyers and 20 market-surveillance
analysts to cases. The exchange’smarket-
surveillancegroupalsowill hirenineaddi-
tional staff members and is getting a $3
million annual budget increase.
Prepared by the SEC’s office of compli-

ance, inspections and examinations, the
report recommends overhauling every-
thing from theway theBigBoardmonitors
its trading floor to how it sanctions those

who violate the rules. According to the re-
port, the SEC began its investigation after
an April 17 article in the Journal about an
NYSE investigation into whether special-
ists traded ahead of customers.

Possible Action
Now, the SEC’s enforcement division is

looking into the issues raised in the inspec-
tion report to determine whether to bring
an enforcement action against the Big
Board for failing to fulfill its self-regula-
tory duty, according to people familiar
with thematter. Suchamovewouldbe only
the second time in recentmemory that the
SEChas taken action against theNYSE for
failing to adequately police its floor. In
1999, the SEC found that theNYSE failed to
enforce compliancewith federal securities
laws and NYSE rules in the case of a non-
Big Board brokerage firm, Oakford Corp.,

which the SEC accused of participating in
an illegal-trading scheme.Twoweeksago,
the SEC took action against the Chicago
Stock Exchange for lax oversight.
The SEC itself has faced pressure for

more vigorous enforcement recently. In
the past year, the securities-industry
watchdog has lost ground to New York
Attorney General Eliot Spitzer, who
launched his own probes of overly enthu-
siastic Wall Street research and im-
proper trading at mutual funds.
More than any other exchange, the

NYSErelies onhumans tooversee trillions
of dollars in investor trading each year on
its floor. Specialistsmatchbuyers and sell-
ers of stock, sometimes providing capital
from their firm’s account to complete a
tradeandkeep themarketsorderly.Asspe-
cialists have increasingly turned to trad-
ing for their own accounts as a source of
profits, more attention has been focused
on the question of whether they are using
their inside knowledge of the market to
gain at the expense of their customers.
TheSECreport comesas theNYSEcon-

tinues its own probe into specialist trad-
ing. The Big Board recently alleged that
the five largest specialistsmayhaveshort-
changed investors by more than $100 mil-
lion over three years through improper
trading. The NYSE is sending out unvar-
nished data on trades to the specialists
who in turnwill analyze the data and come
back to the exchange to argue which trad-
ing was proper and which wasn’t.
Under investigation by the NYSE are

LaBranche & Co.; Fleet Specialist, a unit
ofFleetBostonFinancialCorp.;BearWag-
ner Specialists LLC, which is minority-
owned by Bear Stearns Cos.; Spear, Leeds
& Kellogg, a unit of Goldman Sachs Group
Inc.; andVan derMoolen Specialists USA,
a unit of Van der Moolen Holdings NV.
Spokespeople or senior executives from

LaBranche and Bear Stearns didn’t return
calls for comment. A senior executive from
VanderMoolenSpecialistsdeclinedtocom-
ment. Spokesmen for Goldman and Fleet
Specialists also declined to comment.
The NYSE’s investigation, which be-

gan last fall in response to a foreign-listed
company’s complaint about trading in its
stock, had inched along for months until,
at the behest of the SEC, it was broadened
to include several trading violations.
The SEC’s confidential findings “reveal

seriousdeficiencies” in theNYSE’s surveil-
lance and investigative procedures, includ-
ing a habit of ignoring repeat violations by
specialist firms. The NYSE had “no mean-
ingful surveillance,” allowing inappropri-
ate behavior to continue and causing “sig-
nificant” customer harm, the report said.
When the exchange did detect violations
the response was weak, the SEC said, and
“inadequate to deter future violations.”
Catalogued in the SEC report are a se-

ries of inappropriate actions by specialists
over the past three years that went un-
checked and unpunished. Dozens of indi-
vidual specialists routinely violated ex-
change rules by trading for their own ac-
countsaheadofcustomerorders,giving in-
vestors inferior prices to those they gave
themselves and inappropriately stepping
between buyers and sellers, the report
says. In at least one area, the SEC says,
the NYSE followed an unwritten policy
that “a maximum of five violations could
be referred” to the investigative division
in any one-week period.
Customers lost out on $128 million over

the three-year period because specialists
traded ahead of 1.9 million customer orders
representing 1.6 billion shares, the SEC
said. “Trading ahead” occurs when a spe-
cialist takesadvantageofanattractiveprice
and completes a trade for the firm’s ownac-
count before one placed by a customer.
Specialists also cost investors another

$27million during the same three-year pe-
riod by “interpositioning,” or failing to
match orders, 253,785 times in transac-
tions totaling 332 million shares. Instead,
the specialists stepped between the buyer
and seller—purchasing the shares and of-
ten reselling them moments later—for a
small profit. The cost to investors could
grow as the probe continues, the SEC sug-
gests in the report.
The SEC’s staff also identified another

violation inwhichspecialists “freeze” their
so-called display book of orders. That’s
when specialists prevent electronic orders
that arrive through the NYSE’s “Desig-
natedOrder Turnaround” system from im-
mediately reaching the floor to be exe-
cuted, even as other orders continue to be
filled. Most customers are unaware of this
practice. The SEC said specialists were in-
appropriately using“freezemode” to trade
ahead of certain customers and avoid obli-
gations under a rule requiring that all or-
ders be executed at the best price. The SEC
has directed the NYSE to file a rule change
toprovide forenforcement of this violation.
The management of the specialist

firms is partly to blame for the alleged
trading abuses, the SEC says. These prac-
tices persisted in part because the spe-
cialist firms lacked internal compliance
programs, instead relying primarily on
the exchange’s weak surveillance and ex-
amination programs as their compliance
tool, the report said.

‘Numerous Violations’
The NYSE often ignored blatant exam-

ples of improper behavior. For instance,
in 2001 and 2002, the NYSE’s “Member
Firm Regulation” division examined
each specialist firm and found “numer-
ous violations of trading rules” including
trading ahead and repeat offenses by
some firms’ specialists who had commit-
ted identical violations in prior years.
The Big Board referred some violations
to its investigative division, but many
others were ignored, the SEC said.
Instead of trying to determine the ex-

tent of a firm’s violation, the regulatorydi-
vision routinely closed cases “even when
the examinations included evidence of re-
cidivist conduct,” according to the SEC re-
port. Take the NYSE’s examination of Van
der Moolen, which found, among other
trading violations, 21 instances of trading
ahead by specialists in a two-hour period
in 2002 and 14 trading-ahead violations
over a 2µ hour period in 2001. The regula-
tory division didn’t expand its investiga-
tion todetermine ifmoreviolationshadoc-
curred and simply referred the 35 viola-
tions to the investigations department, ac-
cording to the SEC report.
TheNYSE investigative armalso failed

to take proper action, the SEC said, by not
thoroughly investigating cases and often
takingmore thanayear tomakeadetermi-
nation about a firm’s conduct. The divi-
sion would often focus on a sample that
was too small to determine whether viola-
tions had occurred, the report said, and
then close cases or send ineffective letters
to firms that hadsometimes committed se-
rious rule violations.
Moreover, instead of reviewing all vio-

lationsseparately, thedivisionoftenaggre-
gated multiple violations for a single firm.
Thatwas the casewith SpearLeeds,which
was bought by Goldman in 2000, and cited
fordozens of violations in 2000and2001, ac-
cordingto theSEC.Theexchange’s investi-
gative unit found that SpearLeeds hadvio-
lated several order-handling rules and
noted that the firm “had similar violations
in prior examinations.” The division sent
the firm a letter of admonishment and
closed the case, the SEC said.
Theexchangedidspot someseriousvio-

lations by specialists over the years, but
the SEC said the response was often to
close caseswithout takingaction or to send
a letter to the firm. From January 2001 to

June 2003, the SEC says, NYSE imposed a
total of $604,000 in fines against specialists
andspecialist firms forbothminorrulevio-
lations and other improper conduct. In-
cluded in that total was $8,500 in fines lev-
ied against the firms for 462 trading-ahead
violations found by NYSE investigators in
2001 and 2002. The firms weren’t required
by the NYSE to return the illegal profits.
The NYSE now is taking action to ad-

dress the problems. In addition to adding
enforcement attorneys and market-sur-
veillance analysts to cases, the NYSE
agreed to “ensure that its regulatory bud-
get is fully funded to meet all regulatory
needs.” The exchange will also file a pro-
posed rule with the SEC that governs the
use of “freeze mode” and agreed to put in
place a system to inhibit specialists from
tradingaheadofcustomerorders. In there-
port, the NYSE notes that some violations
already have “significantly decreased.”
In early October, SEC staff members

met with Mr. Reed, the NYSE’s interim
chairman, to discuss the report and ways
in which the SEC could improve its over-
sight and disciplinary functions. The staff
told the exchange to refer all important
trading-rule violations directly to the NY-
SE’s enforcement division, rather than to
its investigative division. The SEC also is
recommending that the regulatory divi-
sion develop and adopt procedures to re-
view “the adequacy of specialist firmcom-
plianceprograms”andreferall repeatvio-
lators for formal disciplinary action. And
theSECwants theexchange to createasur-
veillance system that detects any orders
that remain unexecuted.
Inaddition to criticizingwhoever leaked

the report, an NYSE spokesman said in a
statement: “It is equally inappropriate for
The Wall Street Journal to disclose at this
early stage of an iterative inspection pro-
cess. Disclosure now also compromises a
confidential regulatory proceeding and
damages the rights of the specialist firms
and their personnel before any charges
have been filed or any defenses offered.
“Moreover,bymakingconfidential reg-

ulatory information public, the disclosure
maychill future inspections;maycompro-
mise the NYSE’s surveillance, investiga-
tive and enforcement processes; and may
interfere with our Enforcement Division’s
ability to bring the specialist investigation
to a timely and effective resolution that
serves the public interest.”
The spokesman added that that the

NYSE is committed to effective regulation
of themarket andwill takewhatever steps
are necessary to ensure investor confi-
dence.

Sore Subject
The SEC often has locked horns with

the exchange over how to fix the per-
ceived inadequacies. In 1998, for exam-
ple, the SEC found that the exchange’s
tools to police trading-ahead violations
were inadequate. While the exchange
took some steps to fix the problem, it
resisted the SEC’s recommendation to do
more. NYSE managers, according to the
report, argued that doing more would in-
crease the workload for its investigators.
In 2002, the exchange rejected the SEC’s
request that it adjust its regulatory pro-
gram to ensure that specialists weren’t
freezing their display book for more than
30 seconds, choosing instead to use a
60-second parameter.
With increasing automation at the Big

Board, it should take less time to complete
a trade, the SEC argued. Longer time
frames can permit more trading abuses.
But the exchange’s regulatory staff told
the SEC that producing reports using the
broader parameters wasn’t likely to iden-
tifyanyadditional specialistswhohadvio-
lated rules. “The NYSE stated that many
of the specialist firms have merged with
existing firmsandthatmanyof thespecial-
ists who may have violated the law have
since retired,” the SEC said in the report.
And the exchange said it might not have
the resources to generate surveillance re-
ports using historical trade data.
The NYSE frequently issued “admoni-

tion letters” after finding violations,
rather than starting enforcement cases.
In an investigation into trading-quote vio-
lations byVanderMoolen, theBigBoard’s
investigative division consolidated 16 re-
ferrals of improper activity by the firm
over 20 months and issued an admonition
letter for violating the rule.
The investigative division didn’t launch

probes into the individual specialists that
were responsible for the violation and
didn’t investigate the 2,300 “alerts”—indi-
cating possible trading violations—that
weregeneratedbutnotreviewed, thereport
said. Furthermore, the SEC said that when
theNYSEuncoveredadditional alleged vio-
lations,theNYSEdismissedthemas“cumu-
lative”andthenstoppedreviewingquotevi-
olations generated for Van derMoolen for a
“grace period” of three months.
One NYSE surveillance system issued

640 alerts in 2001 and 2002, but theSECsaid
a more comprehensive system would
likely have triggered more than 8,000
alerts in that time. Of the 640 alerts that
were found,NYSEanalysts concluded that
494were violations.But inmanycases, the
SEC said, “analysts inappropriately con-
cluded that a violation did not occur.” For
example, the SEC said, analysts con-
cluded that a violation hadn’t occurred be-
cause even though a specialist traded
ahead of a customer order, he or she did so
within the 60-second parameter, which
also applies to tradesmadewith the firm’s
own capital.
For five years, the SEC has been push-

ing theNYSEtonarrow that 60-secondwin-
dow. But the SEC noted in its report that
“managers appeared to be concerned pri-
marily with the impact on the analysts’
workloadasa consequenceof reducing the
time parameter, not on the fact that the in-
crease in alerts was highlighting in-
creased patterns of illegal trading by
NYSE specialists.” Earlier this summer,
the SEC told the Big Board to cut the time
frame to 10 seconds from 60 seconds.
NYSEofficials seemed toplaydown the

SEC report in a conference call last month
to discuss the widening of the specialist
probe. Edward Kwalwasser, the Big
Board’s regulatory chief, said in the call:
“We have received an oversight report
that went into a lot of different things and
we received it yesterday so it hasn’t taken
us anywhere.” Mr. Kwalwasser yesterday
declined to comment through a spokes-
man.
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