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months. As a result, many of the percentages shown in the text were
determined by first aggregating the results for the 2 months; while
these percentages, therefore, do not appear in the tables, they may be
readily calculated from the data shown. Based upon these tables, a
brief description is given of the stock transactions of the institutions
during these 2 months with respect to the following five factors:

(a) T'he proportion of total stock volume represented by each of the
stock categories—Of the three categories of stocks, the institutions
had considerably greater volume in the 2 months in “other” com-
mons (87 percent of total aggregate volume) than in the two other
categories of stocks. “Other” commons accounted for about the same
proportion of the volume in NYSE-listed stocks (87 percent) as in
stocks not so listed (85 percent). Ranking far behind the volume of
“other” commons, the purchases and sales of public utility commons
constituted about 9 percent of total volume (10 percent of volume in
NYSE-listed stocks and only 3 percent of volume in non-NYSE
stocks). Preferred issues absorbed only about 4 percent of total vol-
ume, and 2 percent of NYSE volume but 12 percent of the volume in
non-NY SE stocks.

(b) The proportion of total stock volume represented by NYSE'-
listed issues as opposed to those not so listed.—The bulk of the insti-
tutions’ activity was concentrated in New York Stock Exchange-listed
stocks, which accounted for 85 percent of total aggregate volume for
the 2 months. This dominance was most marked in the public utility
commons, where NYSE issues represented 95 percent of the volume
for the 2 months. Next in line were “other” commons, where NYSE
issues accounted for 85 percent of the volume. In the preferred stock
category, however, NYSE issues accounted for only 49 percent of
total volume for the 2 months.

(¢) The market channels employed for stocks listed on the NYSE,
and for stocks not listed on the NY SE.—QfT considerable interest was
the extent to which the institutions failed to employ the NYSE as
the market channel for stocks listed on that Exchange. Thus, for the
2 months, about 20 percent of the total transactions in these stocks was
accomplished off the Exchange. When the three categories of stocks
are examined separately, the results are even more striking. About
19 percent of the volume in “other” commons and 26 percent of the
volume in public utility commons was transacted off the Exchange.
In the case of the NYSK preferred stocks, the over-the-counter market
plus underwritings—with about three-fourths of total volume—ac-
tually overshadowed the NYSE as a market channel.

In regard to the transactions in NYSE stocks executed off the Ex-
change, almost one-half of the overall dollar volume was directed to
the over-the-counter trading markets, about 30 percent to the re-
glonals, and more than 20 percent was done by means of secondaries,
underwritings, and purchases from issuers. The over-the-counter
markets were even more important for non-NYSE transactions in
the two senior categories of NYSE-listed stocks; over 69 percent of
the non-NYSE transactions in NYSE public utility common stocks
and 78 percent of such transactions in NYSE preferred stocks were
over the counter.

For stocks not listed on the New York Stock Exchange, the over-
the-counter market was the most important market channel, account-
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ing for 81 percent of total volume in non-NYSE stocks for the 2
months. The American Stock Exchange was the second most impor-
tant (in every category of stock, except preferreds in April), with
9 percent of total volume for the 2 months. The regional exchanges,
with the limited exception of the preferred stock category for April,
were the least important, with 3 percent of total volume in non-NYSE
stocks for the 2 months.

(d) The relative importance of NYSE stocks in the nstitutions’
usage of the over-the-counter trading markets and the regional ex-
changes.—To a large extent the use that the institutions made of the
over-the-counter markets and the regional exchange floor markets was
for the purchase and sale of NYSE-listed stocks as opposed to non-
NYSE stocks. On the regional exchanges, the great preponderance
(93 percent) of all activity for the 2 months involved NYSE-listed
stocks. In the over-the-counter market, on the other hand, the balance
between NYSE and non-NYSE stocks was closer but, except in the
category of public utility common stocks, non-NYSE stocks accounted
for the greater volume—59 percent of total over-the-counter volume.

(e) Use of special forms of transactions—For NYSE-listed stocks,
the special forms of transaction—i.e., the special stock exchange plans,
underwritings, and purchases direct from the issuer—accounted for 5
percent of the total volume in the 2 months,2® with Secondary Distribu-
tions alone accounting for almost 4 percent of such volume.®* For
stocks not listed on the NYSE, the special forms of transaction ac-
counted for 8 percent of total volume in March 1961 and 5 percent in
April 1962—with underwritings accounting for more than half of this
amount and purchases direct from issuer accounting for the rest.

As a further breakdown, it may be noted that the institutions in the
sample took advantage of the special forms of transaction somewhat
more for dollar purchases than for sales in the 2 months.®? Asamong
the three classes of stocks, the special forms of transaction were of the
most importance in the preferred stock category, with underwritings
and purchases from issuer accounting for fully 49.7 and 8.7 percent,
respectively, of total purchases of preferred stocks in March 1961 and
for 32 and 5 percent, respectively, of such purchases in April 1962.

(2) Analysis by institutional type
_ The above analysis concerned transactions for all of the institutions
in the aggregate. Tables VIII-19a~i and VIII-20a—i contain break-
downs of the transactions in the 2 months for each of the different
institutional groups. The most notable thing revealed is the contrast
between the investment companies, particularly the open-end (load)
companies, and the other institutions.

First, the investment companies had a higher dollar volume of trans-
actions, relative to their holdings, than did the other institutions.
Thus, the open-end (load) companies, open-end (no-load) companies
and closed-end companies, while accounting, respectively, for only 28,
1, and 4 percent of the total stock held by those institutions in the
IN—4 sample whose transactions are included in the Form A tables,

8 Excluding the Secondary Distribution mentioned above.

f1 Because of the relatively small figures involved, Exchange Distribution transactions
have been combined in tables VIIT-19 and VIII-20 with other New York Stock Exchange
floor trapsactions. In tables VIII-19 and VIII-19d, their amount is identified by footnote.

82 Bxcluding the Secondary Distribution mentioned above.
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accounted for 47, 5, and 8 percent of the total dollar volume of trans-
actions reported on Form A. This, of course, reflects the higher rate
of portfolio turnover of the investment companies than of the non-
investment-company institutions, a matter discussed more fully in
section 5, below.

Secondly, the open-end (load) investment companies were notable
for their relatively high use of the regional exchange markets.®* With
respect to stocks not listed on the NYSE, for example, the load com-
panies accounted for 50 percent of total dollar volume of transactions,
but for 62 percent of the total regional exchange transactions in such
stocks. For transactions in NYSE-listed stocks, the pattern was even
more marked. Here, the open-end (load) investment companies, while
absorbing only 46 percent of all transactions in NYSE stocks, ac-
counted for 78 percent of all of the transactions in such stocks executed
on regional stock exchanges. The pattern was most noticeable with
respect to NYSE public utility common stocks, where the open-end
(load) companies accounted for 50 percent of total transactions, but
95 percent of regional exchange transactions.

All of the other institutional groups, on the other hand, except
closed-end investment companies in April 1962, made very little use
of the regional exchanges for transactions in NYSE-listed stocks. The
higher use of the regional exchanges by the load companies probably
is related to their practice of rewarding broker-dealers who sell their
shares with “reciprocal” portfolio brokerage business.

(3) Analysis by size of individual transaction
The average and median sizes of individual transactions reported
on Form A were computed, in terms of both shares and dollars, for
each of the different market channels and special forms of transactions

(tables VIII-21 and VIII-22). For this purpose, the term “trans-
action” means—

* * * the purchase or sale of one security at one price, at one time, from, to, or
through one broker-dealer (or direct vendor or vendee), in one market, through
one type of order.*

Purchases direct from issuer, as might be expected, produced the
largest sized individual transactions. As among the trading markets,
the average sized transaction on the NYSE in each of the 2 months
was around 500 shares, and the median around 200 shares.®> The
Amex produced about the same picture. However, transactions on the
regional exchanges in NYSE stocks were about twice as large, with
an average size of about 1,000 shares and a median size of about 500
shares. The fact that individual transactions in NYSE stocks on the
regional exchanges are larger than those on the NYSE itself suggests
that prearranged crosses may be relatively more important on the
regional exchanges. Individual transactions in NYSE stocks in the
over-the-counter market were even larger, with an average size of

53The load companies in the IN—4 sample indicated a greater use of regional exchanges
for common stock transactions than was reported for periods in 1953 and 1958 for the
larger group of open-end funds studied by the Wharton School. ‘A Study of Mutual
Funds,” H. Rept. 2274, 87th Cong., 2d sess., pp. 191-210 (1962). See also id. at pp.
377-3879. A comparison of the data for the 3 periods for the 15 funds which were in
both the Wharton School study and the IN—4 load company sample revealed the same
differences as the published data.

84 See Questionnaire IN—4, p. 2, app. VIII-A.

8 This is consistent with the data in NYSE, “1960 Public Transaction Study,” pt. II,
p. 13. See also “A Study of Mutual Funds,” H. Rept. 2274, 87th Cong., 2d sess., pp.
377-379 (1962).
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about 1,600 shares and a median size of about 750 shares—over 3 times
the size of those on the NYSE.

The IN—4 figures for size of transaction may contain some upward
bias, since there may have been instances where the records maintained
by some of the institutions reflected several transactions as a single
transaction—for example, where the transactions were on one day,
at one price, through the same market channel and broker. In addi-
tion, the figures for the exchange markets, particularly the figures for
the average as opposed to the median size of transaction, are influenced
by prearranged crosses consummated on the exchange floors. As men-
tioned earlier, these crosses are not identified by any special designa-
tion and thus could not be separated from other floor transactions in
the IN-4 data. However, the Special Study’s review of the forms
and its followup discussions with some of the respondents confirmed
the presence of crosses and the fact that their influence on the average-
size-of-transaction figures could be substantial.

A relatively striking example of the influence of crosses appears
from the transactions reported by an IN—4 respondent on Form B, in-
volving a block sale of 85,000 shares of an NYSE preferred stock:

TasLg VIII—c.—Block sale of 85,000 shares of NYSE preferred stock as reported
by a respondent to Questionnaire IN-}

Number of Price per Total price Brokerage
Trade date, 1961 shares share commission

B £ S 1,700 3718 $63,112.50 $638. 52
B e —————— 200 3614 7, 300. 00 74.50

B e emmacm—c e mcm—— e e m——— 800 36 28, 800. 00 296. 00

B e —— 1,300 3636 47,287, 50 438.47

& IR 200 3634 7,350. 00 74.76

T e e m e ———— 400 3514 14, 200. 00 147.00

- SR - 500 35 17, 500. 00 182. 50

8 e e 100 355 3, 562. 50 36.81

B e —————— e ——————— 100 35%4 3, 575.00 36.88

8 e m— e 400 36 14, 400. 00 148.00

D e e —m e —————mm———— 900 35 31, 500. 00 328. 50

10 e e 500 35 17, 500. 00 182. 50
Aug. d e 76, 900 28 2,153, 200. 00 25,377.00
L e mam——————— 400 2814 11, 400. 00 133.00

Y e ———— 300 2834 8, 625. 00 100.14

e e m— e ————— 200 291% 5, 825. 00 67.12
LSS 100 29% 2, 950. 00 33.75

" Nore.—All transactions were on the New York Stock Exchange, all used limit orders, and none were car-
ri¢d out under any special plan.

The last 5 transactions account for 77,900 of the 85,000 shares. The
Special Study understands that the 76,900-share transaction repre-
sents a prearranged cross, and that apparently the 4 other transactions
accomplished on the same day represented the public orders then on
the specialist’s book, i.e., the indicated actual “depth” of the public
portion of the NYSE auction market in this stock at that time.

(4) Analysis by type of order used :

The transactions in NYSE stocks which the institutions executed on
the NYSE were analyzed by type of order used, that is, whether the
order was a market, limit, or discretionary (as to time and/or price)
order (tables VIIT-23 and VIII-24). The institutions as a whole
reported using limit orders for most of the dollar volume of their
transactions (60 percent of total volume in March 1961 and 58 percent
of total volume in April 1962). Discretionary orders were the next
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most important type of order reported (20 and 22 percent of total vol-
ume) and market orders the least important (8 and 10 percent).’
There appears to have been some tendency in each month for market
orders to be used less for sales than for purchases. Pension funds, no-
load investment companies, and colleges tended to show less use of dis-
cretionary orders, and more use of market orders, than the other
institutional groups. Bank common trust funds, on the other hand,
tended to show significantly higher use of discretionary orders for the
2 months than the other groups.

In addition to the above analysis of NYSE executions, all of the
institutions’ over-the-counter transactions (other than those involving
underwritings, the special stock exchange plans,®” or purchases from
issuer) in all types of stocks for the 2 months were analyzed in terms
of a breakdown between principal and agency transactions (tables
VIII-25 and VIII-26). g‘or all institutions in the aggregate, prin-
cipal transactions accounted for about three-quarters of the value of
al%) over-the-counter trades.’® Pension funds, common trust funds,
and foundations tended to have a higher proportion of the value of
their over-the-counter trades as principal transactions during the 2
months than did the other institutions. Colleges and closed-end in-
vestment companies, on the other hand, had a higher proportion of
the value of their over-the-counter trades as agency transactions than
did the other institutions.

b. Large block transactions in 1961 (Form. B)

The respondents in the IN—4 survey were asked to report on Form B,
their block ® transactions accomplished in 1961 as follows: (1) Their
two largest block purchases and two largest block sales of listed stocks
accomplished primarily (over 50 percent of the shares) on an ex-
change or exchanges; (2) their two largest block purchases and two
largest block sales of Zisted stocks accomplished primarily (over 50
percent of the shares) over the counter; and (3) their two largest
block purchases and two largest block sales of unlisted stocks.®® Many
of the respondents did not have block transactions in some of the cate-
gories requested; this was particularly true of category (2) above.
The total dollar volume reported on Form B was roughly twice the
institutions’ monthly volume as indicated by Form A.

The purpose of Form B was to obtain data on how institutions ac-
complish large block transactions in listed and unlisted stocks. The
transactions reported on Form B are thus representative only of such
large block programs by the institutions sampled.

% In some cases the records of the responding institutions dld not preserve data con-
cerning the type of order used. Such transactions are shown in tables VIII-23 and
VIII-24 as “none or unspecified.” Data for foundations are not included in these two
tables, since most of their transactions fell in this category.

Review of the questionnaires and forms suggests that some of the transactions reported
as market- or limit-order transactions may well have involved instructions to the executing
broker which included some element of discretion.

Compare the data for open-end investment companies in tables VIII-23 and VIII-24
;v%;hg%l)e (%%aé )in “A Study of Mutual Funds,” H. Rept. 2274, 87th Cong., 2d sess., pp.

87 That is, Secondary Distributions and Specialist Block Purchases and Sales, which
are off-board transactions.

8 For further data regarding the use of principal or agency form of execution in over-
the-counter transactions by institutions as compared with individuals, see ch. VII.

8 For the definition of a block purchase or sale, see sec. 2, above.

% Questionnaire IN—4, questions 5 and 6, app. VIII-A.

With respect to listed stocks, respondents were requested not to report block sales accom-
‘plished entirely through an Exchange Distribution, a Special Offering, a Specialist Block
Purchase, or a Secondary Distribution.
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(1) Analysis by type of stock and type of transaction

The results of the analyses of the Form B transactions (table
VIII-27) are notable for their similarity to the results of the Form A
analyses. To the extent that differences occurred, they were in degree
rather than in principle. Thus, “other” commons represent a some-
what lower portion of the Form B volume, 77 percent, than of the
Form A volume for the 2 months, 87 percent. In addition, the per-
centage of the Form B volume represented by NYSE stocks was, in
each category of stock, consistently below that for the 2 months.

With respect to the Form B transactions, use of channels other
than the NYSE for NYSE-listed issues was even more striking than
it was for the 2 months; such transactions amounted to 34 percent of
total Form B volume in NYSE stocks, compared with 20 percent for
the 2 months. In connection with the total Form B over-the-counter
transactions, non-NYSE stocks accounted for 71 percent of the vol-
ume, as opposed to 59 percent for the 2 months. Finally, the insti-
tutions employed the special forms of transaction more extensively in
connection with their Form B blocks, where the special forms’ pro-
portion of total volume amounted to about 15 percent ** compared with
only about 5 percent during the 2 months.?

(2) Analysis by institutional type

When the transactions on Form B are analyzed by type of institu-
tion, the most notable thing, again as in Form A, is the difference
between the open-end (load) companies and the other institutions.
As before, however, the variations between the results of the Form A
and B analyses are in degree rather than principle (tables VIII-27a
through VIIT-27i).

(8) Analysis by size of individual transaction

The average and median size of individual transactions reported
on Form B are shown in table VIII-28. Although these are in almost
every instance larger than was true for the Form A transactions, the
relationships between the market channels show generally similar
patterns.

(4) Anaggész's of blocks by size, time, transactions, and brokers
us

The blocks reported on Form B were analyzed, by institutional
group, 1n terms of their median size (table VIII-29), and the number
of trade days (table VIII-30), calendar days (table VIII-31), trans-
actions (table VIII-32), and brokers (table VIII-33) used to com-
plete the block program. The principal items of significance which
appear are (1) that the open-en(f (load) investment companies tended
to have larger-sized blocks than the other institutional groups; (2)
that, as might be expected, the bigger the block, the more the time, the

% Actually, the only special stock exchange plans recorded in the Form B transactions
were Secondary Distributions. As noted above, the IN-4 respondents were asked to ex-
clude, from the reporting of block sales of listed stocks, any bloek sales accomplished
entirely through an Exchange Distribution, a Special Offering, a Specialist Block Purchase,
or a Secondary Distribution.

%2 The differences between the Form A and the Form B transactions, which lie primarily
in a lesser emphasis on NYSE-listed stocks, and a greater emphasis on the over-the-counter
market and special forms of transaction for all stock, were no doubt in large part caused
by the definition of “blocks’ selected for reporting on Form B, since the-way the categories
were chosen resulted in equal weight being given (a) to blocks of listed stocks executed
primarily (over 50 percent) on an exchange or exchanges, (b) to blocks of listed stocks
executed primarily (over 50 percent) over the counter, and (¢) to blocks of unlisted stocks.

96-746—63—pt. 2——55
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transactions, and different broker-dealers used for its execution; and
(8) that block programs in which the over-the-counter market pre-
dominated took less time, fewer transactions, and fewer broker-dealers
than those in the same size class in which the exchange markets pre-
dominated.

¢. Transactions in new issues in 1961

The IN—4 respondents were asked to report separately on Form C,
in addition to any reporting required on Forms A and B, all of their
transactions in new issues of stocks during 1961. The term “new
issue” was defined as “a class of equity securities of an issuer offered
publicly for the first time during 1961.” The transactions to be re-
ported included allotments in the original underwriting, purchases in
the trading markets after the offering, and any sales. The trans-
actions reported on this form are summarized in tables VIII-34
through VIII-37. )

Initially, it is apparent that the dollar purchases of new issues were
greater in the preferred than in the common stock category. One or
more institutions in most of the institutional groups had purchases of
new issues of preferreds, but the heaviest activity by far was by life
insurance companies (62 percent of total purchases). _The next
largest purchasers of preferreds were open-end (load) investment
companies, although one such investment company accounted, through
one transaction, for $7 million or practically all of this volume. The
third largest purchasers were nonlife insurance companies.

In the common stock category, the largest recipients of original
allotments were two companies in the nonlife insurance category.
These two companies alone accounted for 51 percent of the volume of
all original allotments of new issues of common stock received by the
entire IN-4 sample. The next largest recipients of such original
allotments were one self-administered pension fund of a company,
afliliated with one of the same two nonlife insurance companies,
which received 14 percent of the total, and the college endowment
funds, which received 11.9 percent of the total. After these groups
fall the open-end (load) investment companies, with 9 percent of the
total. This small percentage is rather interesting, since the load com-
panies are not only the largest stockholders in the IN—4 institutional
sample, but also have the highest turnover rate and thus the highest
brokerage activity in stocks, and, as indicated below, were relatively
heavy purchasers of new issues of common stocks in the post-offering
trading markets. Yet the two nonlife insurance companies men-
tioned above alone received nearly three times the total dollar amount
of original allotments of new common stock issues received by all
three categories of investment companies combined. This differential
does not appear to be explainable by any difference in the type of
stock issues involved.®s

Another major point in the common stock category of new issues
concerns the relative importance of purchases by the institutions in
the trading markets after the offering, compared to their purchases
in the original offering. In the preferred stock category, purchases

P2 An additional interesting fact which appeared from the Form C responses was that
all of the bank-administered funds in the sample were notable for their total absence of
activity in new issues of common stock. This may well be related to the problems banks
have in allocating limited opportunities among their many accounts.
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in the original offering accounted for 96 percent of total purchases
and later purchases for only 4 percent. On the other hand, in the
common stock category purchases in the original offering accounted
for only 29 percent of the institutions’ total purchases and later pur-
chases accounted for fully 71 percent.

When the participation in after-offering purchases of common
stock is analyzed through a breakdown by institutional groups, an
interesting contrast to the picture of the original offering purchases
emerges. For in the area of after-offering purchases, the open-end
(load) investment companies had the highest volume of purchases
(37 percent of the total) among the institutional categories. In fact,
the purchases by the open-end (load) companies and the closed-end
companies, which had together accounted for only 17 percent of
original-offering purchases of new issues of common stocks, accounted
for 59 percent of the post-offering purchases, by all institutional
groups.®

Post-offering sales, like post-offering purchases, were more impor-
tant in the common stock than in the preferred stock category of new
issues. In the former category their amount was slightly in excess
of 10 percent of original-offering purchases. In the preferred stock
category, however, the amount was less than 0.25 percent of original-
offering purchases. The sales of the common stock new issues were
attributable to one nonlife insurance company, three investment com-
panies, and three colleges.

Two of the investment companies sold all of the stock they had re-
ceived in underwritings within 2 months after purchase. These were
not the only institutions, however, with relatively fast sales. Two
universities each received 300 shares of Berkey thoto at $1134 per
share from an underwriter in the original offering; 6 days later they
sold the same 300 share blocks back to the same underwriter at $273/
per share. In fact, all of the new issues of common stock sold by the
investment companies and the colleges, representing 53 percent of total
sales, were sold within 40 days of the original offering. This con-
trast with the usual assumption that institutional investors tend to
purchase for the long term. :

Table VIII-35 analyzes the institutions’ transactions in new issues
in terms of their average and median size. As indicated therein, the
median-sized allotment received from individual broker-dealers was
relatively small; generally 100 shares or less. Both post-offering
purchase and sales, however, tended to involve larger individual
transactions.

¢ The Investment Company Act prohibits the purchase by an investment company during
the existence of an underwriting syndicate of any security of which a principal under-
writer is affiliated with the fund, except as the Commission may by rule or order exempt
transactions or classes of transactions; sec. 10(f). The Commission by rule has exempted
such transactions under certain conditions, including requirements that the securities
purchased by two or more investment companies having the same investment adviser not
exceed in the aggregate 3 percent of the offering and that the investment company not
purchase the securities directly or indirectly from its investment adviser; Investment
Company Act rule 10f—3. About 45 percent of the dollar value of the original-offering
purchases of common stocks by the open-end (load) companies and 60 percent of such
purchases by the closed-end companies, and 36 percent of the after-offering purchases of
common stocks by the load companies and 71 percent of such purchases by the closed-end
companies, involved issues as to which the purchasing companies had claimed exemption
under this rule. In one of the four common stock issues which were involved in such
original-offering purchases, the affiliated investment companies claiming such exemption
purchased, in the original offering, 2.7 percent of the offering; in the other three issues,
original-offering purchases by such companies constituted 1 percent or less of the offering.
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Tables VIII-36 and VIII-87 analyze the prices paid by the institu-
tions for new issues in the post-offering trading markets, and the prices
they received for sales, relative to the original offering price of the
issues. The figures show that the institutions’ post-offering purchases
of the 1961 new issues of common stocks tended to be at relatively high
premiums over the offering price. The premium averaged 33 per-
cent, with open-end (load) investment companies paying the highest
average premium, 49 percent. The institutions’ sales of new common
stock 1ssues were made at premiums even higher than those they paid,
averaging 46 percent.

4. DECISIONMAKING AS TO HANDLING OF BLOCK TRANSACTIONS

The IN—4 respondents were asked about their procedures and criteria
for executions of stock transactions and their relations with broker-
dealers.®® The procedures and criteria referred to were those involved
in making decisions as to the manner of executing purchases and sales
of stocks for their portfolios, as distinguished from decisions as to
what purchases and sales should be made.

a. Procedures

One question raised was whether the respondents tended to have
employees on their staffs (trading or order departments) with com-
petence in market mechanics, who would handle the details of placing
orders for transactions in portfolio stocks with various broker-dealers
in various markets; or whether they lacked such employees and
tended to rely solely on some broker-dealer, or other outside entity
not acting as investment adviser of trustee for the institution, for this

urpose. The responses show that orders for the institutions’ port-

olio stocks were either handled by their own employees (hereafter
termed an “internal” trading department), or by the employees of
the institution’s nonbank investment adviser ® or by those of the bank
acting as trustee and/or investment adviser for the institution (here-
after termed an “external” trading department). In no case did an
institution indicate that it ordinarily allowed such decisions to be
made by a broker-dealer or other outside entity not acting as its invest-
ment adviser or trustee. .

The questionnaire also inquired as to the composition of such trading
departments and the kinds of authority delegated to them. In most
cases the “internal” or “external” trading department was separate
from the committee or board which made the decisions regarding the
securities to be purchased or sold, although some of its members might
serve on the latter. Normally the trading department received instruc-
tions from an investment committee or board, to which it also reported,
concerning the securities to be purchased or sold, and then concen-
trated on the execution of such decisions. The investment commit-
tee and trading department ordinarily had a general understanding
concerning the procedures the latter would follow, although the in-
vestment committee might influence this arrangement from time to
time. Within this general framework the trading department normal-

% Questions 1, 2, and 8 to 11 of Questionnaire IN—4, app. VIII-A.
% In the case of investment companies, such investment advisers included broker-dealer
firms serving under contract as investment adviser to the fund.
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ly had fairly broad latitude with respect to the execution of partic-
ular transactions.

Thus, in most cases the trading department had substantial discre-
tion to choose the broker-dealer, type of order, or market channel that
would be used for a particular execution, although a majority of trad-
ing departments were given a list of selected broker-dealers among
whom the business normally would be spread.®” Few trading depart-
ments had discretion as to whether to use or take advantage of one of
the special acquisition or distribution methods,’ or as to which secu-
rities were to be purchased (including the allocation of new money).
Authority to make decisions in these areas was usually retained by
the investment committee. The discretion given to trading depart-
ments with respect to prices varied : the answers given by the respond-
ents indicated that about half of the trading departments had either
no discretion to vary from a stated price (except to better it) or had
discretion within fairly narrow limits (about 3 percent or less) ; and
that the remaining half of the trading departments were about equally
divided between those which had discretion within a somewhat broader
range and those which had substantially full discretion. Most insti-
tutions indicated that they did not give a single broker-dealer (or
other outside entity) discretion to determine how and/or when to ac-
complish a block purchase or sale program but retained this decision
in their trading departments, which would handle the total purchase
or sale by giving a series of specific instructions to broker-dealers.

The study also explored the 1nstitutions’ use of the over-the-counter
market for listed stocks. In this connection, the institutions were
asked °° to estimate whether the proportion of their transactions in all
listed stocks executed through over-the-counter dealers had been in-
creasing, decreasing, or remaining unchanged over the past 5 years,
in relation to their exchange transactions in such stocks. Their
answers are reflected in table VIII-38. With respect to any one
of the three categories of stocks, no more than 7 percent of the funds
indicated that their use of the over-the-counter market for listed
stocks was decreasing, whereas 20 percent indicated that such use
had been increasing for preferred stocks, 41 percent that it had been
increasing for public utility common stocks, and 438 percent that it had
been increasing for “other” common stocks. The greatest tendency
toward increase appeared in the pension funds, nonlife insurance
companies, and common trust funds.

b. Criteria

The respondents were asked to describe the circumstances and con-
siderations which affect their determinations as to whether purchases
or sales of NYSE-listed stocks should be made on regional exchanges
or over the counter. With respect to the over-the-counter market
for such stocks, three-quarters of the respondents indicated price
and cost considerations as determining factors. The other most fre-
quent considerations mentioned were the size of the transactions or

7 Certain of the investment companies with broker-dealer firms acting as investment
adviser, Jhowever, have arrangements whereby the preponderance of orders are simply
placed with such broker-dealer.

. The special exchange plans for blocks, or underwritings or purchases direct from the
issuer.

% Question 13 of Questionnaire IN—4, app. VIII-A.
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block program involved, the availability of bids or offers at the time
in the over-the-counter market, and whether the NYSE market for
the stock was “thin” or “disorderly.”

Only about one-half of the respondents indicated what reasons, if
any, would determine whether they would buy or sell NYSE stocks on
regional exchanges. About one-third gave price as a reason, Other
reasons included savings on State transfer taxes, the size of the trans-
action, the availability on the regional exchange of a block or a cross
arranged by a broker, the request of a broker to use the regional ex-
change, and the “thinness” or “volatility” of the NYSE market.

It seems fairly clear that many of the respondents viewed the over-
the-counter market as offering competition with the New York Stock
Exchange for NYSE-listed stocks, in regard to price and depth, while
the regional exchanges were less frequently so viewed.’® For example,
one institution, explaining the considerations which affect its use of
the over-the-counter market or regional exchanges for NYSE stocks,
stated merely that:

When New York Stock Exchange listed securities are available in the over-
the-counter market, they are usually offered at lower net prices and in greater
volume. Other exchanges are rarely used.

Another said:

[The] trading department has full discretion as to whether purchases or
sales of listed securities are made on the New York Stock Exchange, on other
exchanges, or through over-the-counter dealers. The sole consideration is price
and such transactions are infrequently made on other exchanges and fre-
quently made through over-the-counter dealers.

A third said that:

Transactions in New York Stock Exchange listed securities are occasionally
made through over-the-counter dealers. Alternate exchanges, however, are not
used. Off-board transactions in listed securities are effected where thin or
disorderly markets exist in a particular stock or where a price advantage is
apparent,

The respondents were asked about their use of specialists or special-
ists’ firms for a listed stock in which such specialists are registered.
Three-fourths of the respondents indicated they never knowingly
placed orders directly with the specialist, or his firm, for the purchase
or sale of a stock in which the specialist is registered. Practically all
of the others indicated they did so only very occasionally. To the
extent this practice existed, the reason most frequently given was
“to obtain better executions.” One respondent said “such a case
might occur when a broker-dealer recommended such a step.” An-
other said: “Only when an extremely thin market pertains and an
orderly execution seems impossible, [do we] make a direct contact.”
Still another institution, after stating it had used a specialist only
twice in the past, added :

These two situations occurred when it seemed to be impossible to buy the stock

without pushing the market up. By giving the specialist the order, we felt he
would give us first chance to buy a block if it should appear.

Yet another comment was:

The trading department never places orders with a specialist as such. How-
ever, we do use the facilities of a few specialists by reason of the fact that they

100 This statement does not apply, of course, to the extent that New York State transfer

tax savings might be possible for certain investors on sales of stock transferable outside
New York.
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are associated with firms handling institutional business and therefore are
frequently able to execute orders for large quantities of stock.

Another question dealt with use of “not held” orders (orders discre-
tionary as to time and/or price). About half of the institutions in-
dicated they used “not held” orders occasionally. The other half
was about equally divided between those who said they used such
orders frequently and those who said they did not use them at all. The
reasons given for using such orders varied. One respondent said:

From time to time “not held” orders for listed securities have been used as an

alternative to transactions away from the Exchange where the size of the order
is, in our judgment, large relative to the size of the market then existing on the
Exchange.
This was the most usual type of reason. A slightly different comment,
however, was that “orders for amounts of 500 shares or less may, on
occasion, be given on a ‘not held’ basis. ¥ * * The occasion for a ‘not
held’ order may occur when the markets are thin.” Similarly, another
respondent said :

When an order is small (but in excess of a single round lot), relative to the

overall volume in a particular stock, a “not held” order may be given with the
further instructions to execute “carefully” and “orderly.”

¢. Relations with broker-dealers: “Reciprocal” business

The respondents were asked several questions about their relation-
ships with broker-dealers and the criteria used in arriving at the dis-
tribution of portfolio business and portfolio commissions among them.

As indicated above, more than half of the institutions indicated
they maintained a list or lists of broker-dealers who are to participate
directly or indirectly in commissions from portfolio stock transactions.
Thirteen of the respondents (nine of them investment companies)
mentioned some form of affiliation with one or more broker-dealers,
such as having a partner of the brokerage firm on its board. In al-
most all of the reported situations of affiliation, the affiliated broker
was also either the largest or second-largest recipient of gross broker-
age commissions from the institution’s stock transactions in 1961.

About four-fifths of the institutions said that they received research
or statistical materials from broker-dealers with whom they did busi-
ness. A few institutions mentioned the receipt of allotments in
underwritings as a reason for doing commission business with broker-
dealers. Aside from quality of executions, the other relationships
and criteria for allocating commission business to broker-dealers
tended to vary by type of institution.

Banks, as trustees for pension funds and common trust funds and
foundations, most frequently mentioned brokers’ commercial deposit
balances and loans with the bank as a reason for giving them partici-
pation in commission business. The banks were also practically the
only institutions to mention the “financial responsibility” or “credit
standing” of the broker-dealer as a consideration. Other factors in-
dicated were tenancy of the broker-dealer in the bank’s building and
referral of business to the bank by the broker, including corporate
transfer agencies, paying agencies, registrarships, and trustee and
other commercial business. In a few cases involving pension trusts,

the employer company had given the bank trustee a list of brokers to
use in the fund’s business.
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Some of the banks had fairly specific formulas for allocating com-
mission business. One of these was expressed as follows:

Balances and loans are the two determining factors in measuring the amount
of commission business to be allocated to a broker-dealer. However, these two
factors are unrelated. Our [brokers’ relationship department] has arbitrarily
selected a common denomination by translating loans to balances on a 1 to 10
ratio. It is planned to vary the loan ratio depending upon money market
conditions.

Having established a common denomination an estimate was made of all
commission business and net trades for 1961. When the balance/loan concept
was applied to the estimate it became apparent that a base of $100,000 was the
minimum for a broker-dealer to receive commission business. Once this was
established, then all qualified broker-dealers were classified and assigned a quota
in accordance with the following table:

Balance/loans (thousands) Cate- Annual Balance/loans (thousands) Cate- Annual
gory commission gory commission
$3,000 and UP- e oowoeoo. A $72,000 || $400 to $500 - _ . ______ r $18, 000
$1,500 to $3,000 .. ___.______ B 54,000 || $300 to $400_ ... G 13, 800
$900 to $1,500. _ ... __ ... C 36,000 {| $200 to $300_ .. __________ H 9, 900
$700 t0 $900. oo D 30,000 {| $150 to $200___ . _______.____. I 6, 900
$500 t0 $700. .. E 22,800 {{ $100 to $150.. - J 4,800

All broker-dealer accounts are reviewed monthly and appropriate changes in
classification are made. ,

Broker-dealers doing business with us but who do not meet quota require-
ments are placed on a secondary list. They function largely as dealers in selling
securities to and purchasing securities from us when such orders cannot be ex-
ecuted by broker-dealers enjoying commission quotas.

From time to time broker-dealers may direct paying agencies, trusteeship,
transfer agencies, etc., to us. If practical some reciprocal business may be given
in exchange. There is no formula for determining the amount,

One or two' of the comments made in connection with allocation of
bank commission business also serve to illustrate how the minimum
commission rate structure of the exchanges has caused “reciprocal
business” considerations to play a rather more important role in the
allocation of exchange business than in the allocation of business
among over-the-counter dealers, where price competition exists. One
bank made the following laconic statement: “Portfolio business is
allocated to listed brokers in amounts which correlate with their com-
mercial deposit bank balances. Over-the-counter orders are placed
on a best price basis.” Another bank gave the following as its basis for
allocating business:

In purchasing and selling securities for our trust customers, our primary ob-
jective is to obtain the most favorable terms and execution available. Subject
to this objective, when the allocation of business is within our sole control, it is
our practice to allocate securities transactions in listed stocks among qualified
broker-dealers on a combination of these four factors:

1. Tangible and intangible services rendered through us to our trust
customers, or to us, such as provision of research and statistical information
concerning investments, quotation and evaluation of securities, assistance
in procurement of desirable investments, and business referrals;

2. Profit on deposit balances maintained with us;

3. Interest received on borrowings from us ; and

4. Tenancy of quarters in our building.

Stock exchange transactions are allocated as follows:

First, a value is placed on the tangible and intangible services noted in factor
1 above, and the attempt is made to allot business to the broker-dealers who have
rendered such services so as to produce commissions for them equal to the value
of their respective services.
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Second, concerning broker-dealers to which factors 2, 3, and 4, above, are ap-
plicable the following formula is used : For a specific period of time we compute
for each broker-dealer (a) 100 percent of the analysis profit on his deposit bal-
ances, (b) 50 percent of the interest paid by him on loans, and (¢) 10 percent
of his rental payments. The sum of these three figures forms the dealer’s base.
We then allocate the orders during the ensuing period among the broker-dealers
in proportion to their respective bases.

Non-exchange transactions in bonds, unlisted securities, and certain listed
stocks traded ‘‘off the board” are executed on a net price basis. Such trans-
actions are handled separately from our commission business and are awarded
on the basis of best price and execution without reference to whether the
broker-dealer is among those mentioned above. In the event of a tie bid or offer-
ing, however, the business is awarded under the same criteria to a broker-
dealer as described above.

Some of the responses in this area pointed out that for over-the-
counter trades of unlisted as well as listed stocks, the institution tends
to go directly to the dealers making the markets for the stocks. The
comment of one bank was:

The [order department] has authority to select broker-dealers and types of
execution through normal market channels. In the case of an unlisted security,
the [order department] makes inquiries of various dealers known to maintain
a trading market in that security, and enters into the transaction with the dealer
offering the best price. In the case of listed securities, the [order department!
executes orders in the over-the-counter market or on an exchange, whichever
is found to be more favorable to the Trust. In the case of orders executed on
an exchange, the [order department] places the order with a broker/dealer
selected from a list of member firms approved by the bank’s [brokers’ relationship
department]. This list (referred to hereafter as “Approved Names”) is com-
piled on the basis of such factors as overall relationships with the bank, credit
standing, competence, and the extent to which investment suggestions developed
by research staffs of the broker/dealers are furnished to the bank. Approved
Names at the present time are over 340 in number and names are added or de-
leted from time to time in accordance with the above-mentioned criteria for
approval. There is, of course, no difference to the Trust in the commissions
charged by the respective brokers/dealers. No Approved Names are assigned
by the bank specifically to this Trust and normally orders are spread among the
Approved Names. The bank’s [brokers’ relationship department] also makes
checks as to the credit standing and competence of dealers with whom the bank
transacts business in connection with unlisted securities and listed securities
where the trade is made over the counter.

Another bank stated :

* ¥ * For a specific order or transaction, the criteria used in placing business
have been the most efficient execution and, where applicable, the most expeditious
execution at the most advantageous price. An example of the latter would be
a broker-dealer making an active primary market in size for an unlisted issue.

* * * * * € *

There is no objection to execution of orders on regional exchanges or over the
counter, provided the execution is at the same level as an execution on the
New York Stock Hxchange or better. For sale orders, the broker-dealer is
asked to check other regional exchanges for simultaneous (same price) sales
executions in order to save the expense of the New York State transfer tax on
stocks which are transferable outside New York State. For listed securities
which are also traded over the counter, the daily “pink sheets” of the National
Daily Quotation Service are examined to determine if such stocks are traded
over the counter.

Other institutions made similar comments. A university said:

Where the decision to purchase or sell is primarily the result of a strong
recommendation of a broker, he receives all or most of the order, provided, of
course, he is in a position to perform adequately.

Where a transaction is contemplated primarily as a result of internal efforts,
our first concern is the greatest net advantage to the university. In the case
of a listed security, this might result in the selection of an over-the-counter dealer
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when he maintains a market. If the equity is unlisted, we go to a broker who
maintains a market in this particular issue.

A foundation made the following comment :

The manner in which an order is executed will depend upon the marketability
of the stock, the size of the order and in some cases is governed by a specific
limit objective. Thus, both limit orders and market orders are used. In some
cases the broker involved is shown the whole order and in some cases only part
of the order at a time. The order department is under instructions to make the
best possible execution and will, therefore, effect transactions in the over-the-
counter market through the broker-dealer making a primary market. In addi-
tion, “off-board” markets are used occasionally where listed securities are traded
on a net basis when this is advantageous to the foundation. Otherwise, the
order department is directed to place brokerage with a listed group of brokers
who provide research information and other services to the foundation.

Life insurance companies mentioned that they try to allocate busi-
ness to those broker-dealers who, as agent for the issuer or as principal,
bring them private placements of various types of securities or give
them participations in underwritings. Purchase of insurance from

the company did not appear to be a significant factor. For colleges,

consideration of the “old school tie”—the interest of the broker in

the college and the help he gives it—plus the providing of opportunities
for private placements were the most important factors mentioned.
Open-end (load) investment companies most frequently mentioned
the sale by the broker of the fund’s shares as a reason for allocating
brokerage business. Other services listed were the provision of free
wire services and of quotations to assist in computing the fund’s net
asset value. One fund described its policy for allocating commission
business among broker-dealers selling the fund’s shares as follows:

While there is no agreement to do so, it is the practice of [the fund], con-
sistent with seeking the most favorable prices and execution of orders, to place
orders to execute purchase or sale transactions in portfolio securities with com-
petent broker-dealers who sell its shares or whom broker-dealers who sell such
shares have requested receive portfolio orders. No specific proportion of broker-
age business or of brokerage commissions is allocated to such broker-dealers.
As a general practice, however, and subject to the availability of orders in the
normal conduct of the [fund’s] business and the competence of the broker-
dealers, such broker-dealers receive orders having a principal value approxi-
mating the net asset value of shares of the [fund] which they have sold. The
amounts of commissions on such orders vary, of course, with the prices of the
securities involved, but over a period of time they tend to average about 1 percent
of the principal value of transactions. Variations from this general rule may
occur if broker-dealers are found not to be competent in the handling of orders
or in the case of broker-dealers who are especially competent in performing the
brokerage functions, who perform special services such as offering or making
bids for blocks of stock, or who have shown by experience that they produce
particularly good quality sales of the [fund’s] shares. Dealers who are not
capable of performing the brokerage function receive no orders to execute port-
folio transactions but may receive selling group concessions upon such occasions
when the [fund] buys securities in a registered public offering, * * =*

Another fund stated :

While the fund has made no commitment to any broker-dealer, it is the practice
of the fund, where possible, while endeavoring to obtain the most favorable prices
in the execution of orders, to place a part of its portfolio transactions with
broker-dealers or to permit them to participate in commissions thereon, using
their relative sales of shares of the fund or estimates of the value of their services
as factors in the allocation of such portfolio business. Commissions and/or
give-ups are allocated, in the case of reciprocal business, as evenly as is praecti-
cable among the broker-dealers in relation to their sales of fund shares. Cur-
rently, the reciprocal rate is slightly in excess of 1 percent. This may vary
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considerably depending on portfolio activity at any particular time. Fu}'ther-
more, it should be noted that certain broker-dealers who do business only in the
over-the-counter market may not receive any reciprocal business except through
special arrangements such as participating in the selling groups of underwritings
or secondaries or where a stock exchange permits give-ups to nonmember firms.

A third fund expressed its practice in this area as follows:

Distribution of portfolio commissions and business * * * in recognition of
broker-dealer efforts to distribute investment company shares, is not arrived at
according to any specific system, formula, or ratio. However, as a general rule
of thumb, an effort is made to keep these commissions at a level of approximately
2 percent of the particular broker-dealer’s gross sales of the fund’s shares.

No-load funds mentioned, as reasons for allocating commission busi-
ness, research information, the provision of quotations and wire serv-
ice to assist in computing and publishing the fund’s net asset value and
offering and redemption prices, and ownership of stock in the fund.
As for closed-end investment companies, the general factors of broker-
dealer affiliation and the provision of research and analytical material
tended to apply. Some of the closed-end companies, however, have
given orders to broker-dealers which also sell shares of, or provide
quotation services to, an affiliated open-end (load) company or com-

anies.

P The IN-4 respondents were also asked 1°* to name the 20 broker-
dealers to whom they paid the largest amounts of gross brokerage
commissions on their portfolio transactions in common and preferred
stocks for the year 1961, and to supply, for each such broker-dealer
and for all of the other broker-dealers with whom they did commission
business during 1961, the gross commissions paid to them by the re-
spondent, the give-ups paiﬁr received by them at the direction of the
respondent, and the net commissions retained by them on the respon-
dent’s business. The analysis of these responses is contained in tables
VIII-39 through VIII-41. The tables reveal the following:

1. The institutions in the IN—4 sample paid $41.7 million in gross
commissions *** during 1961 on their portfolio business in stocks.
More than half of this was generated by the investment companies in
the sample. The lion’s share of the institutions’ gross commissions
(more than two-thirds) went to NYSE member firms.

2. For the institutions other than investment companies, gross com-
missions paid averaged only 0.1 percent of the average value of their
stock portfolio for the year. For investment companies the figures
were three to five times as big, reflecting these companies’ higher
turnover rates.

3. For all institutions combined, give-ups paid averaged 8 percent
of total gross commissions. The only significant users of the give-up
device, however, were the open-end (load) companies and life insur-
ance companies. For the open-end (load) companies, give-ups aver-
aged 12 percent of gross commissions and for life insurance companies,
8 percent.

4. On the average, each open-end (load) fund gave commission bus-
iness to 251 broker-dealers, a significantly higher number than used
by the other institutions, where the average was close to 60. When
the number of broker-dealers is related to the size of the institutions’

101 See question 8 of Questionnaire IN—4, app. VIII-A,
102 The figure for ‘‘commissions” excludes, as indicated by the wording of question 8 of
Questionnaire IN—4, the cost of executing most principal transactions.
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equity portfolios, however, a greater equality results. Thus, the open-
end (load) funds used 0.68 broker-dealers per million dollars of stock
assets compared with around 0.43 for the other institutions.

5. The institutions, although using a large number of firms, tend
to concentrate their brokerage executions among a relatively few.
Thus, on the average, over 55 percent of an institution’s gross com-
mission business was given by it to its favorite 10 firms.*** To the
extent the give-up device was used, it served to divert some of these
commissions to other firms: on the average the individual institution’s
favorite 20 firms accounted for 88 percent of the give-ups paid, but
only 20 percent of give-ups received.

5. PORTFOLIO TURNOVER

The IN-4 respondents were asked to report their total dollar pur-
chases and sales of stocks during 1960 and 1961, and the market value
of their stockholdings at the beginning and end of each of those
years.’®* From these figures the turnover of each institution’s stock
portfolio for each year was computed.® The results of these compu-
tations appear in table VIII-42. For each institutional group and
for each year, there are shown the weighted average turnover rate,°¢
the unweighted average turnover rate,’* the median turnover rate,s
and the range between the lowest and highest turnover rates reported
by institutionsin each category.

The picture which emerges from the analysis is that the investment
companies had strikingly higher turnover rates than any of the other
institutional groups. The three investment company categories com-
bined had weighted average, unweighted average, and median turn-
over rates, respectively, of 11.1, 15.6, and 11.8 percent for 1960, and
15.2, 17.1, and 13.1 percent for 1961. On the other hand, the com-
parable rates for all other institutions combined were 2.9, 4.1, and 2.3
percent for 1960 and 4, 5.8, and 3.5 percent for 1961.1°

By way of comparison, the turnover rate on the New York Stock
Exchange for all stocks listed there 1*° was 12 percent in 1960 and 15

103 The favorite 10 of course varied from institution to institution; but even so, the 10
firms receiving the largest amounts of commission business from the total IN-4 sample
received 40 percent of the total commissions. ]

104 Question 12 of Questionnaire IN-4, app. VIII-A,

105 The formula used for this purpose was the lesser of purchases or sales divided by the
average market value (beginning value plus ending value divided by 2) of stockholdings
for the year. Use of the lesser of purchases or sales as the numerator in the formula is
based on the assumption that the excess of gurchases over sales represents the invest-
ment of money newly devoted to stocks, not the turnover of stock investments; and that
g;xy excess of sales over purchases represents ellmination of stock investment rather than

rnover.

‘The same formula was used (along with two other more elaborate formulas) in the
Wharton School report on mutual funds. ‘A Study of Mutual Funds,” H, Rept. 2274,
87th Cong., 2d sess., pp. 230-234 (1962).

18 The weighted average turnover rates for institutional groups and for all groups
combined were computed by weighting the rate for each fund by the average value of its
stock portfolio for the year involved.

17 The unweighted average turnover rate is the average of the turnover rates reported
by the individual funds in the category.

163 The median turnover rate is the median of the turnover rates reported by the indi-
vidual funds in the category.

109 Pigures for the year 1935 contained in the Commission’s “Report on Investment
Trusts” showed a similar differential in turnover rates between investment companies and
common trust funds, the only other institutional group studied. The welghted average
turnover rate for the total portfolios of the common trust funds for that year was only
about half that for the investment companies. SEC, ‘“Report on Investment Trusts and
Investment Companies,” pt. 2, ch. VIII, p. 633 (1939) ; id., “Commingled or Common
Trust Funds Administered by Banks and Trust Companies,” p. 19 (1939).

10 This was computed by dividing the total value of stocks sold on the NYSE by the
average value of stocks listed on the NYSE during the year.
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percent in 1961. While these rates are higher than the average turn-
over rate of the institutions in the IN-4 sample as a whole, the two
sets of figures are not strictly comparable. Thus, the institutions’
net purchases or net sales of stocks are excluded from consideration
in their turnover rates, but these purchases or sales, in addition to their
turnover, contribute to the liquidity in the trading markets.

A further point which emerges from the analysis is the variation
of turnover ratios within each of the institutional groups. Thus,
the median turnover rate for the pension funds in 1960 was 1.8 percent,
but one of the funds had a turnover rate of 22.9 percent, while all
of the other respondents in the pension fund sample had rates 10 per-
cent or under. In 1961, the median turnover rate for the pension
fund group was 3.6 percent, but five of the individual funds had rates
over 10 percent and three of these had rates over 18 percent. For
the common trust funds, the median turnover rates were 3 and 5 per-
cent for the 2 years; all of the common trust funds had turnover rates
under, and most well under, 9 percent, except for two funds admin-
istered by a single bank which had turnover rates of 34.5 and 39.6
percent in 1960 and 24.9 and 26.4 percent in 1961. Among the invest-
ment companies, turnover rates for even the biggest of the open-end
(load) funds varied from 4.3 percent for one fund to 30.9 percent
for another.

6. RECOMMENDATIONS BY INSTITUTIONS ABOUT THE SECURITIES MARKETS

The institutions in the IN—4 survey were asked to state any sug-
gestions they might have for changes in the practices, procedures, or
structures of the various securities markets which in their opinion
would make them better adapted to their use and needs.* Fourteen
of the institutions responded to this question, with comments cover-
ing a number of different subject matters. The most important of
these comments are quoted in the various segments of the report to
lWhich they are most pertinent, and they are summarized only briefly
here.

The most frequent suggestion was for a volume discount or lower
commission rate for large blocks on the New York Stock IExchange;
several of these comments are quoted in chapter VI.I. Two insti-
tutions (joined by a number of other persons, in correspondence or
interviews) discussed the inadequacy of the present Exchange ticker
system, one of them specifically pointing out that tape delays place
individual and institutional investors at a “substantial disadvantage”
compared with a specialist or floor trader. One institution com-
mented on the “thinness” of the market for most stocks—attributed
to institutional activity plus the unwillingness of investors to pay the
capital gains tax on profits—and the resulting difficulty and expense
of acquiring a substantial block on the Exchange. Another pointed
out that some specialists were “not active enough” in their assigned
stocks and questioned whether the Exchange’s standards for judging
a specialist’s fulfillment of his responsibilities are sufficient; see
chapter VI.D.

The same institution suggested that it might be desirable for the
NASD to designate certain dealers as “specialists” in major over-the-

1 Question 14 of Questionnaire IN—4, app. VIII-A.
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counter stocks, defined as stocks having a market value in excess of
%25 million ; see chapter VII. Still another institution felt that “more
official information on actual trading volume and prices” in the over-
the-counter market would be desirable, since “considerable research is
required to develop such information which frequently is quite gen-
eral in nature;” see chapter VII. Other institutions commented on
such diverse subjects as the desirability of preserving competitive
markets (see pt. B of this chapter) ; the desirability of wider use of
registered as opposed to bearer bonds; and the contribution to liquid-
ity that might result from permitting a short sales up to 100 shares of
any issue, without restriction. Finally, one institution made the fol-
lowing suggestion for an informal conference procedure as a means
for working out improved procedures in the securities markets which
would be helpful to the institutional investor:

‘We believe that constructive suggestions for changes in practices, procedures,
or structures of the various securities markets might emerge from an informal
conference or series of conferences among institutional investors, representatives
of the securities industry, and representatives of the Commission.

We would be willing to be represented at such a conference.

7. SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS

Although institutions are still considerably less important than
individuals as holders and as buyers and sellers of stocks, their im-
portance is increasing. In addition, institutions have special impor-
tance to the trading markets since their unit holdings and buying and
selling programs tend to be larger than those of individuals; and
decisionmaking, for the bulk of institutional holdings and transac-
tions, is concentrated in relatively fewer investor units.

Because of the increasing importance of the institutions in the trad-
ing markets, the Special Study conducted a survey among 91 different
institutions concerning their procedures for executions and their trans-
actions in common and preferred stocks. The major specific results
of this survey may be summarized as follows:

1. The transactions of the institutions sampled showed a concentra-
tion in NYSE-listed issues, with a minor amount of activity on the
Amex, and negligible activity on the regional exchanges in stocks
listed only on such exchanges.

2. Most of the transactions executed on regional exchanges involved
NYSE-listed issues, and most of them were by the open-end (load)
investment companies. The other institutions made considerably less
use of the regional exchanges. Such higher use of regional exchanges
by the investment companies may well be related to the investment
companies’ desire to give “reciprocal business” to regional exchange
members and, in some cases, to nonmembers.

3. For transactions by the institutions in NYSE-listed stocks, the
NYSE is the most important market channel (except for preferred
stocks), and the over-the-counter markets are the second most
important.

4. Relative to the New York Stock Exchange market, the impor-
tance of the over-the-counter markets for NYSE-listed issues is great-
est for preferred stocks, second greatest for public utility commons,
and least great for “other” commons. This pattern no doubt reflects
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the relative degree of “institutionalization” of the markets for each
of these categories of stocks.

5. Most transactions and “block” programs in listed common stocks
take the form of a series of relatively small transactions on the ex-
change auction market, or involve prearranged “crosses” on the floor
of an exchange.

6. The average size of individual transactions tended to be smaller
on the NYSE and Amex than on the regional exchanges, suggesting
that prearranged crosses (mostly in NYSE issues) are of relatively
greater importance on the regional exchanges. The over-the-counter
market produced the largest sized transactions.

7. For transactions on the NYSE in March 1961 and A pril 1962, the
institutions reported using limit orders for most (about 60 percent)
of the dollar volume of their transactions. They reported using dis-
cretionary orders for about 20 percent, and market orders for less than
10 percent.!?

8. For over-the-counter transactions in the 2 months, the institu-
tions reported using principal transactions for about three-fourths of
their volume and agency transactions for the rest.

9. For block purchase or sale programs, the bigger the block, the
more the time, transactions, and different broker-dealers used for its
execution. Block programs in which the over-the-counter market
predominated took less time, fewer transactions, and fewer brolker-
dealers than those in the same size class in which the exchange markets
predominated.

10. Most of the institutions had no transactions in new public issues
of stocks in 1961. Of those that did, quite a few, particularly life
Insurance companies, concentrated their new issue transactions in pur-
chases of preferreds. In the preferred stock category, the institutions
made few purchases or sales of new issues in the trading markets after
the original offerings. In the common stock category, however, the
institutions’ trading market purchases were nearly two and one-half
times their original allotments, and sales were slightly in excess of one-
tenth of the original allotments. The investment companies received
only 17 percent of the original allotments (to the institutions) of new
1ssues of common stock, but accounted for 59 percent of the post-
offering trading market purchases. The institutions’ post-offering
market purchases of new 1ssues of common stocks were, on the aver-
age, made at a premium of 33 percent above the original offering price,
and their sales at a premium of 46 percent. About 60 percent of the
mstitutions’ sales of new common stock issues were made within 40
days of the original offering. The median-sized allotment of new
stock issues received from individual broker-dealers, even by these in-
stitutions, was relatively small (generally 100 shares or less). Both
post-offering purchases and sales, however, tended to involve larger
individual transactions.

11. Virtually all of the institutions had trading or order depart-
ments which retained control over the details of executing purchases
and sales of stocks. These normally had limited discretion as to price
and no discretion as to the stocks to be purchased or sold, but sub-
stantial discretion as to the broker-dealers and market channels to

l‘lfAs inc}}cated in sec. 3.a(4), above, however, some of the orders reported as ‘“limit”
or “market” orders may well have involved some element of discretion.
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be used for individual executions, though “approved” lists of broker-
dealers, among whom the trading departments were expected to
spread the business, were common. ]

12. Few institutions reported going directly to specialists or special-
ists’ firms for executions in stocks in which the specialist was registered.

13. Many institutions estimated that their use of the over-the-
counter markets for listed stocks had been increasing, relative to their
use of the exchange markets, over the past 5 years. Few indicated
that 1t had been decreasing. More institutions reported such an in-
crease in the “other” common stock category than in the public utility
common stock or preferred stock categories.

14. Price, cost and volume were the factors most frequently men-
tioned by the institutions as factors determining use of the over-the-
counter markets rather than the NYSE market for NYSE-listed
issues. These factors were less frequently mentioned as reasons for
using the regional exchanges.

15. “Reciprocal business” considerations were more important in
the allocation of commission business among stock exchange member
firms than among dealers in the over-the-counter market, where price
competition exists. With respect to the unlisted stocks, several in-
stitutions indicated that they prefer to execute transactions directly
with market makers.

16. Research and analytical materials were the mwost frequently
mentioned reasons for giving “reciprocal business” to brokers. Other
factors tended to vary by type of institution. Reciprocal business
has been given by banks in relation to deposits and loans, by mutual
funds in reward for sales of shares of the funds, by universities be-
cause of “old school tie” considerations, and by insurance companies
to reward broker-dealers who bring (as agent for the issuer) desirable
private placement issues to the company.

17. The institutions tend to concentrate their commission business
among a relatively few firms: for each institution, its favorite 10
broker-dealers tended to account for more than 50 percent of its com-
mission business for the year 1961. Moreover, New York Stock Ex-
change firms received more than 60 percent of the total commissions
paid by the institutions for the year 1961. The give-up device was
used principally to divert commissions from an institution’s favorite
10 or 20 brokers to others. Its principal users were the open-end
(load) companies.

18. Investment companies have noticeably higher stock turnover
rates than other institutions. The institutions, as a whole, have lower
turnover rates than the New York Stock Exchange market. While
the net new purchases of stocks by the institutions as well as their
turnover are presently both contributing to liquidity in the securities
markets, the institutions’ lower turnover rate raises questions con-
cerning the consequences of possible further increase in institutionali-
zation of the markets for stocks.

An important purpose of the Special Study’s institutional investor
survey, apart from contributing to general understanding of the in-
stitutional investors’ role in the trading markets, was to supplement
and throw light on data obtained through other means about various
other phenomena or problems within the scope of the total study.
Recommendations in those areas, reflecting the institutional survey and



REPORT OF SPECIAL STUDY OF SECURITIES MARKETS 869

other data, are contained in the appropriate chapters. Certain rec-
ommendations which flow directly from the findings as to institu-
tional transactions specifically are, however, made here.

The principal one is that the growing importance of institutional
investors, the pattern of their present market activity, and the prob-
ability of a trend toward greater “institutionalization” of markets for
stocks suggest the need for continuing data and attention with respect
to such areas. In addition to obtaining and publishing fuller data
on institutional transactions, the Commission should have programs
for more continuous study of, and better lines of communication with
institutional investors and others with regard to changing needs and
emerging problems regarding the handling of block transactions and
their special impact on the securities markets.

While pension funds are one of the most important institutional
groups in the securities markets, and are growing at the fastest rate,
they are notable for the dearth of information publicly available on
their holdings. Investment companies are required by the provisions
of the Investment Company Act to disclose their holdings of individual
stocks in their periodic reports. Insurance companies are required by
various State statutes or regulations to make similar disclosures. Pen-
sion funds, however, have not been subject to any corresponding dis-
closure requirement. Although the Federal Welfare and Pension
Plans Disclosure Act *** applies a disclosure concept to pension funds,
the act does not require that the holdings of individual security issues
be revealed unless they are securities of an employer or other “party
in interest,” and are not securities listed on a national securities
exchange or securities of a registered investment company or public
utility holding company.

Recommendations have been made in the past by others that the

Federal Welfare and Pension Plans Disclosure Act should require
greater disclosure of individual security holdings of pension funds,
with the purpose of informing, and protecting the interests of, the
beneficiaries of such plans. In view of the general importance of the
pension funds in the securities markets, however, there appears an
independent reason of public policy favoring such disclosure.
. It 1s apparent that any study of a possible volume or block discount
in stock exchange commission rates, as recommended in chapter VI,
must take into account the patterns and practices revealed by the
present survey. Should a volume discount be considered, it should
take a form which would be meaningful in terms of the sizes of trans-
actions and block purchase and sale programs of the institutions. It
should not, on the other hand, take a form which would have unstabil-
1zing effects, such as giving the institutions incentives toward making
larger single transactions on the exchange than the auction markets
can readily absorb.

The Special Study concludes and recommends:

1. Institutional participation has become increasingly impor-
tant in the total business of securities markets and, since the
institutions tend to deal in larger blocks and for other reasons,
sgch participation presents special problems from the point of
view of the exchanges and in relation to the public interest and

1329 U.S.C. 301-309.

96-746—63—pt. 2——56
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protection of investors. In view of the growing importance of
institutional transactions and the probability that needs and
problems associated with them will not remain static, it is particu-
larly important that there be an adequate body of information
about them on a continuous basis for the use of the Commission,
the self-regulatory bodies and the investing public. The Com-
mission should institute programs to obtain, and to publish on
appropriately aggregated bases, more continuous data concerning
institutional participation in the securities markets, including
securities held, amounts of gross and net purchases over periods
of time, and turnover rates. From time to time the Commission
should hold conferences with, or otherwise invite the views and
suggestions of, institutional investors, the principal exchanges
and representatives of the securities business with regard to
changing impacts of institutional transactions on securities mar-
kets, related needs of institutional investors, and questions of
public policy involved.

2. Inasmuch as pension funds represent an increasingly impor-
tant institutional group for which data on securities transactions
are lacking, the Commission should recommend, from the point of
view of the securities markets and independently of any other
purpose, that the Federal Welfare and Pension Plans Disclosure
Act be amended to require periodic disclosure by pension funds
of their holdings of individual corporate securities, or that equiv-
alent information be otherwise required to be made public.

3. Any study of possible modification of commission rate struc-
tures to provide a volume discount or lower commission rate for
institutional or other large investors should take into considera-
tion the practices of the institutions in handling large purchase
or sale programs. Any volume discount or lower rate adopted
should be meaningful in terms of the sizes of transactions and
block programs of the institutions as they exist in actual practice,
but should not create incentives toward instability in the markets
such as, for example, through encouraging larger single trans-
actions in auction markets than such markets can readily absorb.

D. Over-tHE-CoUNTER MARKETS IN EXCHANGE-LISTED SECURITIES
1. INTRODUCTION

One of the more striking developments in the securities markets in
recent years has been the growth of a market away from the floor of
the stock exchanges for securities traded on the exchanges. For
NYSE stocks alone, this market has grown from an estimated dollar
volume of $84 million in 1941 to an estimated $2 billion 20 years later,
a relatively greater expansion than that of the NYSE. Though the
methods and structure of the off-board market require its classification
as part of the over-the-counter markets, its prices are necessarily re-
lated to exchange prices. Its unique character distinguishes it from
both and has suggested its designation as the “third market,” a term
used in this part as a shorthand reference to the composite of all
over-the-counter trading in listed securities.

Off-board trading in listed securities takes place in several ways.
Most important is the trading in the markets made by broker-dealers
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who deal in such securities on a continuous basis in much the same way
as the wholesale: dealers in the over-the-counter market generally, as
described in chapter VII.C.1. These firms, here referred to as the
“market makers,” as well as other broker-dealers not engaged in the
business of making markets, also negotiate transactions, often large
in size, on a pure brokerage basis in which they act as agent for both
parties.’*. The aggregate of all such trading in listed securities, off
the floor of an exchange, whatever the channel, constitutes the. off-
board or .third market. .. , . , N
The very existence of such trading prompts-inquiry into the basis
for a market which appears to duplicate the function of the exchanges,
and into its particular structure and operation and impact upon the
primary market. Because much of the description of the mechanics
of the over-the-counter markets in chapter VII, also applies to the
third market, this part in examining these questions necessarily con-
centrates upon the special attributes of the over-the-counter market
in listed securities; : The discussion is largely limited to -over-the-
counter trading in. certain NYSE. stocks which, on January 18, 1962,
accounted for 85 percent of the value of trading in the third market.*
It is further limited to such trading by nonmembers of the NYSE.
NYSE members, though generally. prohibited: from trading away,
from the exchanges.in stocks listed. on the Exchange, may deal over
the counter in listed securities on a special exempt list or upon receipt
of special permission from the Exchange or;in the course of an ap-
proved Secondary Distribution; trading under, these exemptions ac-
counted for 15 percent of the value og over-the-counter tr@dif;g i
NYSE stocks on January 18, 1962.2¢ Finally, the discussion focuses
chiefly on the off-board trading which takes place in the markets
made by the firms-engaged in this business since their; activities
account for the bulk of the third market’s volume. R

2. METHOD OF STUDY .

As in the case of other over-the-counter markets, the transactions of
the third market are entirely outside the glare.of publicity i which
price and volume data are reported on a continuous basis for' exchange
transactions,individually and in the aggregate. . Therefore, in décid-
ing the broker-dealers who were appropriate recipieénts of a question-
naire it was necessary to work on a trial basis.-* After ahalysis of the
responses to the basic Questionnaire OTC-8,1 3 supplemental ques-
tionnaire, OTC-6, was prepared and, on August 17, 1962, mailed to 31
broker-dealers.’®* These mcluded all those whose. OTC-3 question-
naires showed a total of $60,000 or more of over-the-counter piirchases
and sales of listed securities, whether as principal or agent, on January
18, 1962, 'the sample day of Questionnaire OTC:3." " o

The questionnaire elicited information concerning the size, growtl;
and constituency of each firm’s off-board business 'in%isted stocks, vari-
ous aspects of market practices and methods, and specific information
on every transaction n selected securities during the weeks ending
4 Transactions in listed securities cdn also occufr, of :Q(}'!'}Kl;‘s'é! girectly between publi¢

investors, without the services of a professional’ intermediaty. 5",
':;g%see éﬁg}h ap%. ‘i‘,‘tabble 7. P Poal infermediary. "
¢ See ch. VIII, app. A, table 8.
17 See éh:’VII.A.ZI‘);p , ¢

118 See app. VIII-B.
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March 24, 1961, and January 19 and June 1, 1962. Five firms were
eliminated ** and the questionnaire was sent to 11 additional firms
known to be active in this field though not among the most active on
January 18, 1962. Information on over-the-counter trading of Ex-
change stocks was thus obtained from a total of 37 broker-dealers, ac-
counting for approximately 75 percent of the volume and value of
over-the-counter trading in NYSE stocks by nonmembers on January
18,1962.120

The firms divided into two groups. One consisted of 17 firms making
off-board markets for NYSE-listed securities in 1962. Thirteen were
making such markets in 1961 and were able to submit statistical data
for that year, which was the base year for much of the statistical data
required under Questionnaire OQTC-6. These firms comprised, to the
study’s best information, all those doing any substantial business as
market makers in listed stocks in 1961. Seven of the 13 were respon-
sible for 96 percent of the group’s dollar volume in 1961, and a large
portion of the discussion and of the tables in this part is based on their
reports.’? The other group, referred to here as the “broker-dealer
intermediaries,” consisted of 20 firms which dealt with the market
makers on behalf of public customers. It included the firms doing
the largest amount of such business on January 18, 1962, but repre-
sented only a sample of the more than 400 firms active in this capacity
in the third market on that day.

Members of the Special Study staff also visited a number of the
larger firms operating in this market, both market makers and their
broker-dealer customers, and received supplemental information by
observation and by interview of the principals of these firms. Since
Questionnaire OTC-6 supplied only limited information concerning
the general nature of the public customers of the third market, informa-
tion on business transacted by individuals was derived chiefly from
this source and much of the data on institution’s participation in the
market was drawn from Questionnaire IN—4, discussed in part C,
above. It is important, however, to note the distinction in coverage
of the two questionnaires. The data collected under Questionnaire
IN—4 include transactions by NYSE members and therefore provide
information on a wider trading area than that accounted for by non-
members who were the sole subjects of Questionnaire OTC-6.%2

The data concerning the off-board market for NYSE-listed secu-
rities have thus been brought together from a number of sources;
the limitations of these sources have necessarily restricted the scope
and depth of the inquiry. At times the data only suggest, rather than
document, some of the observations. In some instances, where statis-
tical verification would have been desirable, it was necessary to rely
on information obtained from interviews of participants in the third

19 T'wo firms were out of business by August 1962, one firm had an unusually large
transaction in an exchange stock on Jan. 18, 1962, but did not normally trade over the
counter in listed securities, one firm concentrated in exchange stocks other than NYSE
issueg, and one firm failed to report.

120 See sec. 4.¢c, below, particularly the first footnote, with respect to the extent of the
37 firms’ third market participation.

121 These seven firms were : American Securities Corp.; Blyth & Co., Inc.; A. W. Benkert
& Co.; The First Boston Corp.; J, S..Strauss & Co.; Weeden & Co.; and Stewart, Miller
& Co. (which was active during the period covered by the questionnaire but not at the
time of the publication of this part). The firms are not identified in the tables but are
designated by letter.

122 The fndications are, however, that NYSE members were responsible for no more than
the 15 percent of off-board volume in Exchange securities contributed by them on Jan.
18, 1962. (See p. 871, above.)
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market, chiefly market makers. Because of the almost complete
dearth of information previously available concerning this rapidly
developing segment of the securities markets and the indicated limita-
tions in the study’s collection of data, it is important to understand
that this part is less a definitive study than an exploratory survey.

3. DIMENSIONS OF THE MARKET

a. Volume and growth

The size of the off-board market for listed securities may be meas-
ured in several ways. On January 18, 1962 (based on Questionnaire
OTGC-3), over-the-counter purchases and sales of all exchange stocks
amounted to $26.9 million, or 6.3 percent, of total estimated stock trad-
ing of $429.4 million on all exchanges on that day.*® The $26.9 mil-
lion may also be compared with the estimated value of purchases and
sales on all regional exchanges that day, which amounted to $30.4
million. If the over-the-counter trading in NYSE stocks only is
considered (excluding stocks on the Exchange’s exempt list), $19.5
million of such stocks were bought and sold over the counter, consti-
tuting 5.3 percent of total trading on the NYSE on January 18, 1962.

Estimates based on full-year results show a slightly smaller pro-
portion of off-board trading in NYSE stocks than does this 1-day
study. The broker-dealers responding to Questionnaire OQTC-6 who
had off-board sales of listed stocks in 1961 accounted for 75 percent
of the off-board volume in NYSE securities on January 18,1962. An
extrapolation of their dollar volume for 1961 based on this percentage
indicates total over-the-counter sales of NYSE securities for that year
of just under $2 billion (table VIII-43). This figure constifutes
5.1 percent of the value of all over-the-counter sales and 3.8 percent
of the value of sales on the Exchange (table VIII-44), or slightly
less than half the dollar value of such trading accounted for by the
regional stock exchanges in 1961. The result appears to be confirmed
by the extrapolation of the 1962 sales of one of the largest market
makers, based on his reported allocation of the total third market
volume in 1961. This measure indicates that sales in the off-board
market in listed securities for 1962 were 4 percent of the dollar value
of sales on the NYSE. The dollar value of all trading on the regional
exchanges in 1962, including securities not traded on the NYSE, was
7.3 percent of dollar value of sales on the Exchange. ‘

In comparing volumes on the off-board and exchange markets, it is
important to note that the relatively high degree of professional par-
ticipation in the over-the-counter market means that the estimated
value of sales by the public in the third market amounted to only 2 to
214 percent of such sales on the Exchange.!?* On the other hand,

123 See app. VII-A, table 2.

12¢ The method of computing the volume of purchases and sales in the over-the-counter
market tends to obscure the extent of participation by public and professionals. The
problem is complicated by the different channels for effecting a_ transfer from one public
customer to another. An institution may sell to a_market maker who, in turn, sells to
another institution. An individual may sell to a broker-dealer intermediary, who sells
to a market maker, who sells to another broker-dealer, and thence to another public custom-
cr; often, however, the individual trades with the market maker through his broker-dealer
as agent. There may be various combinations of these steps in each transfer from one
public customer to another, all of which influence total volume and affect the proportions
of total volume represented by public and professional activity. See ch. VII, app. A.l.a,
for discussion of this apportionment as it relates to the over-the-¢ounter market generally.



874 REPORT OF SPECIAL STUDY OF SECURITIES MARKETS

since NYSE stocks accounted:for 85 percent of all over-the-counter
trading in listed securities on January 18, 1962, the total of trading of
all listed stocks over the counter actually exceeded $2 billion for 1961.
The sharp growth of'the third market may be seen by reference to
a Commission staff study in 1941. This reported sales of NYSE
stocks over the counter by nonmember broker-dealers for a 6-month
period as 1 percent of the velume and 1.6 percent of the value of sales
on the Exchange. Thus, despite the tenfold increase in the value of
shares traded on the NYSE between 1941 and 1961, the over-the:
counter market for NYSE stocks in'1961 had increased its size more
than 20 times over the two-decade interval. The responses to Ques-
tionnaire OTC—6 reveal the extent of the third market’s recent expan-
sion; dollar volume of over-the-counter trading in listed securities
increased 185 percent from 1955 to 1961, some 10 percent more than
the increase in over-the-counter trading generally, and three times as
much as the 60-percent increase in volume for the same period re-
ported by‘the Exchange. = o o
'The growth of the third market may also be measured by the increase
in num%;rér of market makers. Of the 17 firms reporting activity as
market mskers-in late 1962, only 8 had made markets in the early
1940’8, 9 had begun in the 1950’s, and 5 had started in 1961 or 1962.1%
Though there have been some withdrawals, the net effect of the changes
appears'to be a proliferation of the firms making markets. Nor is'the
expansion limited to the number of firms alone: as indicated below,
the market makers -have been constantly increasing the number of
stocks for which they make markets. ' - : e :
b. The seourities " = . . U | |
. Unlike the trading of securities on the exchanges,'¢ listed securities
may be traded off-board without restriction by broker-dealers who are
not members of an exchange, and over-the-counter markets for listed
securities can be made or discontinued, also without restriction.'?”
Many transactions over the counter involve listed securities lacking an
established dealer market.!?® But even if attention is limited to those
NYSE stocks which possess formal markets, it is apparent that the
list of Exchange securities traded over the counter is large, diversified,
and steadily expanding. - o
The 1941 study referred to above found that the outstanding char-
acteristics of the listed stocks then being traded over the counter were
both their high quality .and:inactivity on the NYSE. 'Stress was on
preferred stocks and, to a considerably lesser extent, on the common
stocks of financial, real estate, and.utility groups. The attributes of
thése stocks supported the aphorism that agtive stocks. gravitated
QoWalm{rd‘ an exchange market while inactive stocks sought a negotiated
market.? - -

1% Source : Questionnaire OTC-6. By June 1963, 9 .months after circulation of the
questionnaire, a large wholesale over-the-counter dealer; formerly engaged in trading only
unlisted securities, had al_so bezun to make markets for listed stocks. As indicated above,
(t)il:)% sOfi r;thleg éigms engaged.in making such markets in 1961 and 1962 discontinued its opera-

128 For discussion of trading .reauirements on the principal exchanges, see pt. B, above,
and on the original exchanges, pt.-E, below. P P ' £ ° °
ééﬁ;ri‘iff ch, VII.C for a . description of the over-the-counter marketmaking function

iy. . & . AT iy : v P s ' '

128 See sec.;4.a_and b, below. L N L .

12 Thus,  the NYSE'’s list of .exempt issues, which its members may ' trade off the Ex-
change, consists of listed securities with less volume of activity than is apparently con-
sidered essential for an auction market.
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The roster of NYSE stocks traded over the counter has changed
radically in size and character since that time. Whereas at the earlier
date no dealers appear to have been making over-the-counter markets
for these stocks, at least to an extent requiring comment, in 1961 13
firms were making 712 markets in 270 different common stocks (table
V1II-45). By September 1962 the 7 largest of these firms had added
44 new markets (table VIII46). The third market continues to be the
favored market for the handling of preferred stocks,'*° but such securi-
ties, less important relatively to institutions today than in 1941, were
the subject of only two off-board markets in 1961 and were reported
by almost all market makers to be of declining importance. Markets
were made, however, in 1961 for 82 utility and 18 railroad issues,
classes which had also been important in the over-the-counter trading
in 1941. A striking change from the earlier ﬁear is the prominence of
industrial equities, extending from established “blue chips” to com-
paratively less seasoned stocks. The range of selection may be seen in
a small but representative sample of NYSE issues in which off-board
markets were made in 1961 (table VIIT-47). - ,

Some of the 270 NYSE common stocks traded in the third market
are among the most active on the Exchange—74 of them ranking in the
top 100 in 1961. And while only one-fourth-of all NYSE common
stocks traded.a million shares or more in that year, almost three-fifths
of the third market stocks reached that mark. Since the regional
exchanges tend to engage in the multiple trading of stocks actively
traded on the NYSE, it i1s not surprising that all but nine of the third
market stocks were traded on one or moré of the regional exchanges in
1961.%* . Volume was-not uniformily high-among all third market
stocks, however, as almost one-fifth of them—generally utility issues—
traded less than the mediansof 465,000.shares for all NYSE common
stocks in 1961, and 13 issues traded less:than 200,000 shares (table
VIII48, chart VIII-h). . 3 Ce, 1

In other characteristics too-—in financial size 6f issuer.and in breadth
of stock distribution—NYSE common‘stocks tradéd on the third mar-
ket stand in the very highest size ranges. A comparison of the 270
common stocks for which markets were imade.in 1961 with (1) all
common stocks listed on the NYSE, (2) those listed on the Amex, and
(3) stocks traded exclusively over the counter shows the 270 in the
very upper NYSE size levels—far higher than all but a small percent-
age of stocks in the other market categories (table VIII-49, chart
VIII-i). Thus, while some 56 percent of all NYSE common stocks
have fewer than 10,000 shareholders, only 8 percent of the 270 fail to
meet this level of distribution. And while roughly half of all NYSE
common stocks have fewer than 214 million shares outstanding, less
than $100 million in issuer’s assets, or under $100 million in market
value, only 5 to 10 percent of the 270 fall below these levels.

130 See pt. C.3.a, above,
131 See pt. B, below.
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Percent of All Stocks in Exchange or O0TC Category

Chart VII-h

PERCENT OF ALL NYSE STOCKS, NYSE STOCKS TRADED IN THE THIRD MARKET
AND STOCKS IN OTHER EXCHANGE AND OVER-THE-COUNTER CATEGORIES
FALLING INTO EACH RANGE OF SHARES TRADED OR TRANSFERRED ANNUALLY*

1961
0 .
3 "'.“
"".‘ NYSE - Third Market
3 \
3 : ~
Yy OTC Inactive ‘ ‘ \ S
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Range of Shares Traded or Transferred

For exchanges and for NYSE - Third Market, data are for shares reported traded on the particular exchange;
for over-the-counter categories, data are for shares transferred, as shown on the Questionnaire OTC- 4.

Over-the-counter categories are based on the Questionnaire OTC-4 sample. OTC-Active category includes
stocks with four or more dealers entering a ‘*bid’* and 'foffet’’ in the National Quotation Burequ's Manthly
Stock Summary of January 1962. OTC-Inactive cateqory includes stocks with fewer than four such quotations.
NYSE- Third Market category is based on Qués!ionnaire OTC-6.

For exchanges, and for NYSE-Thitd Ma;ket, data are for com}non stocks only: for over-the-counter, data are for

issuer’s class of stock with most shareholders. For each exchange or over-the counter-category, the sum of
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This pattern may be seen also in the high range within which the
central two-thirds of the 270 stocks fall. While the central two-thirds
of all NYSE common stocks have shareholders and shares outstand-
ing equal to from 2 to 20 times the minimum listing requirements,
most of the 270 have from 10 to 60 times these requirements. And
while most NYSE stocks meet from 2 to 46 times the minimum NYSE
listing requirements as to issuer’s assets and market value, most of
the 270 have from 13 to 130 times these requirements.’*> Comparison
with the central two-thirds of stocks in other markets is even more
striking and underlines the very great dimensions of most, though
not all, NYSE stocks for which off-board markets are made (tables
VIII-5 and VIII-49).

As in the case of many other aspects of the third market, there
is no identity, and often little similarity, in the lists of stocks in which
each firm makes markets. The lists of the 7 largest firms vary greatly
in composition and in 1962 ranged in size from 44 to 167 securities.
Two firms make markets only for utilities. Their lists are much
smaller and more static than those of the diversified firms. But
there were substantial differences even in the markets made by the
diversified market makers, some apparently concentrating in securi-
ties likely to be of interest to institutions, with others concerned
more with securities likely to be of interest to individuals. The
range encompasses 1 stock (American Telephone & Telegraph Co.) se-
lected by 8 market makers to 90 securities in which only a single
market ismade (table VITI-45).

While difficult to demonstrate statistically, there also appears to
be some relationship between the distribution of transactions by size
discussed below *** and the nature of securities traded by the individual
market maker. Thus, the firms doing a relatively larger part of
their volume in smaller trades make markets for some of the less
stable market performers, while those stressing the larger sized trans-
actions concentrate on issues of relatively higher investment grade.

The returns to Questionnaire OTC-6 show the prime factor in each
firm’s decision to make a market for a stock is the interest of customers
or potential customers, five specifying institutional interest as bein
of primary importance. One large diversified market maker state
its basis for selection of securities as follow:

The policy of the firm is to add a security to our trading list only if it is
felt. that the security has a sufficiently broad and continuous investor interest
to justify it being traded on a permanent basis. The issue must also be of a
type in which we feel we will be able to maintain a competitive net market.

Taken into consideration are the number of institutional investors holding
the security in portfolio, as well as the nature and frequency of inquiries for
the security by our customers. Also considered are the number of shares out-
standing, daily volume, past market action, and price level.

Another diversified market maker stated simply, “Dealer activity
1s our guide in adding or dropping stocks.” Still another diversified

firm doing a large dealer business cited a number of specific measures
for interest and activity:

;L Total number of shares outstanding (we usually require minimum of 6
million shares).

- 132 See pt. B.4, p. 11, at note 1, and table VIII-5.
13 See sec. 5, below.



)

878 REPORT OF SPECIAL STUDY OF SECURITIES MARKETS

2. Volume on NYSE (usually demand average volume greater than 150,060
shares per month over 5-year period).

3. Number of shareholders (normally look for at least 20,000 shareholders).

4. Price and ratio of volatility to price.

5. Number of shares closely held (we deduct number of shares known to be
closely held from total outstanding to determine whether first factor satisfied).
One firm specializing in utilities bases its decision on “* * * an
analysis * * * to determine if a broad interest exists in the security.”
Another firm, also specializing in utilities, stated :

In determining to make a market in a particular security, we tdke into con-
sideration the volume of institutional trading and degree of interest in that
particular security.

The market makers generally discontinue their markets by applying
the standards used to initiate them. Omne firm discontinues trading
listed securities “if the volume * * * [is] small,” another if a stock
“no longer has sufficient activity,” a third “where institutional interest
declines over a period of time. * * *” A fourth firm applies a differ-
ent emphasis: “It is possible that we would drop a security from our
list if we decided it was trading at a level which involved great danger
in being long.”

¢. Size of transactions

An analysis of the size of transactions reported by the largest firms
making over-the-counter markets in listed securities for the 3 sample
weeks of Questionnaire OTC-6 reveals a polarization into very large
and very small transactions to a far greater extent than on the NYSE.

The prevalence of the larger sized transactions is hardly unexpected
since the handling of block transactions by institutions has long been
accepted as a prime function of the third market.’®* Trades of 500
shares and over were thus responsible for 14 percent of transactions of
over 100 shares in size and 57 percent of share volume of the 7 largest
market makers during the 3 base weeks of Questionnaire OT
(tables VITI-50a and VIII-50b). The equivalent ratios on the NYSE
in a 1-day sample in January 1963 were 4.5 and 21.8 percent, respec-
tively. The concentration of larger transactions in the third market is
even more dramatically illustrated in the analysis of transaction sizes
in part C.*** Whether measured by dollars or shares, individual trans-
actions on the third market reported by institutions on the IN—4 ques-
tionnaires were substantially larger than their transactions on the
NYSE and regional exchanges. The median dollar value of the over-
the-counter transactions for the 2 base months (March 1961 and April
1962) covered by the questionnaire was more than three times that
of transactions on the NYSE and about double that of transactions
on the regional exchanges.

The consequence of this stress on the larger sized transactions is, of
course, that the over-the-counter market has 86 percent of its round-
lot transactions **¢ and 43 percent of round-lot volume in the middle
range of 100 to 499 shares, while the NYSE reports (for 100- to
500-share trades) 95.5 percent of its round-lot transactions and 78 per-
cent, of round-lot share volume in this size range. The third market

a8t “Tg the Stocki Market Obsolete?’ Fortune, February 1954, pp. 129, 158. .

135 See tables VIII-21, VIII-22, and VIII-28. These statistics include transactions by
NYSE members in exempt stocks.

1% For purposes of this analysis, round-lot transactions on the third market are defined

as those involving 100 shares or more, though they are not (as is required by the NYSE)
in even multiples of 100 shares.
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is thus relatively less active in the middle area from which the NYSE
draws its greatest volume. '

Surprisingly, the third market had a greater share of its trans-
actions and volume in the smallest sized transactions—those of less
than 100 shares, 1.e., odd lots—than did the NYSE. .Thus, the third
market had 74 percent of its transactions and 19 percent of its share
volume accounted for by odd lots.**” On the other hand, it is estimated
that odd lots on the NYSE made up 48 percent of the total of non-
members’ round-lot and odd-lot transactions and 9.1 percent of the
total share volume in 1961. The relatively high proportion of share
volume in odd lots on the third market—approximately double that
of the NYSE—is not inconsistent with the importance of larger trans-
actions; rather, it points to a different kind of market utilization, for
reasons which are considered below.

The size distribution pattern among the market makers varies sub-
stantially, with share volume being concentrated at either pole of
transaction size. Odd lots constituted 84.0 percent of the trades and
50.8 percent of the share volume for one firm, but only 32.9 and 1.8
percent, respectively, for another (tables VIII-50a and VIII-50b).
In the same way, the firm emphasizing odd lots had only a single
transaction, amounting to 0.9 percent of its share volume, in trades
involving over 500 shares while the other firm did 88.5 percent of its
share vo%ume in the higher range, 62.8 percent in transactions of over
2,000 shares.

The same heterogeneity is reflected in comparisons of size of trans-
actions for the individual market makers in specific issues. One firm
did 60.3 percent of its share volume in American Telephone & Tele-
graph Co. in odd lots and only 3.9 percent in transactions of 300 shares
or larger, while another did only 19.4 percent of its volume in this stock
in odd lots but 46.5 percent in the larger sized transactions (table
VIII-51). Despite the differences in distribution characteristics
among firms, however, no firm reported less than 64.5 percent of total
transactions in this stock in odd lots. In the lower priced but less
active Southern Co. common, odd lots made up a considerably smaller
portion of both transactions and shares for each of the three firms
making markets in the stock. A comparison of the transactions of
two of the firms, which made markets in both’ stocks, for the 3-week
test period indicates that the distribution of business by size of trans-
action varies both for market makers and securities.

4. THE PARTICIPANTS

a. The public customers

The reason for the existence of an over-the-counter market in listed
stocks—in the face of a highly organized, established exchange market
in which the same securities are traded—would appear to lie in its
capacity to satisfy needs not met by the exchange market. It is there-
fore important to know the nature of the customers of the third market
and the reasons for their utilization of this market.

The inquiry is complicated by the fact that some customers of
record ; i.e., institutions, generally deal directly for their own accounts

137 This is the minimum percentage of odd-lot trading because odd lots traded in combina-
tilc)m with round lots were not considered as separate odd-lot transactions. See note 136,
above.
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while others, such as broker-dealers and commercial banks in some
of their trading, represent the ultimate public customers as inter-
mediaries. The Special Study secured data concerning the customers
of the third market from three independent sources, each supplying a.
different type of information. Questionnaire OTC-3 permitted a 1-
day division of trading on the third market between individual and
other public customers, but without analysis of the latter class into
subgroups. Questionnaire IN—4 obtained data on trading in the third
market by designated classes of institution. The information secured
by questionnaire OTC-6 from broker-dealers in the third market re-
vealed the class of customer of record, not necessarily the ultimate
public customer, in transactions effected during 3 base weeks. Within.
the bounds of these varied data, it is possible to set down some general
observations concerning the customers of the third market.

The OTC-3 sample of January 18, 1962, lends support to the com-
monly held notion that the third market exists largely to service the
needs of institutional investors. On that day public customers other
than individuals transacted 62 percent of the dollar value of the public
trading in the third market.**® This class of customer was thus sub-
stantially more important to the third market in terms of dollar value
of trading than to the NYSE, and far more important than in the
trading of unlisted stocks (table VIII-d). Although the, classifica-
tion of “other public customers” includes such entities as partnerships
and estates, it consists largely of institutions.?

TaABLE VIII-A.—Percent of individuals’ and other public customers’ trading.

Individuals Other public customers.
Type of stock
Share Dollar Share Dollar
volume value volume value
Exchange listed, traded over the counter______________ 68 381 32 62
Over the counter._ .. .. ______ 91 79 9 21
NYSE listed, traded on the NYSE____________________ 69 64 31 36

1 Includes all stocks available for trading on NYSE, Amex, and regional exchanges.

Source: For listed stocks traded over the counter and unlisted stocks, responses to Questionnaire O TC-3
for Jan. 18, 1962; for share volume (N'YSE) distribution, the Exchange’s “11th Public Transaction Study,”
Sept. 13, 1961, adjusted to eliminate trading by NYSE members and nonmember intermediaries. NYSE
dollar value distribution was computed by weighting share proportions by the average share price on Sept.
%131, 1&6}1{ é%s for institutions and intermediaries and $39 for public individuals) as reported to the study by

e .

The high average price of shares traded by other public customers in
the third market—$60 as compared with an average of $17 for indi-
viduals—explains the relatively smaller portion of share than dollar
volume traded by other public customers in this market.

There is other evidence of the importance of institutions in the third
market. Though estimated sales of NYSE stocks over the counter
amounted to 3.8 percent of sales on the Exchange in 1961, the institu-
tional investors canvassed by Questionnaire IN—4 traded over the
counter for 10.2 percent of their dollar volume in NYSE securities
in March 1961 and 9.5 percent in April 1962. The relatively heavy
utilization of the third market by institutions is emphasized {;y their

138 See app. VII-A, table 9. X
129 See app, VII-A.2.a for a discussion of the classification of ‘“other public customers.”
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lesser use of the regional exchanges: 5.3 and 6.4 percent of NYSE
dollar volume, respectively, for the 2 months.4°

The returns of Questionnaire IN—4 also reveal some interesting
facts concerning the relative utilization of the third market by insti-
tutional customers (table VIII-52). Pension funds did a high por-
tion of their trading in NYSE stocks on the third market—18.7
percent in March 1961 and 15.7 percent in April 1962. Insurance
companies, both life and nonlife, and common trust funds also tended
to be relatively heavy users of the third market. But open-end invest-
ment companies (load) effected only 6.0 percent of their NYSE busi-
ness on the third market in March 1961 and 6.1 percent in April 1962
as against 10.5 and 9.2 percent for the same months on the regionaf
exchanges. The investment companies were the sole institutional
groups to utilize the regional markets more than the over-the-counter
market for listed stocks in the 2 months; the basis for this preference
appears to lie in the “give-up” or directed split of commissions de-
scribed in chapter VI, part I, and discussed in detail in chapter X1,

art C.# :

P The study of trading on January 18,1962, in Questionnaire OTC-3
showed that two-thirds of transactions by “other public customers”
were on a principal basis, and one-third with broker-dealers as agents.
Over-the-counter trading by the institutions responding to Question-
naire IN-4 was, by share volume, three-fourths on a principal and
one-fourth on an agency basis.*** The bulk of the institutions’ prin-
cipal business appears to take place within the markets of the market
makers, and its mechanics and motivation are described below. The
greatest portion of the agency.volume does not appear, however, to
channel through the markets of the market makers. Much of it con-
sists of transactions in which a broker-dealer brings together an insti-
tution desiring to sell (or buy) a security with another institution
desiring to buy (or sell) the same security, in what may be termed an
“off-board cross” of a listed security. Such transactions are consid-
ered briefly in the next subsection.

The institutions responding to Questionnaire IN—4 most frequently
cited price-and cost and, less frequently, depth of market—or lack of
it—as reasons for trading in the third market. Both grounds involve
some complex considerations requiring an understanding of the me-
chanics of operation of the third market and their detailed examina-
tion is deferred to section 5.c, below.

Perhaps one of the most surprising aspects of the third market
brought to light by the returns to the study’s questionnaires is the high
portion of the market’s volume transacted for the account of indi-
viduals, largely through broker-dealers but also through commercial
banks. The market is by no means a wholly institutionalized one; in-
dividuals contributed 38 percent of dollar value and 68 percent of share

140 See tables VIII-19 and VIII-20, °

14 It is important to note that tables VIII-53a and VIII-53b are based on transactions
of record in securities in which the seven largest market makers made markets during the
base weeks of Questionnaire OTC—-6. The tables show a proportion of share volume trans-
acted by institutions almost identical with that shown for other public customers in table
VIII-d. No comparable analysis of dollar value was practical. Questionnaire OTC—6
required, however, a different classification of institutions from that employed under ques-
tionnaire IN-4 and’ shows the institution effecting the transaction, in many cases a com-
mercial bank, rather than the institution for whose account the transaction was effected, as
fn the data secured under Questionnaire IN-4 and summarized in table VIII-52.

142 This trading involved both listed and unlisted stocks. 'See pt. C.3.a(4).
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volume on January 18, 1962 (table VIIT-d). This participation ap-
pears to correspond with the finding of the high proportion of odd-lot
transactions on the third market, discussed above, since it is reasonable
to-assume that the smaller sized transactions are generally for the ac-

-count of individuals and the larger ones for institutions.*

The importance of individuals as customers is also suggested by an
analysis of the customers of record of the seven largest market makers
in the transactions reported under Questionnaire OTC-6. Broker-
dealers accounted for 76.0 percent of the transactions and 60.8 percent
of the share volume (tables VIII-53a and VIII-53b).»** Here the re-
lationships referred to above between the customer of record and ul-
timate public customer become significant. Since institutions can deal
directly with the market makers and do not require the services of
an intermediary,'*® it seems reasonable to assume that the larger part
of this volume was for the account of individuals.

- Individuals generally deal on the third market through broker-
dealers and not directly with the market makers. Only two of the
seven largest market makers handled any appreciable volume of
round-lot business with individuals. Since these two firms specialize
in institutional business and their volume with individuals was in
large-sized transactions, this volume probably corresponds in character
to the trading of institutions and is distinguishable from the normal
trading of individuals on the third market with its stress on relatively
small sized transactions. Another market maker handles odd lots, but
on a fixed-fee basis,**¢ for the employees of certain companies in whose
stock he maintains markets. Such transactions, an imperceptibly
small fraction of the total volume of the third market, appear to con-
stitute the only trading directly between the market makers and public
customers - who might be classified as nonprofessional or unsophisti-
cated traders. ,

In the absence of a public transaction study, only limited informa-
tion is available concerning the individual customers of the third
market who deal through broker-dealer intermediaries. The returns
to Questionnaire OTC-6, confirmed by intérviews with broker-dealers,
point.to a stress by individuals on the smaller sized transactions, al-
though many involve 100 shares or more. Individuals also appear to
trade in those off-board stocks with the greatest activity on the Ex-
change. Asis the case generally, the public individual customer ap-
pears to be passive in selecting the trading market, and to rely on the
advice and action of his broker-dealer.

b. The professional intermediaries ,
_ The term “professional intermediaries,” for purposes of this descrip-
tion of the participants in the third market, is limited to professionals

143 The NYSE report on institutional trading for Sept. 26-30, 1960, showed odd lots as
accounting for only 5.5 percent of institutional trading. This is approximately 60 percent
of the ratio of odd lots to Exchange volume generaily. :Commercial banks are undoubtedly
responsible for a large portion of the institutional odd lots.

14 It was not feasible to analyze returns by dollar volume but the returns to Question-
naire OTC-3 point to the probability that the proportion of share volume transacted by
broker-dealers on behalf of individuals is greater than their share of dollar value. See
ch, VII, app. A, tabla 9.

145 Several broker-dealer intermediaries appear to do a substantial third market volume as
agents for foreign banks engaged in arbitrage of American stocks also traded on the Euro-
pean zexchangkas.f These would seem to be exceptions to the general rule.

- 16 The fees are legs than exthange commissions. The service is restricted on the em-

]

ployee’s company’s _stpck. )
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trading on that market in a representative capacity for public cus-
tomers; it excludes the participation on a principal basis of market
makers, who are described in the following subsection.

The activities of broker-dealers as representatives of public custom-
ers on the third market take two forms. One is the function described
above with reference to the ‘“crossing” of orders of public customers,
generally institutions. Here the professional performs the pure
brokerage function of locating a public customer in order to consum-
mate a trade with another public customer. Most of the market makers
appear to engage 1n such agency transactions (which take place out-
side the firm’s “market”) while several broker-dealers who do not
make markets appear to specialize in these institutional agency trans-
actions.

The commission charged by broker-dealers in these large-volume
agency transactions was generally said to be no more than the NYSE
rate, but often negotiable at some lesser figure. One of the firms
specializing in large agency transactions for institutions reported its
commission policy as follows:

Various commissions—maximum would be the equivalent of the NYSE com-

mission—in general the commission is negotiated with each customer and some-
times with each transaction on the value of the service performed.

Another, engaged in the same type of business, reported :

Maximum charge, stock exchange commission rate when obtainable. What
traffic will bear otherwise. When acting as agent for buyer and seller charge
both sides commission. ‘

A large market maker stated that its commissions in agency transac-
tions, a small portion of its total volume, varied from one-eighth to
one-half point;

Variation in the price of the stock, size of the transaction, and other expense
in clearing the transaction determine the size of our commission. In the
majority of cases a 14-point commission is charged. o
Still another large market maker doing a greater agency volume de-
scribed its commission policy as follows:

The commission * * * varies with the transaction. It is seldom larger than
the New York Stock Exchange commission or smaller than one-eighth of a point.
Another market maker doing a large agency volume reported that the
commission is normally the same as in the NYSE, but that exceptions
are made “in which case the commission is mutually agreed upon.”

The second, and more important, type of representational activity
by professionals on the third market consists of the trading of the
broker-dealer intermediaries, representing public customers, with the
market makers, dealing as principals for their own accounts.

The responses to Questionnaire OTC-6 of the respondent broker-
dealer intermediaries revealed that in 1961 83.3 percent of this business
was transacted as agent and the remainder on a principal basis,
apparently of the riskless variety described in chapter VII. Twelve
firms did all or practically all their business with public customers as
agent, three practically all on a principal basis, and five a combination
of the two. Commission rates for the intermediaries’ agency transac-
tions with the market makers were reported to be generally the same
as NYSE minimum commission rates. Several firms indicated excep-
tions, one charging “occasionally léss on large lots,” another reporting
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that commissions “vary from two-thirds of the regular stock exchange
commission where detail is small, to occasionally the full regular stock
exchange commission where detail is greater, as on estate transfers.”
At least one recent entrant in the business has announced a flat $5-
per-transaction charge. The meager evidence available to the study on
markups in principal transactions points to a higher customer cost than
the commissions charged in agency transactions and suggests the
existence of the same markup pattern as in riskless principal transac-
tions in unlisted stocks generally.**

The motivation for utilization of the third market by broker-dealer
intermediaries seems clear: professionals in the securities business who
are not members of an exchange must deal on the exchange through
an exchange member and pay the same minimum rates as the public
generally. Such payment leaves no room for the nonmember to Impose
an additional charge for his own services. The repercussions of this
aspect of the NYSKE public commission schedule have already been dis-
cussed.’® It has been shown that in order to ameliorate the impact
of this characteristic of the schedule on professionals, exchange mem-
bers and nonmembers enter into various types of reciprocal and special
service arrangements, and that the regional exchanges have developed
the multiple trading of securities listed on the principal exchanges,
thereby permitting regional-only members to trade in those securities.

Yet there remains a substantial numbér of broker-dealers not mem-
bers of any exchange who apparently desire to deal gainfully in listed
securities. The third market provides such nonmember broker-dealers
with an economically feasible market for doing so, and 435 had deal-
ings in listed securities over the counter on January 18, 1962.24° This
motivation apparently explains the great bulk of the trading by
broker-dealer intermediaries on the third market. These broker-
dealers are distributed in communities ranging from small to large
throughout the country and, while including some sizable firms, gener-
ally consist of the smaller ones. ;

Also participating in the third market as intermediaries for public
customers are commercial banks representing individuals with whom
the bank enjoys only an agency relationship. A NYSE transaction
study in 1955 reported 20.4 percent of commercial bank share volume
on the Exchange was of this type.’®® A leading market maker, doing
a considerable volume of business with commercial banks, expressed
the opinion to the study that approximately the same portion of bank
volume on the third market today consists of this type of transaction.

The banks appear to charge from $5.00 per transaction to, in some
cases, the full NYSE minimum commission charge plus a small trans-
action charge. The Special Study made no exhaustive study of the
matter and obtained details on such charges from only a few banks.
It found that one large metropolitan bank charges its custodial and
Investment advisory accounts on each security transaction, wherever

147 See ch. VIL.D.3.

143 See ch. VI.I.2.a and also pt. E, below.

149 See ch. VII, app. A, table 18. The OTC-6 sample of such broker-dealers consisted of
less than 5 percent of this number, presumably the larger firms, and furnigshed little infor-
mation concerning their operations. The generalizations concerning this group are based,
not only on the questionnaire response, but on personal interviews with the principals of
several of these firms as well as with the market makers,

. BONYSE, “Institutional Investors and the Stock Market,” September 1955. The cus-

tomers are described as “individuals ( nonfiduciary).”
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executed, an activity fee of $2.50, and on each over-the-counter prin-
cipal transaction, including third market transactions, an additional
special charge equal to the NYSE minimum commission.*®* This bank
states it trades on the third market only when it can secure a price
equal to the last sale on the NYSE. Banks which impose fees of this
type thus seem to have, for the accounts to which the fees are appli-
cable, the same incentive as broker-dealer intermediaries on the third
market : they are able to charge more for their services in handling
third market transactions than exchange transactions.

c. The market makers ~ .

At the core of the third market are the broker-dealers actively
engaged as principals in buying and selling NYSE-listed securities
over the counter on a continuous basis and holding themselves out
to institutions and other broker-dealers as making markets in such
listed securities. As indicated above, the data available do not permit
a quantitative definition of their participation in the market, but the
market makers appear to participate in soine stage of almost every
transfer between two public customers.’® Though listed stocks are
also traded outside the formal markets, the market makers are the
third market transactions than exchange transactions.

Each market maker is free to make a market or discontinue:a market
in a listed security at will, and its trading is subject only to regula-
tions applicable to over-the-counter trading and not those governing
trading on exchanges. None of these firms, with a single exception,
is a member of an exchange.’® They have followed different routes
in entering the business, though the original purpose appears to have
been to service the needs of institutions. For example, one large:
market maker specializing in utility stecks states that,in the 1920’s, 1t
continued to trade over-the-counter thé stocks of companies in which
it was interested after their listing on an exchange. Amnother large
diversified market maker embarked upon the trading of listed stocks
to meet the expanding needs of institutional customers which it had
formerly served only in the field of bonds. The real growth of the
third market has taken place in the last 20 years, and, as indicated-
above, 14 of the 17 firms actively making markets in 1962-had entered
the field since 1950. ; ‘ 1

The discussion of securities and size of transactions above has indi-
cated the substantial differences among the market makers which
persist in many areas of their structure and operation. The fitms
range from several of modest financial resources to some of the largest.
in the securities business. There is a similar span in the relative 1m-

151 The bank: describes this additional special charge in its published fee schedule as
follows: ““A charge equal to the usual broker’s commission will be made when we negoti-
ate transactions in securities without employing 4 broker.” MMhis is apparently intended
to mean that the bank will collect the special charge when it buys, or sells stocks over-
the-counter through broker-dealers on a principal basis, but nét when the transaction is
made with the broker-dealer on an agency basis. - Apparently because-of*State law, the:
specmltcharge is applied only to the bank's custodial advisory accounts, not to its trust
accounts. ’

152The transaction reports of the 37 firms reporting under Questionnaire OQTC-6 point
to the probability that the market makers participated in approximately 97 percent of
transfers from one public customer to another in 1961. Only 2 of the 37 firms did any
substantial business outside the markets of the market makers, -and their 1961 volume of
this type was 3 percent of estimated 1961 off-board volume in NYSE stocks.- i
11588 One, ymarket .maker' réported membershipion' o regional exchange ‘and - .an assocliate
membership on the Amex.. As stated above, NYSE members are generally:prohibited from-
téading NYSE :gecurities over :the counter. -See sec. 8.b, below, for discussion of similar
rules on the Amex and regional exchanges, N g
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portance of third market activities to other aspects of their operations.
Two of the seven largest firms, specializing in markets for utility
stocks, are sizable, departmentalized securities houses doing a consider-
able volume with institutional customers; their third market activities
are heavily overshadowed by other departments. Two smaller firms
also do a substantial volume in over-the-counter securities, in each
case equivalent to about three-fifths of their third market volume.
The other threé rely much more heavily on their third market trading
(table VIII-54).
An analysis of the characteristics of the market makers reveals some
eneral patterns of orientation. The concentration by three firms on
institutional business is reflected not only in the nature of their custom-
ers as reported in response to Questionnaire OTC-6 but in their em-
phasis upon markets in utility issues** and the relatively large size of
their transactions. Two firms doing business mainly with broker-
dealer intermediaries make markets for many of the more active issues
on the Exchange and do a relatively much greater volume in the smaller
transactions. Two firms appear to blend both types of business.

As indicated above, the market makers trade almost exclusively
with institutions and with broker-dealers. Since institutions trade
largely through skilled trading departments,**> the market is almost
exclusively a professional one.’>® Some 7.5 percent of the seven largest
market makers’ trading appears to be with each other (table VIII-
55), but an analysis of that trading reveals no consistent patterns.
There is evidence that the market makers are more interested in doing
business with institutional and broker-dealer intermediary customers
than with each other. .

The professional character of the market is evidenced by the media
employed by the market makers to merchandise their services. The
approach used is designed to attract the attention of professional cus-
tomers. A majority of the makers advertise their markets by main-
taining bids and offers in the sheets of the NQB. Virtually all firms
advertise their marketmaking by means of circulars or “trading
cards,” with two firms relying solely on this type of communication.
Some mail only to institutions, some only to broker-dealers, some to
a list including both classes of customer. Some give bids or offers sub-
ject to change, and some the range within which transactions will
probably be effected.”®” Most distribute the circulars on a weekly or
monthly basis, but a few do so daily.

Also in keeping with the professional character of their customers
1s the stress of the market makers, at least those relying most heavily
on third market activities,*>® on the trading of securities and the omis-
sion of the varieus customer services performed by the public com-
mission houses on the exchangeés and described in chapter VI.I.2.c.
The market makers appear to have no security research or investment
counsel staff, sales representatives, customers’ rooms or similar per-

85¢ Qne of the firms, previously concentrating on utilities but also making markets for
sor&e oil issue‘s‘i initiated markets for a large number of industrial stocks in 1'963.

156!%‘131% I;grxg “'professional” is defined in ch. V.A.1 to include persons earning their liveli-

hood directly in the securities business. . It is employed here, more broadly, to encompass
also those engaged in.the occupation of trading securities om behalf of public customers of

the securitief markets:: . 1 ~Teimam Mo 2 o
1351 Ay the:discussion of grieing méthods in sec. 5, below, makes clear, such general indi-
cations of price appear to have little meaning. s

158 Jt is difficult to separate the services related to the third market performed by the
larger departmentalized firms from those associated with other aspects of the business.
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sonne] and facilities devoted to the merchandising of listed securities.
Nor do they engage in margin financing, safekeeping of securities or
many of the auxiliary service functions usually provided by stock ex-
change firms for customers. These market makers thus tend to corre-
spond to the purely wholesale firms in the over-the-counter market
generally, although the bulk of their dollar volume is “retail” business
with institutions which are the public customers, as distinguished from
“wholesale” business with other broker-dealers or banks representing
public customers.

The importance to the market makers of the prices and quotations
on the NYSE is shown by their communications channels. All the
larger market makers subscribe to the NYSE ticker service. Each also
has direct wire connections to NYSE member firms, the number of
such connections ranging from 15 to 141 for the 7 largest firms,*® with
the cost apparently being generally shared bg market maker and mem-
ber firm. These wires are used to transact business on the Exchange,
but are also employed to obtain the current NYSE quotations, via a
member firm. The market makers also possess the elaborate com-
munications networks em%loyed by the wholesale over-the-counter
dealers generally as described in chapter VII, linking them to each
other and, in some cases, to their customers. The largest market
makers operate branch offices, and the others have strategically located
correspondents to facilitate communication by potential customers at
minimum expense.

As indicated above, the market makers engage in some agency trans-
actions, but 93.3 percent of the volume of the seven largest in 1961
was for their own account as principals, such dealing being the es-
sence of their market making activities (table VIII-56). gi‘h& em-
phasis on principal trades establishes the capital resources of each
market maker as an important element of its capacity to function.
Though not the subject of specific inquiry by the Special Study, and
despite the variation among firms, the evidence is that these resources
tend to be substantial. As stated above, several of the seven market
makers rank among the large firms in the securities business. One
holds itself out as ready to buy or sell 1,000-share blocks in many
issues. KFor the 8 base weeks reported on by the 7 largest market
makers under Questionnaire OTCE6, 21.7 percent of the share volume
was in principal transactions of 2,000 shares or larger, many in stocks
priced higher than the average share price of $60 paid by institutions
on January 18, 1962.

It was also possible to obtain some insight into both the financial
capacity and the method of operation of the market makers by com-
paring their daily dollar volume in securities in which they made
markets in. 1961 with their trading inventories in the same securi-
ties as reported to the Commission in the annual broker-dealer re-
ports for 1961 (table VIII-57). Fluctuations in size and value of
mventory limit the usefulness of such one-time statements of inven-
tory. Furthermore, the statements report actual inventory positions
on a particular date and not capital or ability to take a larger posi-
tion as required. Subject to these important limitations, the data
reveal a broad range:of dollar inventories as well as a considerable

_ .32 Df thisl Jatter total.: 80-were employed in* whole or part in connection with third
market buslness; a7 7. S ,
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variation in ratio of inventory to trading volume, ranging from one
firm whose inventory was only 1.3 times its average daily sales to
another whose inventory represented 12.5 times such sales.

The returns by the seven market makers of Questionnaire QTC-6
also permitted an examination of inventory Il){atterns in a limited num-
ber of stocks at the end of the 3 base weeks in relation to average
daily volume of trading in the same stocks. It reveals notable dis-
parities in position taken by each market maker in each security and
for the same security at different times. Thus, to cite an extreme
example, one firm had a long position of 45,711 shares in one stock
on one of the inventory dates, and virtually no position on the other
two. The ratios of inventories to sales of specific stocks reported
under Questionnaire OT'C—6 generally tended to be considerably lower
than the firms’ equivalent ratios for total inventories and sales. The
difference seems to be due to the questionnaire’s request for informa-
tion concerning the most actively traded stocks, while the market
makers are apparently compelled to maintain their largest inventories
in the less active issues.

The market makers’ willingness and ability to take a large posi-
tion, long or short, is discussed below in connection with the mechanics
of market operation. At this point, it is enough to say that the sub-
stantial overall positions of most of the market makers are ap&mrently
maintained in relatively low average inventories distributed among
all the stocks in which they make markets, and that these are capable
of sharp increase to handle large-sized transactions, purchases or
sales, as the situation requires.’*® One market maker testified that
it “could be long a very small amount or * * * could be long 10,000 or
15,000 shares.”

Nor is lack of inventory a bar to a sale. The market makers sell
short—

when customers wish to purchase in the offering side of our market and we have
an insufficient number of shares on hand to fill all, or part of the order.
Inventories include substantial short as well as long positions.s!
Despite the general variation in securities positions among market
makers, at times most or all firms making a market in the same stock
may be short in it (table VIII-58). The market makers do not deter-
mine whether customers’ sales to them are short, but generally asserted
the opinion that their customers seldom sell short on the third
market,.162

5. OPERATION OF THE MARKET

It may be stated as a general rule that the price of a stock on the
third market rarely deviates from the price obtainable on the NYSE
by more than the Exchange commission. While the off-board price
1s thus related to that of the NYSE, the connection normally is not,
with the single exception of odd lots discussed below, an automatic or
mechanical one. The market makers have developed a wide variety
of pricing and trading practices to govern the operation of their

160 The relatively lesser need for such flexibility in the case of the two firms catering to
(nonmarket maker) broker-dealers i3 -reflected by. their 1ower turnoyer:ratios. - .

1 Long and short positions have been aggregated to arrive at total inventory for pur-
poses of the discussion in this part.
. 22 There was said to be no evidence of short sales by institutions, while broker-dealer
intermediaries and their customers sell short on this market only infrequently,
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markets. They will be examined in this section, particularly from
the reference point of a comparison with practices on the NYSE.

The responses of the market makers to Questionnaire QTC-6 re-
vealed perhaps a more consistent approach, in theory, to the problem
of pricing than most other aspects of their business. One large diver-
sified market maker described his pricing method as follows:

The pricing of a stock or making of a market at any given moment involves a
combination of factors. Those factors include the firm’s current inventory posi-
tion, the trader’s attitude toward the market, the nature of the inquiry, and
other inquiries received in that specific security. After all those considerations,
there must be added the desire and the willingness to be competitive. Normally,
we try to maintain a-3g- or %4-point spread between bid and offer price with a
minimum of 100 shares bid and offered. In the process of being competitive the
following factors are considered : ' ‘

The last public transaction price as reported on the NYSE ticker tape. ‘

The bid and asked quotations as provided by the facilities of the NYSE,

The off-board market being made in competition to our market.

Another firm, specializing in markets for utilities, added other relevant
considerations: ‘

Any one or any combination of the following would have a bearing on the
pricing of listed securities: ’ . :

1. Last sale on the New York Stock Exchange.

2. Current bid and asked quotations.

3. Range for the day.

4. Size of the block may make it desirable for the buyer and seller to

agree mutually upon price. g

‘5. Our judgment as to the relative value of the security involved.
Still another firm,.a diversified market maker, cited specific examples
of its pricing policy:

We deal in stocks selling below 30 with a total spread of %4 of a point; e.g.,
247% bid—offered at 2534. On stocks selling between 30 and 100 a spread of 1%
of a point; e.g., 8934 bid—offered at 9014.

Eastman Kodak—3-point spread; e.g., 993, bid—offered at 100%.
Du Pont de Nemours—I1-point spread; e.g., 199 bid—offered at 200.
IBM—2-point spread; e.g., 399 bid—offered at 401. We purchase blocks

of stock from professional sellers at prices which are arrived at by
negotiation.

Since it appeared that this firm generally “straddles” the last price
on the N Yé)E, the previous sale on the Exchange in its first example
given above might well have been at 25. . The market'makers do not,
however, uniformly straddle the Exchange price. An officer of one
of the firms, stressing the competitive nature of the market, testified
to the Special Study that the market made—
* * * depends on your feeling in the market for one thing, your position for
another thing. But normally * * * one side of our market has to be in line
with the board or else we are not going to be competitive." In other words, on
the board Telephone [might be offered] at 128. My market might be 123 to a half
if I was a better buyer than a seller. " Or vice versa, I could make the market
at 122145-3, if I were selling. S

The combination of a realistically narrow spread between the quotes
and a balanced straddle, in which the last price on the Exchange falls
halfway between the market maker’s quotations, appears to be the
type of quotation most likely to produce a maximum volume of bal-
anced trading activity. A market maker able to draw the same in-
terest on.both sides:of the market:by quotesequally attractive to both
buyers and sellers would theoretically realize a gross trading margin
equal to the spread between hi§ quotes without affecting his position in
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the stock. The hypothetical situation in Telephone in the testimony
quoted above represents a quotation of interest only to one side of the
market. A quotation presumably cannot deviate from the price avail-
able on the NYSE by more than the amount of the Exchange com-
mission ; a greater deviation would tend to shunt the business, if not
to a competitior, then to the Exchange.

The off-board market available to a customer is, of course, the com-
bination of the best bid and best offer in all markets forthe stock being
made by competing market makers at the time of inquiry. It cor-
responds to the wholesale or inside market in the over-the-counter
markets generally.’®®* In the example cited above, three firms might
quote Telephone as 19214-1231/, 122-123, and 12214-12234. The high
bid of 12214 and the low offer of 12234 would then constitute the best
market at that moment. The off-board volume would be expected
to gravitate to the two firms making these quotes, sales to one and
purchases to the other, so that the third would be compelled to adjust
one or both of its quotes to become competitive.

While pricing principles are basically the same for all types of
trading on the third market, there are important differences between
the application of these princi}iles to the trading of broker-dealer
intermediaries, generally in odd lots and small round-lot transactions,
and the direct dealing of institutions, generally in the larger trans-
actions. It must be understood of course, that any hard distinction
is an oversimplification : institutions also deal in odd lots and smaller
round-lot transactions on the third market, and individuals may
occasionally trade in large-sized orders through broker-dealer inter-
mediaries. But the difference is essentially a valid one, and the market
mechanics have been fashioned to meet the needs of each type of trans-
action and customer. Consideration is given first to the smaller trans-
actions, which involve the simplest form of utilization of the market,
before taking up the more complex factors involved in the larger
transactions. : ~

a. Odd lots

The pricing of odd lots, which have been shown to constitute a sur-
prisingly large portion of the share volume of the third market, is
comparable to the practice on the NYSE. As described in chapter
VI1.E, market orders for odd lots on the Exchange are priced at the
next round-lot price following receipt of the odd-lot order on the floor
of the Exchange, plus or minus the odd-lot differential of 14 point on
shares priced up to $40 and 1/ point on higher priced shares. The mar-
ket maker transacting the largest volume of odd-lot business in the
third market advised the study that he generally applies the same dif-
ferentials but bases the odd-lot price on the last round-lot price on the
Exchange, rather than the next price. Because of the difference in
pricing the two types of transactions, an odd-lot customer may some-
times receive a better price than a round-lot customer. This seemingly
incongruous result occurs when the market maker is quoting a regular
round-lot market that is further away from the last Exchange price
than the amount of the odd-lot differential. To avoid confusion result-
ing from this difference:in basis for quotation, this market maker may
identify its quotes to ' prospective customers as “round-lot quotes.”

168 See discussion of wholesalle markets in ch. VIL.C.



REPORT OF SPECIAL STUDY OF SECURITIES MARKETS 891

Another large market maker makes no distinction between round-
lot and odd-lot prices, using the same quotes for both. The spread
between his quotes, which straddle the previous Exchange price, re-
sults in an odd-lot price that also tends to approximate the last
round-lot price on the Exchange plus or minus the Exchange odd-lot
differential. The remaining firms seem to reach roughly the same
result.e

b. Smaller round-lot transactions

While there is a notable difference between third-market pricing
practices for smaller and larger round-lot transactions, the terms are
relative and the dividing line is fluid. But there is no need to draw a
quantitative distinction. This subsection considers trading in round
lots where depth of market is not significant, while the following sub-
section takes up transactions in which it is important.

Absent depth of market as a factor, price becomes the only important
area left for competition in the market makers with each other and
with the principal exchange. Here, as indicated above, they seek to
be competitive on both sides of the market and, in any event, to do
business, must be competitive on at least one side!® The market
makers are dealing with professionals possessing access to the latest
and best price information and who are usually aware not only of the
last Exchange price and current quotations but also of the quotations
of other market makers dealing in the same stock.

The evidence is that this information is used. The returns to Ques-
tionnaire OTC-6 showed that the broker-dealer intermediaries gener-
ally do business with a number of market makers in stocks which have
multiple markets. One of the largest of these firms visited by the
Special Study had direct telephone lines to three market makers and
stated that it consistently “shopped” all firms making markets in a
particular stock in order to get the best execution. From the other
side of the market, one of the large market makers advised the study
that, aside from calls regarding odd lots—which generally resulted
in orders—at least half of all inquiries for round-lot quotes did not
result in trades but represented the inquiries of customers shopping
for the best price.

Nor are the trades necessarily completed on the third market. The
returns of Questionnaire OTC-6 and interviews with broker-dealer
intermediaries reveal that a substantial portion of their business in
listed stocks is transacted on the NYSE. They trade there when none
of the market makers is quoting a market competitive with the
exchange.1%¢ :

While the third market is a “shopping” market, there is obviously
less room for negotiation in the smaller transactions than in the larger
ones. The market makers prefer, of course, to trade at their quota-
tions; negotiation away from the quotes can only shave their spread.’®
At the same time, however, they are eager to do business where feasible

16¢ The Special Study did not secure detailed information on odd-lot pricing from the
other market makers, and this generalization is based on the transaction reports to
Questionnaire OTC-6.

16 The market maker will generally advise its customer that it “is not making a good
market” if an inquiry is directed to the side of the market in which it is not ‘¢ompetitive.
__ 3 In such cases, of course, the broker-dealer, not being a member of the Exchange,
must pay the full public commission. Co o ’ o

167 Where the customer does not accept the market maker's quotes but chooses to ne-
gotiate, the market maker is relieved of the obligation of dealing at his quotes.
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and do engage in limited negotiations, even in small round-lot transac-
tions, to make a deal. Thus, where the market maker is quoting
293,304, a buyer will normally have to pay 3014. Butif, at the time
of inquiry, the highest price on the Exchange for the day has been 30,
the market maker may agree to the lower price. . )

Negotiations may take other forms. A broker-dealer intermediary
may hold an order to buy 100 shares at 49 when the market maker is
quoting 4834-4914. The market maker may, if he is interested in
closing a trade, shave his quote to 4914 and attempt to trade on this
basis, though such shaving appears rare in the smaller transactions.
He is more likely to offer to sell at 49 “plus a quarter.” Such a price
enables the broker-dealer intermediarfr to confirm to his public cus-
tomer at 49 plus commission, thereby filling the order at the customer’s
price but with the sacrifice of one-quarter of a point from his
commission. ‘

Important to an understanding of trading in the smaller round-lot
transaction on the third market 1s an awareness of the different bases
upon which institutions and broker-dealer intermediaries trade with
the market maker. The institution trades directly for its own account
as principal. This means that it is generally interested only in the
comparative net cost or proceeds of the transaction, the price paid
or received on the third market, net of commissions, versus the price
paid or received on the Exchange, plus or minus commissions. Thus,
the institution may find it worthwhile to trade off board where the
price is inferior to the price on the Exchange but better than the total
of price and Exchange commission. -

But the broker-dealer or bank dealing as agent represents a public
customer and must therefore also take into account the effect of the
commission charge (or markup) on the customer’s final cost. If the
off-board price is inferior to the price realizable on the Exchange, and
if the intermediary adds a commission or service charge equal to the
Exchange minimum commission, the public customer may pay a higher
total price (or receive lesser proceeds) off board than if the transaction
had been handled on the Exchange through a member. The broker-
dealer is generally not presented, of course, with any clear-cut selection
of executions on the two markets. The off-board quotes tend to be
competitive with those of the Exchange. Further, execution of an
order by a market maker is immediate and definite, while the price on
a market order transmitted to the Exchange cannot be known until
after its execution, often at a price other than either the quotes or the
previous price. But it is obvious that in weighing prices on the two
markets, the broker-dealer concerned with the ultimate cost of the
transaction to his customer and charging the Exchange commission
does not enjoy the margin of that commission which is available to
thekinstitutional public customer dealing directly with the market
malker.

¢. Large round-lot transactions

The large-sized transactions, involving the market’s depth, pre-
sumably constitute the type of trade for which the third market origin-
ally came into being. And while the smaller transactions discussed
above have become increasingly important as this market has expanded

108 See ‘discussion of order “with an adjustment” in pt. E4.d(1) below,

e
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its business with broker-dealer intermediaries, the relatively larger
block transactions **® of institutions continue to provide the greatest
part of the dollar value of trading on the third market. For this rea-
son in addition to the added dimension of depth of market involved
in such transactions, they present the most important and intricate
aspects of pricing and trading mechanics on the third market.

The trading follows many different patterns and variations, all
apparently subject to certain general underlying principles.’” An
institution initiating a large block purchase places a telephone call
to the market maker. The institutional trader may merely ask for the
quotes, without revealing the “side” (buyer or seller) or “size”
(amount) of his interest; he may indicate the side and not the size;
he may show both. The market maker’s answer often depends on the
information given him by his customer. He may state only the quotes;
i.e., the bid and asked prices, and wait for an indication of the cus-
tomer’s interest as buyer or seller, or he may quote and give the size
of his market at the same time, as; e.g., “483,-491,. We are 500 by
1,000,” thereby indicating a bid of 500 shares at 483/ and an offer of
1,000 shares at 4914. The institution may accept the offer, or express
no interest at this price, or attempt to purchase at a lower price. The
parties often bargain at this juncture, the buyer claiming a weak mar-
ket on the Exchange, a lower price being charged by other market
makers, or a variety of other considerations to justify a lower price,
while the market maker replies in kind. Each party seeks to make the
best trade possible; if they agree, the transaction is closed.

An institution interested in more stock than the quantity offered
by the market maker may show its interest either generally or by a
precise statement of size. The market maker must then evaluate
the net effect of the relevant pricing considerations discussed above
as applied to this specific situation. He is not limited by lack of
inventory, and may sell short to fill all or part of the demand. The
decision often depends on the information divulged by the customer.
If shown only a general buying interest, the market maker must
guess whether or not the order is the begininng or the “cleanup” of
a larger transaction—the difference being significant to his assump-
tion of risk. Thus, he may sell short to help clean up a small order
but not to fill the opening orders of a larger buying program, which
rr}llay also be effected on the Exchange and tend to drive up the price
there. ‘

But much as the market maker may desire to know his customer’s
precise 1nterest, a custom of the business is to ask no questions but
to trade within the limits of the information supplied by the customer.
The most that a market maker may ask (of a buyer) is the general
question: “Do you want to see any more stock if we run into it?”
Many institutions regard secrecy of plan as an important tool in
securing good executions and deal in small portions of a larger pro-
gram without divulging the entire program, sometimes spreading the
trading over a relatively long period of time. Other institutions,
more communicative, may acquaint the market maker with the gen-

18 The term ‘block” transaction is used here, as ip pt. C above, to refer to a change
in position resulting from a single primary investment decision. A block purchase or
sale may involve a number of individual trades. o .

170 l,z[uch of the following discussion on pricing and trading methods is based on the
study’s interviews with two of the largest market makers. 3 ‘
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eral range of their interest. When this occurs, the market makers
assert that it is an unwritten rule that they will not prejudice the
customers’ dealings with others by “shopping” the deal around.*™

A market maker who knows or calculates that an institution is
phasing a block transaction over a period of time will generally try
to satisfy a maximum portion of the program. If the market maker
has reason to think that a particular purchase may be part of a
larger block, he may endeavor to locate additional sources of stock,.
which ‘he may purchase and offer to the institution in the hope that
it is still a buyer. A large institutional program may thus involve
the market marker in a number of smaller trades over an extended

eriod.

P At times the negotiations may take a different turn, particularly
when an institution involved in a block transaction is unwilling to
make advance commitments and the market maker chooses not to
take the risks of a principal transaction. In such cases, the market
maker may seek out potential sources of the stock, which it often
knows because of its continuous dealings with large investors, and
secure a firm commitment before offering the stock to the institutional
customer on an agency basis.'™ Such trades appear to constitute
the greatest part of the agency volume transacted by the market
makers in the stocks in which they make a market.17s = = -

A few generalizations may be made about the market maker’s ac-
tivities in the larger sized transactions. The larger the deal, the
more negotiation is likely to be required ; the greater is the deviation
from the last price on the Exchange likely to be; the less likely is the
market maker to make the deal for his own dccount and the more
likely to handle it on an‘agency basis. On the other hand, the greater:
the market maker’s knowledge 6f his customer’s needs, the greater
the likelihood of his assumption of the risks of a dealer transaction,
and the greater his customer’s expectation that the market maker
will not compete with him in trading the particular stock but will
“show” any stock to him (in the case of a purchase) before offering
it to another customer.7¢ '

. These generalizations are all subject to qualification to suit the vary-
ing individual policies and practices of each market maker. One
market maker indicated to the Special Study that it had engaged in
principal transactions for individual blocks of securities involvin

outlays in excess of $1 million. Another stated that it engaged in the
larger transactions only on an agency basis, indicating a definite differ-
ence in trading philosophy from one of its competitors: “There trad-
ng 1s entirely different from ours * * *, 'We believe in buying some-
thing-and selling it * * *. ‘T believe they will takea heavy Pposition in a
stock and just stay with it.” Yet the market makers catering to in-
stitutional business generally appear to do both: turn over their in-
ventory rapidly and take a heavy position, as required. This ability
to take a heavy position, or to negotiate a large deal on an agency

1 Exchange specialists also téstified to the study that they refrained from competing
with customers who ‘“show their hand.”
. 12 Exchange specialists will often act as “finders” in this kind of situation, and if a trade
ISS egpéxﬁ.q%inated as a result of their, efforts they will oftén{ ‘be rewarded with’ floor brokerage,

soa i WA AOR 0 2 e iatagly bprenrd oo ap vgaabier almn S

3 A s indiéated dbdve in’ soc. ‘i.b, several broker-dealérs:who do not seike markets spe-
ciglize 1?-%§%ﬁ¥gtmﬂ, ong, of thisdind,n; i - oorc LT T )

74 Tt i not intenided to suggest. that expectations of spractices are -different in these
respects from those in respect of transactions effected under exchange mechanisms.
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basis, undoubtedly constitutes the single attribute of the market
makers most important to their institutonal customers.

Since the tape and quotes of the Exchange are so influential in the
pricing policy of the market makers, it is not surprising to find that
they consider institutions to be circumspect in guarding against activ-
ity on the Exchange which may prejudice their off-board operations.
Thus, an institution trading a large block on both markets may nor-
mally be expected to complete as much of the transaction as possible
off board before “cleaning it up” on the Exchange. A reversal of
priorities can lead to the institution’s own activities pushing up the
price on the Exchange in the case of an accumulation of stock, or
driving it down in the case of a liquidation, in either instance tending
to prejudice the off-board price.?” '

The fundamental differences in chardcter sbetween the continuous
auction market of the Exchange and the negotiated over-the-counter
markets are defined generally in chapter V and are considered with
respect to each market individually in chapters VI and VII, respec-
tively. Here, in this discussion of the over-the-counter market in
listed securities, it is possible to examine these differences as they may
specifically affect the utilization of market by institutional customers
dealing in blocks of securities and free to deal in either market.

Any such examination must avoid several dangers. One is that it
not overstress the bounds of competition. Block transactions are often
programed out, on a dollar-cost-averaging or equivalent basis, over a
period of time, regardless of whether handled entirely on one market
or the other, or both. The markets are likely to be complementary
in executing the block as a whole, even though competitive for the
individual trades making up the block program. In this respect,
the inherent attributes of each market—the auction market of the Ex-
change and the negotiated off-board market—may suggest differences
in method of operation. Thus, while the comparison here is made of
the execution of transactions of depth on each market, the choice in
any specific case may be between such a transaction on the third
market and a larger number of smaller sized transactions on the Ex-
change. The skilled institutional trader, interested in securing the
best average net price for the entire transaction, utilizes the best of each
market throughout each trading situation, which is continuously
changing to reflect the impact of a variety of forces.

Comparison of the markets is also not to be construed as intimating
an equal capability for handling of all block transactions. - The great
preponderance of institutional trading in NYSE stocks takes place
on the Exchange and only some 10 percent on the third market. The
limited purpose here is to consider why any of it is handled away from
the Exchange. For purposes of that consideration, attention is focused
upon the regular trading of the auction market of the Exchange and
not upon crosses of stock or any of the Exchange’s special plans for
execution of orders considered too large for execution on the regular
auction market within a reasonable time.

An essential difference between the two markets is reflected in the
two functions of the specialist on the Exchange: as a broker, to hold

R ot ) AR L
A7 Thongh.the fransaction data supplied under Questionnaire IN—4 generally reveal a
pattern-supporting -the opinions of the market makers on this point, they also show that
institutional investors sometimes use both markets simultaneously. and occasionally even
trade on the Exchange before going to the third market,



PRPR——————————

806 REPORT OF SPECIAL STUDY OF SECURITIES MARKETS

and execute orders for the public and as a dealer, to make a market
and trade for his own account. The trading of others, whether the
public or other members of the Exchange, constitutes, of course, the
added dimensions of the Exchange market not available to the market
maker on the third market.)”® The specialist possesses the intimate
knowledge of the market made possible by his book and his central
position in the trading of the stock on the floor of the Exchange, while
the over-the-counter market maker looks to the Exchange’s tape and
quotations as a basis for his own trading. The specialist, however, is
subject to certain restrictions in permissible trading activity stemming
from the regulation of the conflict between his agency and dealer func-
tions: he must give due regard to intervening orders from others and
to his fiduciary obligations to members of the public whose orders he
holds as agent or subagént. The market maker on the third market,
dealing for his own account, is free of such limitations.

The differences in market structure account for differences in me-
chanics of trading. Institutions can, and in most instances do, deal
directly with the market makers on the third market. While they also
possess the right, at least theoretically, to communicate directly with
the specialists on the Exchange, many specialists will not deal this
way, and most institutions, whether for this reason or otherwise, do
not deal directly with specialists but trade through another member.1?
The significant difference is that in one case the institution, which
often possesses a skilled trading department, deals directly with the
market makers; in the other, it negotiates through an intermediary.

An institution’s dealings with the specialist may also be influenced
by awareness of his power to influence prices of all markets. Failure
to make a deal with a market maker over the counter presumably does
not prejudice the Institution’s opportunity to deal advantageously
elsewhere. The specialist, however, occupies a key position affecting
all markets on which the security is traded. His knowledge of large
interest on either side of the market, evidenced by a substantial order
overhanging the market or by continuous dealing by a single broker
or even a group of brokers, may in itself lead to an adjustment of quo-
tations to anticipate the effect of that interest on the market.'™ Aga
consequence, there appears to be a tendency for institutions to be more
secretive in their dealings on the Exchange than on the off-board
market. One NYSE specialist responded to a question concerning

the difficulty of getting a firm bid on the Exchange for a large block,
as follows:

I think the problem is that the person doesn’t open to you and tell you what
he wants to do.

The differences in market characteristics merely provide part of the
setting for the basic question of the reasons for preference, in any situ-
ation, of the over-the-counter market for the trading of listed stocks

176 Subject, of course, to a qualification for agency transactions in which, as a broker, he
seeks to pair buyer and seller.

177 In either case. of course, they pay the full commission rate. In ch. VI.D, it is recom-
mended that specialists not be permitted to deal directly with public customers because of
the problems which arise from the mingled broker-dealer functions of the specialist system.
ﬁttp&'esgntkthis problem does not seem to exist with respect to over-the-counter dealings in

sted stocks.

178 It should be ilotegi that an analysis covering 3 sample weeks, though admittedly
not conclusive, indicated that wWhen specialists dealt in blocks they seemingly did so at
a’ ait\;price -¢onsidering ' the 'vpxgces of transactions immediately prior and subsequent to
{hé’block trade. See ¢h. ¥VI.D.6.h.





