NYSE - Give-ups

May 19, 1966

Mr. G. Refth Punston, Prosidecs
Mow York Jtock Exchange

Eleven Woll Stxaal

Now York, New Yook

Pear Mr. Funstons

This letter rvefers Lo the propossis cutlived in your letter of Nowweder 11,
1965, and to ths cubseypent twsolings with the Coxiesion an ovembor 2,
1965 and Hoxch 26, 1966, in vhich you sst Soxth the purposa of propoved
chgnges in ¢he coumission xate otvucture of the txchange,

Your proposal contemploted chat memboxs could “give-up" pect of their
cozmpigsion to anothor pober 45 guch othor wambey porfommed o Sunction

with reupsct to the oxdor. Youy Sudts and PZevenees Commigtee tentstively
proposed that an “origiosting” brokee would be permietsd to shexe cornissions
with otlnr mosbevs, appacently ot Chn disection of a customse, €c the catong
thet such othex fiwm perfonmmd cortein desiguatod functions in sonnection
with the oxrdor. . Your propoaal; howvever, vestricted €he aucunt given up to
not in excaps of 50% of the coamuission on the catize oxder "iess any
nocRssary expenuas payable to othor mendors for clousenss, flcor brokurage,
otc, at the customary xates.” You explained ehat all of the £loor burokerage
vwould bo votained by &he owecuting brokos.

Your comuittes was prupared to consider a discoumt to nonstehorx brokurs of
25% of the oiuimm nomender comisafon wate. I8 wos the committee’s
objective 2o provide sccess to tha Bxchonge vaghet for thn mblic duciness
of boua £ide ooumanber brokers., In cur discusaionz, you expleined thst thie
proposal would onadie tha Exchenge to attract fnstituticnsl businoos fzom
Reglonal Eschaoges by posmiiting lvcticutions o Craussmit tihwir owlerw
chrousls nomeshes drolieve who would furvwaxd tham to 8 pambaxr £iym Sox
exccution. The wonesmber broker would wvecefve e 25% discouut which it
would not bo pemmitted to sbare with the public cuatomar. In our respoase
to you on Decenbor 22, 1903, wo stoted that your propouals J4d nnt wmsolve
- the problon of Mgive-ups” in a tlovoughly sdoyuaie momper, UYe forthor
aoted:
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Poge BDuo

"&ee it {6 clesr {xom your letter end Svom

muboagusnt

discussious that under your propocal

neobere would continue to shere in Smchauge camis-
vions eo extre compensation fox castuel fund eales
algchough ie might appear thet technically thoy would
provida services to the axscuting Sirxm in originating
or ransmicting oxders. In seality, howaver, eny
gservices that such fimme would porform would neem

0 bo umocessery for the axcution of the oxder

apd £orx the most past would create edditional papore
work merely 2o juecify o pilvo~up.

‘abgent @ councexvailing cumving, 4¢ would appoax’
that shering in commigofone, in che ccase of providiug
rounrds that are coroiatad to tha espcution of trons-
octions for boop f£ide customers, is vot an appropriate

pmtaﬁ@o

Such axrangaments shuld de distinguishod

fron the situstion fa which o broker-desler 2 selectad
by his customer to enccota en urdor eénd fyvom ¢ha por-
fomsaco by other brolter-degsiern of appropriags aund
wajuable sorvices in conpecCion with the eranmactioon,

@ @ ] @

"o are gmmuy m oscord with the Cammittes’s

bar brokeredoaiers who ceuse

gipir custoaers ordata to be brought o the floow
through 2 momber sbould be entitled to compensatica
for tholr eexvicas fn comnection with the expcutioco
of the Owxder by appropriste charing of the comufasion.
If, however, errangameute gre woade for such sbaring
of coxalssions, chey siwnild be so coafined that they
cawmoct be used ez o vohicle for perpetucting orx
entenddry, dmproper give-up practices and comsoquently
the meesures discussed abovn with wespoct to the
splitting of commissious anong mexbers suould be
equaily applicable o any sharing of coumisoions with
noneteEbers

On the bagfie of our subseguent discussions with you, we bolieve that ghw

two Exchange propose

1g describod sbove, will heve tho affact of comtinmuing

and even oxpamding the delodericus aspects of thy give-up on tho New Yok
Stock Exclunge witiout any countanvaeiling bonofie. You expressed tiw view

at our meetingn ond

in steff diacucsions that you did wot diract your

agtention ¢o the problew of the merchamiising of wwtwal fund shares which
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ardses cut of dizectad give-up proctices; nof did you cousiday the
efficiency, from @ cost point of view, of msmbors duplicating or muigie
plydng ehe woris whichk would lwve to bo done by thn sxseuting broker in
commaction wigth che owdex.

it is, thexafore, appropriste fox us Lo IMGRAte cur positicn on give-ups

and ¢o delinente the kinds of commiasaion splitting viich we bolicve should
be prohibiced., AL the outest we should zegtaty our balief chat the come
misaton should Ledrly cupensete @ broker for tho sorvicas which it perfomem.
Agseunfng ehat o £imed mintmsm commiseion schedule is usceesary sod srpro-
prisgo §5 effective and efficimmt operation of thy REuchange, it is cur view
thne give-upe ond other similer arzaugcnsnts vhich direcely or inddwscely
arige cut of custampr divection oF ave for che customer’s bomofit are fo-
congiatent with thio promige and beve the effect of providing @ rebate.

Such rebates sxe prohibited by Exchange tulst. 4 1ate structuxs should
aloo provide equisable trestment for voxious clesses of customers whoss uwee
of Emchongs fociilities la baolcolly similax, &a ¢ha Exchupge svules gecoguiss,
it should not encoupass zebetas disectly or fudivectly go particular closses
of custondrs. Such seboting is sot only discriminatory W ralere cueotioms
as ¢o the propricty of the comsisaicn zate structure 18s0l€, A customar
directad give-up 48 invonsistont with all of thuse pricciples. HNog only
dees ¢ doprive byoiers of a portion of thair commissions but 4t fudivectly
opevaes a9 @ rebute in fevor of chose custarors who happem o bo able to
derive o benafit fram directims brolmrapgm cemisaions to membmr fizks aving
oo megalngful paxticipation in the enecution of ths ordors. This discrimioge
tory effuct ia agpgravetod whese thn bounfits of ¢ho rebate £low oot to the
custompr itself dut to others, such 25 investment waneyers who axe in 8
poeition to direct the customny®s brokavage. Fustheswowra, the avollsbility
of indirect rebates through custunis divected give-ups crentes varicus
ddosoreions and artificial davices in tho socurities movketa vhich ore
desigued to factilitste & widey distribution of glwoeups but o che procass
muy intorfore with ths orderly functlondng of clhe waxkets and ths wosk
effective esscuticn of customzra' ondern. Tha dirscred give-up also
saricualy complicetes the administration ond asseseuemt by the Bsehonge and
eho Comnilgslon of the roasconcblioness of coomissicn wetes efute cuomuiseions
recefvad and retsined cesss to be zelated to the expenses incurred for
survices resdered in tha oscucion of brokersge orders {ox dndecd, che
camminsion business) en the Exchange. : :

To aveid tlwse problems, tho gervices for wivch s participstiug brokor 4a
campensated should {a) bos wecessary for the couplotion of Che transsctica,
(L) tavolve functions mot pexformed by the transmitting or onmecuting brolsr,
and (o) mot bde divected by a public custanog.
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Under your tentacive pwoposal, an exscuting LzoeXor, &¢ the dirvection of o
custones, would be pemsistod to oplit che comiesion among en indoterminate
aumbez of clogring fimma, thareby creating wmecessary and duplicative
paper wokk. This sitmstion would be even more ancmalous 1f tie exccuting
broker is @ cleuring xembor of the Bmbonge. Admittedly, the pepex vork
done by 8 uerios of brokexrs wiw wese ot fmvolwed in the emccution doss
involve costs on choir parxt. Uawevez, the incremontal cpate to ao exscuting
broker or cleering fimm for sonding out confimmetions represeanting Che
gngdire ondoy and recefving all of tho certificotes is minimal, perlngo
oven non-sxistont. The additlonol costo 2o all ghe brokaxrs recodiving tha
give-ups for doing the sane woxk 1o substdutinl. It is our position chat
¢ha fact that the recipients of ehe gﬂva wey purforn & function wadch

ip costly to them dogs ot justify tho give-up vhere this functlon does

not apprecishbiy reduce the exponics boxns by the esecuticg andfor clesring
bzoker.

¥e bave similor difficulefos with tin Bmchsuge®s tootative propossl, oo
outlived above, for epiicting coomissions wicth noomgshers. In our view
this proposal would provide @ meons for munsgers of inatitutionsl povsfolics
go rewerd noowmbers for scrvices (such a9 the sale of jfuvestmant ccupany
ghares) vholly uwirelated to the emcution of poxtfolio txansactions by
pomadtting the noumembor &6 porfoxn &n umesesry ordagwtransmibting
function.

The Comicnion doas uot objsct ¢o splicting comnissions bobwoen mmboxe
viere the nenber originating ghe opder is wot equipped to parform the filcoe
brokerago or clooring funczion, Undexr thesp cizcumgtances, we would empect
thet the noxusl correspondent xolationship would be contimed, Oim zotes .
negotiatod, and the £lcor brokerage amd clesrance done io an afficicut aed
nacessayy mamer with appropriste campensation. Stoted suwcthor woy, w0 8re
o0t suggonting that bons f£ide corvespondent arzaugaments by £imms wiudeh

- pesule in a sharing of comalaeions would bo ineppropriate uniess such
exranganents and the cammissione pald to thn corpespondent arise dircctiy
or indizectly cut of customer z*eqwat, aimwm, or undesatanding,

Convogaely, ﬁﬂmldmebeapgmﬁmﬁusrn transaidting or emacubing
fixm to use 8 wids wvarfcety of cloaring £ixws in opdes to obtain a wide
dispereion of comiieslon income. Such 8 pyoesdure would exacerdate
regulatory problsme end woeuld constitute, in cuxr vicw, on iadivect rohote
to the custemor. Similarly, f{¢ would be dasppropriege for 4 tromomitting
£izm to wee & wido variety of exccuting firms on & paxticular opder. There
ore 9fmplor ond move dirvect methods othsw ghan by spliteing comalssions for
meubors £o Lulfill awong thewsclves obligstions uwnrelated to the oxscution
and cossumetion of comuissicon txangeotions.
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In short, ths commiseion rate efrucguwe shvuld peovide Ior canpeusation for
weubers® services and not permit rebeging Sor customsr benefit thvovgh the
devico of unnccossary or duplicative poper work. Tals loteer of course is
not oddregsed o the appropriaste lovel of comnisoious or to the opbune of
servicos viich axe yondered gensrally by traasaitting or orfglonticg ﬁm
which ere coverod by the miniram cormission.

we raise no objection to oplitiiny cemisgions arioing ocut of thw eccosszodation
of a custumer wio places on oxder with o £im wot regulsrly waed by such
custamor when his zegular brolwr o ubsvailsbla. Although in this fuctence

a8 custamer i3 diyectins thw sharing of comssions the occasions for cuch
arrangements are fow and we do not baliove a regulatory problen io created.

" You hove roised o question whwihor tlwm approoch set forth above will not
pesult in the frsgrentotion of oxders omong nony tranadtting or onccuting
fixms by custaners who scok to rouand ¢ mmher of brokors. Stated snother
way, you have questiouned whethor thn Comilseion opproach will destroy tho
"1oad" byoker concept. Institutions ond others gcting in o fiduciary
capecity epe undor @ legal duty to obtnio the bost omecution for theis
principals. Uo bholiove that tho direction of onders to £imms by customers
who hold such @ £iduclary relstionship ¢o othors should end vormnlly will
bs done i ¢ wanner entixoly consdoCont with cheir bdst cuocution. We can
exercioe our furisdiction to thoz oml,

Action shuuld Le taken by the Kew York Stock Exchange to prohdbil aﬁmm
and conmisnion splittiug through approprinte steps consistent with this
lagter. The Comndosion’s position in this reapect applics ¢ all oational
securitieo axchonges and the overethercoumtar masket and the Coxslesicn
vill voquire sicultancous complionce in all markets. Z2f 4t fa necouusry
for ¢he Comnission to adopt rules €6 supplement tiwse of the national
eecurities exchanges with rvespect So this wstter, it w&u do go ln ordox
to provide a cmhmivemﬂmifmeppmmh.
YOLUME DISCHREWS
In your letesr of fovember 11, 1905, you ctated ghot your comiteec wap
syopathetic to the principle of vwlhwe discounts but that chairs are
“canplicatod probloms davolved ag to the appiication of such o disoount."
He sgres with your ovaluation. lowdver, fzom our subsequens discucsficns
it appencs that oost of tie probloas involved in devising & woskobila and
udeful volunme discount ssiso because of the d4£ficulty of providiog for
an equitable division of conpensdtinn botwoon the tranmmitting fim, tho
fixm, &l the clearing fizms. To a oignificant catent, this

problem 4p e byproduct of the exchange propossls o glve-ups and commigsion
eplitting, Furthor, wo have sericus doubts uhether the kind of discount
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sengotively suggooted would not, boommse of Che reguirawnt thetl the opder
be exnocuted Shvough cup braker on and doy, sesttict the discrogion of
customars amd brolkers as to the motwmer ond Siming of the oxecution of ondors.
He do not, and ngoume you do not, wish to plsce & cwstomoy 4n @ positive of
koving to auocuts substantial oxdoroe on ons day 4n osder ©0 obftddin & wolvmo
discownt when prudent beokovage judemont might dickage othaxwise,

We baliowe thef She prohibition of give~ups vill ofmplily che mechenical
problema do devising & woshedlo voluza discount. o regsest Ske Buchonge

to raovnivete the emsung of volus discoune, the epproprinte “bruskpoines,'
and whothor tho discouns ehould apply £o caansactions for 8 day, a wook,

or longor. UWo would ompect, of course, a3 noted in our pyovious leltor,
that 8 volmme discount wonld oot ploce the vogicnal stoch onchengos ut an
unfair cmpotitive disndvnncago. Our ctaff fo prupersd ¢ wosh with you

in dovising @ volume discount which 45 wozhebie end fafr, aod which mrovides
for o yeagonable discount for fuvosioxs. Ue do not bellewe, bowewss, thet
the dovelopene of &n appropeiate eod ¢ffective volump digcount ehwuld deley
putting into effect pramely other aspects of the commission structure

proposnle.

Siocexely yoirs,

Mamuel F. Cobon
Qmﬂm&n



