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The SEC anncunced on Thursday of last week its action om the

Mew Yorlk Steck Exchange’s prapesed revision in cowmission rates, While

cthe SEC officially "approved” the proposal, it made s0 wmany qualifica-

tions as to essentially reject the plan. Mainly, these qualifications

would:

-- reduce the commission on all orders up to 200 shares
below that proposed by the NYSE,

-- eliminate fixed mipimum cotmizsiems on all orders
above $100,000, substituting instead negoriated rates,

== require propesals for further change &n mid-1971,
including a2 uniform system of cost and revenue
accouniting, a plan for scaling commissions on dollar
amounts of trades racher than on share, a revision
nf the present methad of inter-member clearing
charges, and a proposal for reduced commissions
charged to non-member fims direeting orders to the
NYSE through member firms,
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The proposal made by the WYSE in June would have generated
approkimately $£530 million in additional wevenues, an Increase of
same 29,8 per cent, As amended by the 3EC, a2nd assuming we change
in the revenues generated on orders above 3100,0083 in value--that
iz, assuming the conmission rates on such trades vemain effectively
the same as they are at present when they become negotiated--an

estimated 5450 million in additioral revenucs would be raised, still

an increase of onesrly 25 per cenl.



Since this estimate assumes ne change in large order revenwess,
the retail brokerage houses which haye been Iin the greatest financial

difficulty during 1969 and 1970 would effectively be the recipients of

the entire increase in revenuss, No breakdown of commission Tevenues

into those generated by large wrder fabove $100,000) snd those
genetated by smaller orders iz available, so it iz not possible to

determine the grerage percenbage increase in reveoues for those

fimms concentrating their business in smaller orders. It is clear,

however, that the percentage revenue increasc will excoed the 25 per

cent aggregate figure. Depending on the composition of revenues at

a firm, the increase could conceiwvahly vange as high as 40 pexr cent.

Perhaps the greatest combroversy over Lthe SEC action relales

to the imposition of negotiated rates on large trades. The common

complaint iz that ¢commission revepues from large trades are bound to

decrease if made competitiwe and jeopardize the financisl wiability

of the ipstituotioral trading houses. The fact is that commissions

on large trades are already effactively negotiated in a number of

ways despite the fact that fixed minimum commizsions prescncly apply.
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In order to make "commissions" more competitive, firms oblipgate themselves

to provide reciprocal business to other brolker dealers on behalf of

their mutual fund or other institutional eclients, or agree to malntain

sizable compensating demand deposit balances at client banks, Through



their eommission rate hearings and informal interviews io the brokeroge
irdustry, the SEC staff have estimated that abowt 40 per cent of
commission revenucs on large trades are “distributed" in some way Lo
cothers, and only sixty per cent retained, Furthermore, on large

block Erades where the price of the trade is negotiated, an
institutional broker-dealer firm is free Co guote more favnrable.
prices and perhaps even incur a trading loss on hir block positiem

as a.ncang of effectively reducing the rommission on the trade.

If the awlwavd mantle of fixed minimuen commission is removed
from large trades, if is reasonable to expect--as the SEC staff
docs--that commission "rates" on larpe trades will decline, But at
the same time, practices that zerved to reduce the previous [ixed
commissions will disappear, In cffect, according to anolysis of the
SEC staff, commission revenues on large trades could decline &40 per
cetit without reducing the net revenues from large trades at all.

The imposition of negotiated rates on large trades would
not be expacted ta have a material impact on the revenues of troubled
retail firms, In a study of the 10 lavgest retail broker-dealers,
the SEC determined that 88 per cent of revenwes in these firms were
generated from orders of less than 5100,000, For smaller retail
firms, the concentration in orders of less than $100,000 would be
exvected ko be even higher.

In summary, the SEC's alteration of tho NYSE commission

proposal still appears to provide a healthy increase in revenwes for
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retgil hroker-dealers, At the same time, it recognizes that the
application af minimum comcaission rates to large Lrades is both
cumbersome and ineffective. Mpreover, the recommeeded abalition of
fixed commissions on lartge trades reflecis the acute interest of the
Deparoment of Justice in the likelihood that the maintenance of such
& schedule could lend te anti-Ltust action (the Jusitice Department
had originally urged strongly that any order abovye 550,000 in value
e subjest to negotiated commizsions}.

In reaching their final positien, the BEC has drawn on
considerable public testimony as well as on analysis of the revenue
and cost structure of the brokerage industxy. It iz difficult to
find fault with their conclusions an ecancmic grounds; indeed the
preposal has considerable merit from an economie point of view.
Whather the level of rates proposed for smaller trades will
adequately increase the revenues of retail broker-dealer firms
cantiobl be determined from the dats awailable te us; the difference
bebween the NYSE and S5EC proposals on these rates, however, 1Is

small.
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This analysis reflects both published aecounts of the SEC
action and discussions with members of the 3EC staff, Contrasting
views on the apprepriateness of the proposal would likely he

expressed by industry and Exchange representatives; Chese comments
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are summarized in a memorandum from pr., Keir. Attached are copies of
articles onm the SEC actien rthat have appearcd in the press in recent
The discussion in this memorazndun should be considered

davs.,

confidential since it in parc reflects information ohtained in

confidence from the 3EC,

ATTACIPMENTS
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