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D. PRICE IMPACTS OF BLOCK TRADES ON THE NYSE

The basic purpose of the analyses in this part is to determine whether
there are significant price changes accompanying block trades on the
NYSE; and, if so, whether they reflect a change in the underlying
value of the stock or merely reflect the pressures of institutional trad-
ing. The methodology used, measurement of the difference between
the percentage price change in the stock from one point in time to
another and the percentage price change in the market, is generalg
the same as in chapter X. It is more fully described in appendix

to this chapter.
1. Data Used

a. Vickers cards

Most of the analyses in this section are based on the Vickers cards
for NYSE block trades in List A stocks from July 1, 1968, to Septem-
ber 30, 1969.278 The final sample contained 7,009 such blocks.*” There
were 4,810 blocks, or 69 percent of the total, below $1 million in value.
Forty-three percent of the total blocks were traded at a price below the
previous price. Thirty-four percent were traded at the same price, and
25 percent were traded at a higher price.

Blocks under $1 million were eliminated from most analyses.?®® The
analyses were thus mostly conducted for 1,275 blocks between $1 mil-
lion and $2 million, 691 blocks between $2 million and $5 million and
233 blocks over $5 million. Of these, 1,199 blocks, or 55 percent, traded
on minus ticks and 366, or 17 percent, traded on plus ticks (Table
XI-97). Since the tick of the block is a good indication of the side
that initiated the trade, for purposes of the analyses minus-tick blocks
are treated as having been initiated by an anxious seller; and plus-
tick blocks, as having been initiated by an anxious buyer.s!

b. Forms I-15 and I-16

The Vickers cards do not specify the presence or magnitude of either
block positioning or participation by the NYSE specialist.’®> The data
from Forms I-15 and I-16, however, do contain these details.'®* There
were sufficient data available for 178 block trades involved in this de-
tailed survey. Seventy-three of them were positioned by the block
trade assembler. The NYSE specialist participated in 124. Of the total
178 blocks, 109, or 61 percent, were on minus ticks; 46, or 26 percent,
were on zero ticks and 23, or 13 percent, were on plus ticks. These num-
bers are roughly consistent with the proportions for the Vickers block
trades of $1 million and over.2s

178 See gec. B.1.a and ch. X, app. A, above.

1™ About 600 List A -blocks were excluded because price data were unavailable, because
blocks were dropped in the process of determining leading blocks or because there were
errors in the data.

18 See secs. C.2.a-C.2.c, ahove,

151 See sec. C.2.a, above, The active side of zero-tick blocks cannot be determined from
the tick alone.

183 See gec. B.1.a, above.

183 See subsecs, C.1.b(1) (b) and C.1.b(1) (c), above.

134 The percentage of minus-tick blocks in all NYSE block trades from the Vickers cards
is smaller than in only those block trades of $1 million and over. The percentage of plus-
tick blocks Is greater, Since the total sample of NYSE block trades in the Study’s survey
is heavily weighted by the $1 million-and-over subsample and even more so by the $10
million-and-over subsample, the percentage of minus-tick blocks is expectably even greater
for the entire sample than for block trades of $1 million-and-over from the Vickers cards.
The percentage of plus-tick blocks is even smaller. See subsec. C.1.b(1) (a), above.

Price information for the analyses in this part of the chapter was obtained from the
Standard and Poor's ISL daily price tapes.

58-940—71—pt. 4——22
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2. Interday Impacts

The effect of block trades on daily closing prices, before and after
the trade, as determined from the block trades on the Vickers cards, is
considered first. Price changes are measured from close to close. Time
is measured in trading days.

a. E'wtent of price changes

Each individual block trade is a unique event, and the price changes
associated with block trades present f)atterns of great diversity. For
many of them it is impossible to tell what happened merely by examin-
ing those price patterns (Figures XI-5 to XI1-24). Consequently,
these price changes must be averaged over many block trades in order
to sort out the influences that are systematically present in all of them
from those that are unique to particular blocks.

On the average, all block trades of $1 million and over considered
as a group had only a very small price change associated with them.
By the day of the block trade the closing price of the stock (relative
to the market) was, on the average, 0.42 percent different from the
closing price 21 trading days before the block. The change from the
close on the day before the block to the day of the block was, on
the average, 0.34 percent, or less than % on a $40 stock. The close on
that day was lower than the previous close only 59 percent of the
time. Twenty trading days later the price had changed from the day of
tXh% bl;))ck, on the average, by only 0.21 percent (Figure XI-25; Table

-97).

This does not mean that block trades have no impact on the market.
Rather, when all block trades are analyzed as a group, the positive
price changes associated with blocks initiated by anxious buyers and
the negative price changes associated with blocks initiated by anxious
sellers tend to cancel each other out in the averaging process. Conse-
quently, these different types of block trades must be analyzed sepa-
rately. For this purpose the blocks are separated according to tick,
and price changes can then be detected.

On the day of the block the closing price (relative to the market) of
the stocks in which blocks traded on minus ticks was, on the average,
2.02 percent below the closing price 21 trading days before the block.
Most of this drop (1.15 percent) occurred on the day of block.'85 The
closing price for stocks with blocks trading on plus ticks was, on the
average, 5.14 percent above the closing price 21 trading days before the
block. The rise on the day of the block was, on the average, 1.29 per-
cent. Zero-tick blocks were, on the average, accompanied by a price in-
crease of 1.37 percent from the closing price 21 trading days before
the block, 0.23 percent of this increase occurring on the day of the
block. On the day of the block 74 percent of the blocks trading on
minus ticks accompanied declines in the closing price, and only 31 per-
cent of the blocks trading on }l)lus ticks accompanied declines in the
closing price. An approximately equal number of blocks trading on
zero ticks accompanied declines or did not (Figures XI-26 to X1-28;
Tables X1-99 to X1-101).18¢

185 See sec. D.2.¢, below, for a further division of the prior [éerlod.
186 See Table XI-96a for a frequency and percentage distribution of price changes from
. the preceding close to the close on the day of the block.
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The difference between the closing price on the day before the block
and the closing price on the day of the block is statistically significant
and the case of minus ticks and plus ticks.’®” But it is not necessarily
meaningful since the minus-tick and plus-tick samples were chosen on
the basis of the direction of the price change between the block price
and the last prior trade. These price changes are themselves, of course,
reflected in the change for the day. Moreover, some zero tick blocks are
likely also initiated by anxious buyers or sellers. Thus, the percentage
price changes set forth above overstate the average price change as-
sociated with different types of block trades. The important aspect of
the analysis is not so much the size of the average price change on the
day of the block trade, but the pattern of prices before and after the
block trade. It is the latter factor that evidences the existence and mag-
nitude of a market impact.

From the analysis of all minus-tick blocks a new lower level of
prices appears to be established after the block trade. On the average,
prices come back slightly (about 0.25 percent) within 10 trading days
after the block but are still below the original level of prices by more
than 1.50 percent. Conversely, plus-tick blocks tend to establish a new
higher level of stock prices. In both cases the new level is established
rather quickly. The drift after the tenth subsequent trading day is
minimal (Figures XI-26 to XI-28; Tables XI-99 to XI-101).

These initial results do not show any evidence of a temporary
buying or selling pressure that would be reflected in a temporary
rise or fall of prices. On the contrary, prices seem to set a persistent
higher or lower level of prices, depending on whether the block was
purchased or sold. Thus, the results seem to indicate that the price
changes arise from changes in the underlying values of the stock
rather than from the pressure of institutional trading. It should be
noted, however, that a persistent price change lasting for 20 trading
days establishes the likelihood of changes in underlying values but
does not conclusively prove them. It is possible that temporary price
changes could persist for that period. Moreover, with respect to
minus-tick blocks, further analyses indicated that the price change is
not even persistent when allowance is made for the occurrence of sub-
sequent blocks.%8

To determine if the preceding results were affected by the identity
of the particular stocks in the sample, the analysis was rerun for List
B’ stocks and List C’ stocks, which are unbiased subsamples from
List A, List B” contains the 27 largest common stocks in terms of the
market value of equity listed on the NYSE. List C’ is a random sam-
ple of 198 common stocks from the remainder of the stocks listed on
the NYSE. The pattern of price changes is the same for the sub-
samples as for the entire List A. But there is a noticeable difference
in the size of the change in List C’ stocks as compared with List B’
stocks. The largest NYSE stocks tend to exhibit a considerably small-

187 This s true if standard statistical techniques are used. It has been pointed out, how-
ever, that such techniaues mny-not be applicable in the analysis of stock price changes.
See. e.g., 312. Fama, ‘“The Behavior of Stock-Market Prices,” Journal of Buasiness (Jan.

|4 .

188 See subsec. D.2.b(2), below.
18 See ch. X, app. A, above.
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er change, particularly in the case of plus ticks. The magnitude of
price changes for List C’ stocks resembles closely the magnitudes for
all of List A (Figures XI-29 to XI-32; Tables XI1-103 to XI-106).
This is consistent with the fact that List A contains a number of spe-
cially selected stocks with greater price volatility or trading activity.1®°
which apparently offset the smaller price changes in the List B stocks.

The analyses described so far found detectable price changes asso-
ciated with block trades of different types. Much of the remainder of
this part will be devoted to determining whether these price changes
represent the market impacts of the block trades—that is, whether a
causal relationship exists from the latter to the former. First, how-
ever. these price changes must be put into context.

In the period studied, large price changes were more frequent on
the 5,703 stock days when one or more block trades (10,000 or more
shares) occurred than on the 103,290 stock days when no block trade
took place. On days when a block trade occurred, price changes (up
or down) of 3 percent or more happened on 22 percent of the stock
days. By contrast, on stock days on which no block trade occurred,
price changes as large as this happened on only 11 percent of the
stock days. Only a small percentage of the stock days on which large
price changes occurred, however, were also stock days on which blocks
occurred. No block trade occurred on 91 percent of the days on which
the price changed by 3 percent or more. Specifically, price changes of
3 percent or more occurred on 14,261 stock days. One or more block
trades occurred on only 1,271 of them (Tables XI-107 and X1-108).

If one assumed that in the absence of block trades the price changes
on the stock days on which they occurred would be like the price
changes on days without block trades, eliminating block trades would
reduce the frequency of large price changes from 13.1 percent to
12.6 percent of all stock days. Even if one made the more extreme
assumption that on days when block trades occurred the price chan
was always zero, then eliminating these price changes would only
reduce the frequency of large price changes from 13.1 percent to 11.9
percent of the days. Unless one assumes that block trades tend to cause
large price changes on many stock days in addition to that of the block
trade,! it seems clear from the above examples that block trading.
in itself, cannot account for more than a small minority of the large
day-to-day price changes that actually occur in the market. Never-
theless, it is Important to ascertain what proportion they in fact cause,
and whether those price changes are avoidable.

b. Fundamental change v. liquidity costs

The data in the preceding section gave some indication that the
price changes in NYSE block trades of $1 million and over repre-
sent, on the average, a change in the underlying values of the stocks.
On the other hand, these price changes could represent liquidity costs
rather than fundamental changes or some combination of the two.
Liquidity costs would include the cost of having a market-maker in-

o

19 Ihid.

11 Although there are price changes hefore and after block trades that are systematically
assoclated with those trades, it is unlikely that the number of such large price changes
would drastically alter the figures set forth above.
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ventory the stock while it locates new permanent holders or the price
concession that may have to be given to new permanent holders to
convince them to buy or sell the stock sooner than they might do
otherwise. In blocks initiated by anxious sellers the liquidity costs
would be evidenced by a rise in the relative price of the stock subse-
quent to the block trade. In the case of blocks initiated by anxious
buyers liquidity costs would be evidenced by a decline in the price
subsequent to the block. These price reversals would be the measure
sumably not have taken place absent the block. Any fundamental
change presumably would have taken place even absent the block
trade, although perhaps at a different time.

(1) Price change by size of block.—Liquidity costs would suggest
a correlation between the size of the price change and the size of the
block. If block trading tended to accompany fundamental changes
in the value of stocks, on the other hand, one would not expect such
a systematic relationship.

The average close-to-close price changes in minus-tick blocks in-
creased with the size of the block. Blocks between $1 million and
$2 million were accompanied by an average price change on the day
of the block of less than 1 percent. Blocks greater than $5 million, on
the other hand, were accompanied by an average change of more than
2 percent (Figures XI-33 to X135; Tables XI-109 to XI-111).%92

The effect of the size was also tested by the use of regression analy-
sis. There is a statistically significant relation between the size of the
price change and the size of the block both in the case of minus-tick
blocks and plus-tick blocks. For minus ticks, an increase in the size
of the block by $1 million implies an increase in the negative price
change of 0.13 percent. For plus ticks, an increase in the size of the
block by $1 million implies an increase in the positive price change of
0.13 percent. When one controls for the NYSE volume on the same
day as the block and whether or not the block was crossed,’*® the re-
lationship between the size of the block and the price change in-
creas)es. This is particularly true for minus-tick blocks (Table XI-
112a).

(2) Terminal and leading blocks—A powerful test involves a
classification by the pattern of blocks in the same stock subsequent
to the particular block trade being analyzed. Many blocks are fol-
lowed by additional blocks. If there are substantial liquidity costs
to block trades of $1 million and over, additional blocks will put ad-

192 Although there are price changes before and after block trades that are systematically
means and standard errors (In parentheses) of the current impact on the day of the block
(day 0) are as follows :

1-2 2-5 54
million million million
Average Current:
Impact, Day Zero. ... i ieaes 0. 0082 -0, 0122 —0. 0212
Standard error. .. .. ..o (. 0009) (. 0012) (. 0022)

The difference between any two means is statistically significant at better than the
1 percent level of confidence, even if the larger of the two standard errors is assumed to be
the standard error of the difference. .

193 See'sec. B.1.a, above.
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ditional pressure on prices, thereby impeding a return to the prior
level. This could explain the previous finding that the pattern of prices
subsequent to the day of the block trade, averaged over all blocks,
tends to be flat, which was taken as an indication that stock prices
had reached a new level, presumably reflecting a fundamental
change.1%

One way to test the effect of subsequent block trades is to examine
the price impacts of terminal blocks—block trades that are not fol-
lowed for at least 10 trading days by any other transaction of 10,000
shares or more (over or under $1 million) in the same stock. When
the pattern of prices is analyzed for minus-tick terminal blocks, there
is indeed almost a complete return to the original price within 20
trading days (Figure XI-36; Table X1-113). Moreover, even if the
block trade is not a terminal one, the price returns part of the way
if no subsequent blocks are over $1 million (Figure XI-113; Table XI-
114). Thus, the extent of price return when additional block trades
follow depends upon their size. This, of course, is consistent with the
finding that the amount of the price change associated with block
trades 1s systematically related in a positive direction with their size.1?s

Plus-tick terminal blocks do not follow this pattern. The price
tends to stay at the new higher level regardless of the presence, ab-
sence or size of subsequent b%ock activity (Figures XT-38 and X1-39;
Tables XI-115 and XTI-116). It may be that on the average the in-
terday price impact of plus-tick blocks represents a fundamental
change. Moreover, the fact that both terminal plus-tick blocks and
all p?us-tick blocks, including terminal ones, set new price levels with
no further increase within 20 trading days suggests that any such fun-
damental change may arise from news about the issuer, and that in-
vestors who evaluate that news differently are willing to trade blocks
of the stock during the next few weeks, on the average, without a
further premium or discount.

The findings for minus-tick blocks are substantiated by analyses of
leading and non-leading blocks of $1 million and over. Leading blocks
are not preceded in the prior three trading days by a block of $1
million or over; non-leading blocks are preceded by a block of $1
million or over in the preceding three trading days. The price change
on the day of the block trade is almost exactly the same fI:)r those two
samples. Iyn addition, the patterns of prices over time are anite cimilay
(Figures XI-40 and XI-41; Tables XI-117 and XI-118). It is dif-
ficuit to ascribe these results to fundamental changes in the under-
lying value of the stock. To do so would require that new information
accompany each block in some systematic way regardless of the pat-
tern of blocks. It is perhaps sensible to argue that new information ac-
companies leading blocks, but it is difficult to suggest that blocks short-
ly thereafter also are accompanied by new information. One may
conclude that the average change accompanying these non-leading
blocks is due to the blocks themselves—the supply and demand pres-
sures they create, rather than to any shift in the underlying value
of the security.

In summary, the finding that grice impacts are associated with

the size of the block and the finding of a divergent pattern after

194 See gec. D.2.a, above.
1% See subsec, D.2.b(1), above.
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block trades, depending on the occurrence of additional blocks, are
strong evidence that for block trades initiated by sellers—the large
majority of block trades—the price changes primarily represent li-
quidity costs and are caused by the block trades. Thus, it is the anxi-
ousness of the seller to obtain a quick execution rather than changes
in the underlying value of the stock that appears to be the principal
factor responsible for the observed average price change. Contrarily,
the interday price changes accompanying block trades initiated by
buyers probably represent fundamental changes and are apparently
only accelerated rather than caused by the block trades.

These findings have important practical implications. First, they
suggest that under the present structure of markets institutions do
affect market prices, although not very frequently. Second, the find-
ings imply that the efficiency with which large blocks of stock are
traded 1s worthy of examination. There sometimes appears to be a
substantial cost to the seller in the form of an adverse price change
in addition to the commission charge. Third, individual investors
who participate in minus-tick block trades along with institutions
tend to benefit by buying stock at a bargain. To the extent that the
return to the former price is delayed by continued trading pressure
on the market, buyers continue to make bargain purchases and sell-
ers continue to incur an additional cost. Finally, plus-tick blocks ap-
pear to accelerate a persistent adjustment of the market probably due
to fundamental changes. Individual investors who participate on the
passive side of those blocks sell at a price level that continues for a
substantial period of time. To the extent that any fundamental price
adjustment is accelerated by the block, fewer buyers get bargain prices
and fewer sellers fail to realize the value of their holdings.®

¢. Price change immediately before

Three trading days before the average minus-tick block trade of
$1 million or over, on the average, the price relative to the market
begins to fall. Three trading days before plus-tick blocks it begins to
rise. For example, in minus-tick blocks the average price decline the
third day before 1s 0.21 percent. On the second day before it is 0.29
percent, and on the day before it is 0.33 percent. The cumulative effect
1s that by the end of the day before the block the price, on the average,
is already 1 percent below the level 20 trading days earlier (Figures
XI-26 and XI-28; Tables XI1-99 and XI-101).

This pattern could be due to a gradual price drop before each block
trade in the sample, or it could be due to a large price change in a
few, with no change in the rest. To distinguish between these two pos-
sibilities, the price change on the day of minus-tick block trades was
plotted against the price change on the day before. On a block-by-
block basis, there appears to be very little relation between the two
(Figure XI-42).*" Thus, one can ascribe the average pre-block price

1% It should be emphasized again that these findings are for ‘“‘average” blocks. The rela-
tionships do not necessarily hold for any particular block trade.

197 The regression equation that s shown at the bottom of the figure does. however, indi-
cate a slightly significant relationship between the impact on the day of the block trade
and the impact on the day before. The r? however, is only .01064. There s also a weak
positive correlation for plus tick blocks :

U(o) =1.1714+.(1é¥2;%)U(—1) r2=.0210
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drop to the averaging process itself rather than to a consistent pattern
for each block.

The different timings of impacts for different blocks that are im-
plied by these findings suggest that some blocks may be “shopped”
more expertly than others. If the news is out that a large block 1s for
sale, the price may drop prior to the actual execution of the block itself.
This is particularly likely if a speculative trader sells against the
block.?*® Another possible reason, that some blocks result from large
price drops (that is, a price change due to some other factor—perhaps
a previous block—may generate additional blocks), is contradicted
by the previous plotting results. In any event, price changes in the
few days prior to block trades do not seem to be systematically related
to those block trades.?®

3. Intraday Impacts

The preceding section analyzed the impact of NY'SE block trades
of $1 million or over on daily closing prices. This section analyzes
their effect on prices within the day of the block trade.

a. Direction and size of price changes

Price changes are as great, if not greater, within the day of the
block trade as in the period of 41 trading days used in the preceding
section. As shown on the following figure, in minus-tick blocks of $1
million and over the average price cﬁange between the closing price
on the previous day and the block price is a decline of 1.86 percent.**
Within the day there is a price return even when nonterminal blocks

-are included.z* The large majority of block trades are probably not
followed by another biock trade in that stock on the same day. Sub-
uent to the block, prices rise, on the average, by 0.71 percent.*’*
If the stock’s price ha(f) changed by the percentage change in the mar-
ket index for the day, its price would, on the average, have fallen only
0.05 percent. Thus, the average net price change for the day, over and
above the fall in the market and after the price recovery, is a drop of
1.10 percent, which was approximately the figure used in the analyses
of the preceding section.

108 See ch. XI1I1.1.3, below.

1% See sec. D.4.a, below. This analysis was not performed for plus-tick blocks because
of lack of time.

200 See Table XI-120 for the frequency and percentage distribution. The median and
average price changes fall within the same percentage change category.

201 See subsec. D.2.b(2), above.

203 See Table XI-121 for the frequency and percentage distribution. The median and
average price changes fall within the same percentage change category.
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FIGWRE XI-3
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The important point made by the figure is that prices, on the average,
tend to rise after the minus-tick block. Thus, the intraday analysis
further supports the conclusion in the preceding section that the price
changes accompanying such blocks primarily represent liquidity
costs.?® Apparently, buyers of minus-tick blocks, on the average,
require from the seller some price concession from last sale with the
expectation of an immediate substantial recovery. The average con-
cession is in excess of two stock exchange commissions.?** The average
price recovery that day is about one stock exchange commission.

As shown in the following figure, plus-tick blocks exhibited an
average price rise from the previous close of the same order of mag-
nitude as the initial price fall of minus-tick blocks: 1.50 percent.2%
Bu:1 there is no detectable subsequent price decline after the block
trade.?

23 Although the price does not return all the way on the day of the block trade, it
dges do so once the institutional trading pressure is off the market. See subsec. D.2.b(3),
above.

204 The commission on 10,000 shares of a $40 stock was 0.62 percent of the value of
the transaction after the volume discount instituted on December 5, 1968. This is almost
twice as great as the average difference between the price of the block and the price
prior to the block. The latter price, however, i3S lower than the last independent sale in
a number of cases. For example, if the specialist’s book was not gapped, the price prior
to the block is the lowest limit order to buy on the book that was executed as part of
the block. See sec. B.1.a and subsec C.2.c(4)(a), above, The actual discount from last
sale, on the average, Is something between the average 1.13 percent drop from the price
prior to the block and the 1.86 percent drop from the previous day’'s close.

25 See Table IX—120 for the frequency and percentage distribution. The medlan and
average price chnnfes fall within the same percentage change category.

206 The slight decline shown on the figure is not significantly different from zero.
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Thus, even within the day of the block trade there is no liquidity
cost to the average plus-tick block. The price decline from last sale
1s not reversed within the day. Again the analysis of the price change
on the day of the block trade is consistent with the ana.grsis over 41
trading days presented in the preceding section.

b. Relationship between price changes before and after

The preceding section showed that, on the average, minus-tick blocks
are followed by a substantial price recovery even on the day of the
block trade. This indicates that participation in such block trades
by block trade assemblers and specialists represents an opportunity for
immediate profit, and that priér knowledge of the block might enable
other member firms not required to pay minimum commissions to
attempt to purchase part of the block and sell out at a profit on the
same day.2

Such a profit would be far from assured. In the first place, the
price recovery after the block might not take place if there were sub-
stantial layoffs on that day by such dealers. Moreover, such dealers
would either have to participate in so many blocks that they were able
to achieve the average recovery and/or would have to be able to
predict with some degree of accuracy the size of the recovery in par-
ticular blocks.

The uncertainty of the subsequent price increase in any particular
block is indicated by the following: Even when only blocks trading
below the previous close are considered, less than two out of every
three minus-tick blocks had any price recovery on the day of the block
trade (Table XI-119). Moreover, although regression analysis and
plots indicate that there is some relationship between the size of the
price drop from the previous close and the price recovery to the close
on the day of the block, the relationship is very weak (Figures XI-43
to X144 ; Table XI-122).2°* Nor does regression analysis indicate any
relationship between the size of the block trade and the size of the sub-
sequent recovery during the day of the trade (Table XI-123). Thus,
it 1s very difficult for any dealer to predict the market response to a
particular block trade on the day of the trade.

4. DEALER PARTICIPATION

A potentially important element in the price impacts of block
trades is the participation of dealers, particularly those performing
a market-making function. Although the Vickers cards do not contain
sufficient information to determine the participation for their own
account of either block trade assemblers or NYSE specialists, the data
collected for the intensive survey of NYSE block trades in Part C
do contain this information. As in the second section of this part, the

207 The average price recovery on the day of the block trade is of the same magnitude
as the minimum commission. Therefore, even on the average, anyone who had to pay
one commission to buy and another to sell could not make a profit within the day.

28 On the plots there is no pronounced tendency for the points to fall nlonzi a particular
line. The regression equation does indicate a significant relation, but the r? is only .0420.
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analyses with respect to block positioners and specialists are conducted
using closing prices.*®

a. Block trade assembler

Of the total sample of 178 block trades, the block trade assembler
had a positive position immediately after 70 of them, a negative posi-
tion after three and no position after 105. The block trades not in-
volving any subsequent position were a fairly even mixture of plus
and zero-tick blocks, on the one hand, and minus-tick blocks with
relatively small average price changes, on the other (Figure XI145;
Table X1-124).219 The block trades that did involve a subsequent block
Eosition by the block trade assembler were primarily minus-tick

locks (Figure XI-46; Table XI-125).*'* Consequently, to analyze
the effect of block positioning, it is appropriate to look at the minus-
tick blocks alone.

On the average, minus-tick blocks positioned by the block trade
assembler exhibited a price decline of 0.58 percent in the three trading
days preceding the block trade, a price decline of 2.40 percent on the
day of the block trade and no significant change over the next 20 trad-
ing days (Figure XI47; Table XI-126). On the other hand, the
average minus-tick block not involving participation by the block trade
assembler had a price decline of 1.50 percent in the three trading days
preceding the block, a price drop of only 0.74 percent on the day of
the block and recovery of 1.00 percent in the next 20 trading days
(Figure XI48; Table XI-127. Thus, minus-tick blocks that were
not positioned exhibited a greater price change in the days immediately
before the trade than those that were positioned. On the day of the
trade the difference was the opposite. The average cumulative change
in the two groups was not muc}l)l different (2.81 percent for blocks with
subsequent positions versus 2.16 percent for blocks without subsequent
positions). Then, after the day of the block trade, the blocks without
subsequent positions exhibited a recovery of about one-half of the
previous drop while the blocks with subsequent positions did not
recover.

The greater price change for nonpositioned blocks in the few days
prior to the trade is somewhat surprising. The fact that, even without
controlling for subsequent blocks, the price returns a substantial part
of the way indicates that the price change does result from the block
rather than from fundamental factors.>*? It also indicates that blocks
that are positioned are likely to be “shopped” either less extensively or
more expertly than other blocks. The former could arise because of

20 Because the entire sample is overly weighted by big blocks, all the average price
changes were generally greater than in a random sample of blocks $1 million and over.
The average price changes on the day of the block trade were a drop of 1.65 percent for
minus-tick blocks, a rise of 0.96 percent for plus-tick blocks and a rise of 0.44 percent
for zero-tick blocks. The average cumulative price chan§e for this and the preceding 20
trading days was a drog of 3.01 percent for minus-tick blocks, a price rise of 6.50 percent
for plus-tick blocks and a price rise of 1.27 percent for zero-tick blocks. See secs. D.1.b
and D.2.a, above.

20 Rifty of the 105 block trades without subsequent gosltkms were on days when the
NYSE closing price for the stock, adjusted for the market, was lower than the previous
close. Nevertheless, on the nvernfe, the closing price for all blocks was one-fifth of one
percent higher than the previous close.

211 Sixty of these 70 blocks were on days when the close, adjusted for the market, was
lower than the previous close, On the average, the difference between the closing prices
on the two days was 2.24 percent.

219 See subsec. D.2.b(3), above.
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the relatively recent practice of some block trade assemblers to make
initial bids or offers for entire blocks and the time pressures that
then arise to execute the transaction as quickly as possible rather than
to exhaust every possibility of finding the other side.’* The latter
could arise because of the establishment of many new “block tradin
departments” after December 5, 1968, by inexperienced firms that dig
not block position.2

It is not clear to what extent the greater price change on the day of
the block can be ascribed to the participation of the block trade assem-
bler. Since the assembler is limited in selling at a loss on that day,?s
any price decline from the block trade to the day’s close is probably
not a result of its layoffs. Although the block trade assembler will
usually make its initial bid at a discount from last sale, even in such
cases the eventual price of the block is primarily determined by the
interaction of the customers on both sides.?*® It may be that the price
change on the day of the block simply indicates that a more “difficult”
trade s involved.

The difference between positioned and nonpositioned blocks with re-
spect to the recovery of the market price after the block was tested
further by an additional analysis. All blocks in which the block trade
assembler had a subsequent positive position were divided into two
groups: those in which part or all of that position still existed 14 cal-
endar days (10 or less trading days) later and those in which it did
not.**” Thirty-one of the 70 positioned blocks fell into the former cate-
gory. On the average, these blocks exhibited a substantial market de-
cline (1.06 percent) on the day after the block and a further decline of
1 percent over the next 19 trading days (Figure XI-49; Table
XI-128). By contrast, the other positioned blocks averaged no change
on the day after the block and in the next 19 trading days a recovery
(1.42 percent) of more than one-half of the decline on the day of the
block (Figure XI-50; Table X1-129).

The causal relationship between the block trade assembler’s lavoft
transactions and the market for the stock subsequent to the block trade
is probably a dual one. The fact that terminal minus-tick blocks, on
the average, exhibited a substantial price recovery 28 while positioned
minus-tick blocks did not, coupled with the fact that there is a recovery
after the position has been liquidated, raises the question whether the
block trade assembler’s layoft transactions tend to have a depressing
effect on the market. The further finding that block positioning gen-
erally results in trading losses when measured by ticker tape prices in-
dicates this to be likely.?'® On the other hand, the large price decline to

23 See subsec. C.2.¢(3), above, and ch. XII.1.3, below.

24 See ch. XI1.1.2, below.

215 See sec. C.2.4, above.

8 See gubsec. C.2.¢(3), above, and ch. XII.1.3, below.

217 No attempt was made to sort out these blocks by tick. The fact that the block trade
assembler bought stock Indicated that they were primarily minus-tick blocks. Blocks involv-
ing purchases for the block trade assembler’s arbitrage account were eliminated. Thus, it
is unlikely that the results were distorted to a significant extent by the inclusion of any
plus-tick blocks.

28 See subsec. D.2,b(2), above.

210 See sec. C.2.d, above, and ch. XII.1.2.e, below. It should also be noted that in 21 out of
the 31 blocks with positive positions remaining after two weeks there were substantial
layoffs during the two week perlod.

Another possible explanation is that, on the average, when block positioners acquire
positions they misprice their blocks, in the sense that the price subsequently declines to a
persistent lower level without regard to their layoffs. If this were generally the case, it is
hnrdl to ulxaderstnnd why their customers would continue to participate with them on the
passive stde.
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the day after block trades for which positions remained after two
weeks but not for other positioned blocks indicates that the speed of
disposition of a position may depend upon the ability of the market to
absorb it. Thus, in a falling market block positioners may feed their
positions out slowly rather than “dumping™ much more on the market
than it can absorb without a large price change. This would mean that
on the average they hold profitable block positions for a shorter period
of time than others. The data are not sufficient to assess the relative ex-
tents to which the disposition of the position effects the market and to
which the market affects the speed of disposition.

b. Specialist

The specialist purchased stock in 124 out of 178 block trades. In 86
of these block trades, or 70 percent, the NYSE close for the day, ad-
justed for the market, was lower than the previous close. The average
decline for all blocks in which the specialist bought stock was 1.22 per-
cent on the day of the block. The price thereafter remained stable, on
the average, for the next 20 trading days (Figure XI-25; Table
XI-119). Since blocks that were not positioned by the block trade
assembler were associated with smaller price changes than blocks that
were so positioned, and since the specialist participated in 66 blocks of
the 105 1n which the block trade assembler did not participate for its
own account, there is some indication that blocks in which the specialist
alone participated were associated with smaller price changes than
blocks in which the block trade assembler alone participated.?*

These data are not sufficient to explain why the block trades in which
the specialist alone participates appear to have the smallest price
changes of any blocks with dealer participation. The data analyzed
contained the size and side of the specialist’s participation but not his
prior or subsequent position.??! Therefore, a purchase could have re-
duced an existing short position rather than established a new long
}‘)osition or increased an existing one. Moreover, the analysis does not

istinguish between block trades in which the specialist merely took a
small portion of the block in order to supply stock in the aftermarket
and blocks in which the specialist had a substantial role in offsetting
the imbalance of public supply and demand embodied in the block.22
The effect of substantial position changes by the specialist as a market-
maker is considered more thoroughly in chapter X1II.222

22 The price changes assoclated with blocks In which the specialist participated are aver-
ages of the individual blocks in which the block trade assembler also participated and
those in which it did not. Since specialist blocks constituted such a large portion of the lat-
ter group, the average appears to bear a strong relationship to thelr participation.

Block trades In which they both had a positive position after the block exhibited an
average price decline of 2.57 percent on the day of the block, the largest in any category,
with no subse?)uent recovery over the next 20 trading days (Figure XI-26 and Table XIy—
1202. See sec. D.4.a, above.
th” Such data were collected on Form I-16, but there was not sufficient time to utilize

em.

22 See subsec. C.2.¢(2), above.

223 See ch. XILF, below.
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TABLE XI-97

NVYSE BLOCK TRADES OVER 10,000 SHARES USED IN ANALYZING PRICE IMPACTS OF BLOCK TRADES
8

Y YEAR AND DIRECTION OF PRICE CHANGE FROM PRIOR TRADE (TICK)

. LESS THAN $1,000,000 . $1,000,000-$2,000,000 $2,000, 000-$5, 000, 000 OVER $5,000,000
TICK BLK VAL SHKTE/ BETA BLK VAL SNKTE/] BETA BLK VAL . wr['] BETA BLK VAL SHXT[¥/ BETA
se “

TICKS  TOTAL (+) 308913318 181936325 144204612 89371600

COUNT 592 133 49 7

AVG. 5216813 26436 1.3369° 1347676 33.31 .1.2741 2942955 43,29 1.2843 12767371 T3.11 1.3319
TICKS  TOTAL (~) 310172439 321496147 455232224 723644099

COUNT sal 228 149 n

AVGe 573331 35,01 1.3879 1410070 48.47 1.3870 3055249 59.43 1l.4T51 10194987 69.13 1.3898
TICKS  TOTAL Q) 310321836 251227111 233756324 106346275

COUNT 184 80 16

AVE. 543352 29.44 1.3524 1365364 39,74 1.3163 2921954 36.80 1.3083 6645642 62,52 1.2862
vEaR ToTAL 937607608 754659583 833193360 919561974

COuNT 1ne 547 278 94

AVGe 545437 30413 1.3%82 1379633 41.79 1.3353 2997098 55.83 1.3935 9782574 68.30 1.3679

&9
i

TICKS  TOTAL () 398446650 153012861 132236537 118796250

count 162 uz - 50 13

AVG. 522893 30.49 1.3262 1366186 37,65 1.1434 2644730 49.32 1.2178 9138173 T1.54 1.1373
TICKS  TOTAL (=} 683817793 518448156 843428711 963138050

COuNT 1289 378 212 104

AVG. 530502 40.05 1.3801 1382528 51,47 1.3538 3100840 65.89 1.3534 9260942 68,61 1.2809
TICKS  TOTAL (0) 510444451 336160747 2612680473 178045137

couwmT 1040 241 91, 22-

AVG. - 490811 33.55 1.33¢4 1394857 50.25 1.2763 2871213 '61.23 1.3093 8129324 75.33 1.0490
YEAR TOTAL 1592708894 - 1007621764 12356948721 1260779437

comT 3091 . 20 . . 413 139

AVG. 515273 35.51 1.3514 1380095 40,94 1.2961 2995023 62,86 1.3205 9070355 69.98 1.2308

L2 KRG eeighted by the nusber of blocks, of the percentage of !‘- w2 W.on thq!’tunont stock-dey

r-pnmtu by the btux teade,

P8L1



TABLE XI-98 i

9z - $d - 14 - O 0¥6-8S

e,
sssssSUMMARY OUTPUT FOR 2066 OVER $1 MILLION/ A=0, B=l 1 ALL TICKS / hddsdd

AVERAGE AVERAGE
CURRENT PERCENT STANDARD IMPACT SYANDARD
DAY IMPACT NEGATIVE DEVIATION INDEX DEVIATION
=20 -0.0002 0.5319 0.0205 0.9999 0.0233
=19 -0.0003 0.5203 0.0209 0.9998 - 0.0311
~18 -0.0002 0.5242 0.0217 0.9998 0.0381
=17 =-0.,0003 0.5223 0.0204 0.9998 0.0424
~-16 -0,0005 0.5378 0.0193 0.9994 0.0465
-15 0.0002 0.5286 0.0203 0.9998 0.0507
~14 0.0001 0.5131 0.0189 1.0000 0.0534
-13 0.0001 0.5097 0.0200 1.0003 0.0571
~12 -0.0003 0.5257 0.0196 1.0002 0.0599
=11 0.0001 0.5029 0.0195 1.0005 0.,0627
-10 -0.,0603 0.5174 0.0193 1.0006 0.0674
-9 =0.0000 0.5334 0.0199 1.0007 0.0701
] 0.0000 0.5184 0.0196 1.0010 0.0736
-7 0,0004 0.5140 0.0204 1.0016 0.0766
-6 0.0006 0.5281 0.0248 1.002% 0.0823
-5 0.0013 0.5058 0.0219 1.0041 0.0860
-4 0.0007 0.4985 0.0209 1.0050 0.0889
-3 -0.0007 0.5499 0.0209 1.0045 0.0918
-2 -0.0008 0.5407 0.0218 1.0040 0.0953
-1 -0.0002 0.5252 0.0235 1.0042 0.0998
[} -0.0034 0.5939 0.0268 1.0016 0.1072
13 0.0006 0.4927 0.0222 1.0024 0.1095
2 =0.0007 0.5179 0.0217 1.0019 0.1108
3 6.0002 0. 5145 0.0205 -~ 1.0022 0.1117
4 0.0004 0.5058 0,0209 1.0026 0.1126
5 0.0003 0.5097 0.0205 1.0030 0.1133
6 0.0004 0.5092 0.0195 1.0037 0.1161
7 0.0001 0.5116 0.0197 1.0040 0.1177
8 -0.00603 0.5276 0.0204 1.0037 0.1179
9 =0.0002 0.518% 0.0198 1.0035 0.1175
10 0.0002 0.5140 0.0199 1.0037 0.1178
11 -0.0001 0.5232 0.0197 1.0038 0.1198
12 0.0001 0.5102 0.0244 1.0041 0.1218
13 =0.0001 0.5261 0.0189 1.0042 0.1237
14 0.0004 0.4952 0.0204 1.0049 0.1266
15 -0.0001 0.5242 0.0207 1.00%50 0.1288
16 =0.0006 0.5310 0.0197 1.0047 0.1306
17 ~0.0004 0.5048 0.0185 1.00645 0.1312
18 ~0.0003 0.5218 0.0194 1.0042 0.1325
19 -0.0004 0.5218 0.0195 1.0040 0.1336
- 20 -0.G003 0.5116 0.0188 1.0037 «~0.1342
CURRENT IMPACT IMPACT INDEX
T 10 AVE SYD OEV AVE STD DEV
20 =0.0001 0.0007 1.0025 2.0029
-2 -0.0000 20,0005 1.0012 0.0023
20 -v.0000 0.0004 1.0n37 0.0018

GRLI
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sssssSUMMARY OUTPUT

TO
20
-2
20

AVERAGE
CURRENT
IMPACT

0.0000
0.0002
0.0002
-0.0010
-0.0020
~0.0010
0.0021
0.0021
-0.0000
0.0001
=-0.0005
0.0002
~0.0005
0.0015
0.0008
0.0015
0.0016
-0.0004
0.0006
0.0012
0.0023
0.0011
-0.0009
-0.0012
-0.0000
0.0006
0.0003
0.0001
~0.0018
~0.0015
0,0011
0.0005
-0.0001
-0,0012
0.0010
-0.0011
0.0000
-0,0009%
-0.0006
=0.0001
-0.0009

CURRENT

AVE
0.0001
0.0003

-0.0003

PE
NE

IMPACT
STD OEV
0.0011
0.0011

0.0009

FOR 600 OVER $1 MILLION /

RCENT
GATIVE

0.5100
0.5317
0.5117
0.5517
0.5733
0.5617
0.4667
0.4683
0.5067
0.5233
0.5250
0.5400
0.5183
0.5033
0.5317
0.5050
0.4667
0.5217
0.4883
0.4950
0.4883
0.4833
0.5083
0.5383
0.5100
0.4883
0.5183
0.5233

0.5217

TABLE XI-100

A=0, B=1

STANDARD
DEVIATION

0.0192
0.0205
0.0219
0.0189
0.0178
0.0194
0.0207
0.0197
0.0195
0.0199
0.0194
0.0182
0.0188
0.0216
0.0203
0.0212
0.0215
0.0209
0.0198
0.0228
0.0245
0.0210
0.0209
0.0202
0.0206
0.0188
0.0186
0.0180
0.0200

4

IMPACT

AVE
1.0081
1.0028
1.0128

0 TICKS

AVERAGE
IMPACT
INOEX

1.0001
1.0006

1.0104

INDEX
STD DEV
0.0062
0.0041

0.0016

/

STANDARD
DEVIATION

0.0211
0.0298
0.0368
0.0382
0.0412
0.0455
0.0495
0.0535
0.0558.
0.0596
0.0645
0.0654
0.0691
0.074b
0.0790
0.0824
06,0881
0.0909
0.0926
0.0962
0.0992
0.1004
0.1012
0.1004
0.1023
0.1039
0.1051
0.1066
0.1072
0.1075
0.1069%9
0.1092
o.1111
0.1127
0.1163
0,1173
0,1191
0.1189
0.1208
0.1215%
0.1219

sesen

L8L1
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4026 SUMMARY QUTPUT

T0
20
-2
20

AVERAGE
CURRENT PE
IMPACT NE

0,0005
~0.0004

CURRENT IMPACT

AVE STD DEV
Q.0011 0.0025
0.0012 0,0014

-0.0000 0.0010

FOR 345 OVER $1 MILLION /

RCENT
GATIVE

0.5362
0. 5449
0.5536
0.5101
0.4812
0.4696
0.5072

A=0, B=1

STANDARD
DEVIATION

0.0240
0.0230
0.0229
0.0227
0.0218
0.0212
0.0183
0.0211
0.0204
0.0186
© 0.0191
0.0215
0.0208
0.0201
0.0212

0.0187

TABLE XI-101

4

+ TICKS

AVERAGE
INPACT
INDEX

1.0552 |

[MPACT INDEX

AVE
1.0347
1.0112

1.0561

' STD DEV
040231
0.0084

0.0018

7

STANDARD
OEVIATION

"0.0251
0.0329
0.0424
0.0465
0.0506

0.1424
0.1436
0. 1468
0.1488
0.1519
0.1514
0.1520
0,1519
0.1548
0.1578

88L1
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TABLE XI-102

Frequency and Percentage Distribution by Ticks of Close-to-Close Price
Changes for Stock Days with NYSE Block Trades of $1 Million or More in
List A Stocks

(Number of Stock Days and Percentage)

Percentage ' | 1}Minus Plus -~ Zero !
Price Change '~ Tick Tick ' Tick
Over 5 19 36 20

' (03A) (10%) (3%7)

3to5 43 50 56
(47) (14%) (9%)

1 to3 113 - 103 135
(9%) (28%) (21%)

Otol 125 60 97
(10%) (16%) (15%)

0 65 15 36
(5%) (47) (6%)

0 to -1 219 49 126
(18%) (13%) (207)

-1 to -3 384 37 117
(32%) 10%) (18%)

-3 to -5 164 9 34
(147, (2%) (5%)

Under -5 67 7 14
(6%) (2%) (2%)

Total 1199 366 635
(100%) (100%) (100%)




FROM
-10
=10

SSSSSSUMMARY OUTPUT FUR 201

To
10
-2
10

=10

DR A
OmNWHsME~N® D

COO~NO NI WN =

-

AVERAGE
CURRENT
EMPACT

©.0005
0.0007
-0.0003
0.,0012
©.0003
-0.0010
0.0010
0.0008
=0.0011
~0.0012
-0.0092
-0.0007
0.0003
-0.0002
0.00C1
0.0004
0.0016
=0.0007
~0.0012
0.0001
0.0001

CURRENT
AVE
-0.0004
©.0002
=-0.0000

LIST B* STOCKS / OVER sl MILL /

PE
NE

IMPACT
STD OEV
€.0022
0.0008

©0.0008

RCENT
GATIVE

0.5373
0.5174
0.5174
0.4776
0.5224
0.5771
0.4975
0.5025
0.5473
0.5771
0.7214
0.4826
0.4975
0.4726
0,5373
0.5224
0.4428
0.5075
0.5274
Q.4478
0.5423

TABLE X1-103

STANDARD
DEVIATION

0.0135
c.0136
0.0139
0.0128
0.0134
0.0128
0.0154
0.0128
0.0124
0.0149
0.0179
0.0126
0.0147
0.0139
0.0138
0.0125
0.0127
0.0122
0.0137
0.0110
0.0124

IMPACT

AVE
0.9971
1.0021

0.9926

A=0, B=1 /

AVERAGE
IMPACT
INDEX

1.0006
1.0014
1.0012
1.0024
1.0028
1.0018
1.0029
1.0036
1,0026
1.0015
0.9924
0.9918
0.9922
0.9921
0.9922
0.9926
0.9942
0.9936
0.9925
0.9926
0.9927

INDEX
STD DEV
0.0051
0.0006
0.0012

MINUS TICKS

STANDARD
OEVIATION

0.0140
0.0179
0.0206

0.0507

061



TABLE XI-104

. . Table X1-98
SSX$SSUMMARY OUTPUT FUR 70 LIST B¢ STOCKS / OVER $1 MILL / A=0, 8=l / PLUS TICKS ssnns
AVERAGE AVERAGE
CURRENT PERCENT STANDARD IMPACT STANDARD
13 IMPACT NEGATIVE DEVIATION INDEX DEVIATION
-10 0.0005 0.4714 0.0121 1.0005 0.0124
-9 0.0009 0.5429 0.0132 1.0015 0.01L73
-8 0.0002 0.4714 0.0124 1.0017 0.0202
-7 6.0004 0.64429 0.0126 1.0022 0.0241
-6 6.0009 0.5286 0.0124 1.0032 0.0268
-5 ~0.0018 0.6286 0.0130 1.001¢ 0.0299
-4 -0.0005 0.4286 0.0135 1.0010 0.0311
-3 0.6028 0.4429 0.0131 1.0039 0.0370
-2 0.0005 0.5286 0.0153 1.0046 0.0397
-1 0.0025 0.4714 0.0158 1.0073 0.0467
[ 0.0067 0.3857 0.0186 1.0142 0.0504
1 -0.0013 0.5714 0.0149 1.0130 0.0519
2 -0.0000 0.5857 0.0132 1.0131 0.0548
3 0.0002 0.5571 0.0156 1.0136 0.0599
. 0.0045 0.4286 0.0159 1.0182 0.0609
5 -0.0011 0.5857 0.0121 1.0173 0.0640
6 0.0015 0.4429 0.0138 1.0190 0.0666
7 -0.0004 0.5571 0.0136 1.0186 0.0673
8 -0.0001 0.4571 0.0114 1.0186 0.0683
9 0.0020 0.4286 0.0117 1.0205 0.0671
10 0.0015 0.4714 0.0130 1.0221 0.0682
CURKENT TMPACT IMPACT INDEX
FROM 10 ave STD DEV AVE STD DEV
-10 10 0.0009 0.0020 1.0103 0.0019 ‘"
-10 -2 0.0004 0.0012 1.0022 0.0012

1 10 0.0007 0.0017 1.0174 0.0031

1641



TABLE XI-105

ss#ssSUMMARY OUTPUT FOR 289 LIST C* SVOCKS / OVER 81 MILL / A=Q, Bs} / MINUS TICKS L aaddd
AVERAGE AVERAGE
CURRENT PERCENT STANDARD 1MPACT STANDARD
0ay mpact NEGATIVE OEVIATION INDEX OEVIATION
-10 -0.0012 0.5363 0.0172 0.9989 0.0179
-9 -0.0011 0.5571 0.0197 0.9979 0.0257
-8 0.0011 0. 4464 0.0190 0.9992 0.0339
-7 -0.0010 0.5467 0.0179 0.9984 0.0376
-6 0.0019 0.5052 0.0421 1.0015 0.0718
-5 0.0008 0.4879 0.0177 1.0024 0.0743
~& 0.0004 0.5398 0.0183 1.0030 0.0761
-3 ~0.0033 0.6055 0.0171 0.9998 0.0781
-2 -0,0026 0.5744 0.0177 0.9973 0.0781
-1 -0.0014 0.5398 0.0177 0.9961 0.0813
0 ~0.0135 0.8097 0.0216 0.9832 0.0863
13 0.0015 0.4671 0.0196 0.9848 0.0885
2 -0.0019 0.5294 0.0206 0.9830 0.0897
3 0.0015 0.4948 0.0190 0.9844 0.0892
4 0.0014 0.4B844 0.0201 0.9859 0.0903
5 0.0006 0.4913 0.0191 0.9865 0.0879
6 0.0007 0.5017 0.0182 0.9874 0.0916
7 -0.0008 0.4913 c.0187 0.9868 0.0922
8 0.0015 0.4637 0.0188 0.9883 0.0928
9 -0.0003 0.5017 0.0169 0.9882 0.0958
10 0.0000 0.4740 0.0172 c.9885 0.0983
CURRENT IMPACT IMPACT [NDEX
FROK T0 AVE STD DEV AVE STD DEV
=10 10 -0.0008 0.0033 0.9924 0.0073
-10 -2 =0.0006 0.0017 0.9998 0.0021

1 10 0.0004 0.0011 0.9864 0.0020

¢6L1



TABLE XI-106

#3$5£SUMMARY QUTPUT FUR 71 LIST C* STOCKS / GVER s$1 MILL / A=0, B=1 / PLUS TICKS sssen
AVERAGE AVERAGE
CURRENT PERCENT STANDARD IMPACT STANDARD
DAY IMPACT NEGATIVE DEVIATION TNDEX DEVIAYION
=10 =0.0007 Q.4366 0.0183 0.9994 0.0185
-9 0,0020 0.3944 0.0208 1.0018 0.0317
-8 0.CG50 0.4648 0.0202 1.0068 0.0335
-7 ¢.0C19 0.4507 0.0144 1.0088 0.0367
~6 0.0013 0.5070 0.0218 1.0103 0.0407
-5 G.0045 0.5070 0.0304 1.0152 0.0496
-4 -0.0032 0.5493 0.0247 1.0121 0.0518
-3 -0.0006 0.5634% 0.0273 1.0118 0.0581
-2 0.0u4s 0.5493 0.0306 1.0167 0.0661
-1 ¢.Gloe 0.3803 0.0332 1.0289 0.0850
] 0.0166 0.2817 0.0340 1.0476 0.1033
1 0.0050 0.4225 0.0237 1.0539 0.1164
2 -0.0023 0.5634 0.0210 1.0521 0.1232
3 -0.,0011 0.5070 2.0188 1,0503 0.1163
4 -0.0009 | 0.5211 0.0184 1.0491 0.1139
S 0.0021 0.5070 0.,0278 1.0512 0.1126
6 U. 0044 0.4507 0.0216 1.0567 0.1217
7 C.0050 0.4366 0.0214 1.0629 0.1316
8 -0.0002 0.5493 0.0182 1.0626 0.1312
9 -0.u023 0.5352 0.0172 1.0603 0.1325
i0 -L.0015 0.5211 0.0161 1.0588 0.1335
CURKENT [MPACT IMPACT INDEX
FRGM 10 AVE STD DEV AVE STD O’EV
~10 10 Ual024 0,0047 1.0342 0.0235
-10 -2 0.001e 0.0028 1.0092 0.0057 3 .

1 1c 0.0008 0.0030 1.0558 0.0051

€641
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TABLE XI-107

Frequency Distributions of Day-to-Day Price Changes in NYSE List A Stocks,
on Stock Days with Block Trades (10,000 or More. Shares),
Stock Days Without Block Trades, and All Stock Days

Day-to-Day Percentage Days With Days Without

Change in Closing Price Block Trades Block Trades All Days
Over 5 273 2,201 2,474
3tos 408 ' 4,618 5,026
1l to3 996 18,182 19,178
0tol 819 17,538 18,357
0 398 12,542 12,940
0 to -1 949 19,652 20,601
-1 to -3 . 1,270 22,386 23,656
-3 to -5 417 + 4,819 5,236
Under -5 173 1,352 1,525
Total 5,703 103,290 108,993
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TABLE XI-108

Percentage Distributions of Day-to-Day Price Changes in NYSE List A Stocks,
on Stock Days with Block Trades (10,000 or' More Shares),
Stock Days Without Block Trades, and All Stock Days

" Day-to-Day Percentage Days with Days Without ~
Change in Closing Price Block Trades Block Trades All Days
PN FRTNEN ‘T ) - B
Over 5 | 5 1 2
! H
3t05 ‘ 7 4 5
l1to3 ' 17 . .18 18
Otol 14 17 17
o 7 12 12
0 to -1 17 19 .19
-1 to -3 22 22 22
-3 to -5 7 5 5
Under =5 3 1 1
Total */ 100 100 100 .
_—

*/ Totals may not add to 100 because of rounding




TABLE XI-10Y

@+SSCSUMMARY OQUTPUY +HOR 582 $1-2 MILLION / A=0, B=1 14 - TICKS Lddidd
AVERAGE AVERAGE
CURRENT PERCENT STANDARD TMPACT STANDARD
DAY © IMPACT NEGATIVE DEVIATION INDEX DEVIATION
-10 =C.0001 0.5120 0.0198 1.0000 0.0216
-9 v.001L 0.5223 06,0204 1.0013 0.0299
-8 ~0.0010 0.5155 0.0187 1.0005 0.0354
-7 -0.0007 - 0.5309 - 0.0197 1.0000 0.0397
-6 ~L.0007 0.5344 0.0207 0.9995 0.0454
-5 0.0009 0.5069 0.0189 1.0005 0,0483
-4 -0.0003 0.,5412 0.0203 1.0003 0.0519
-3 -0.0021 0.5773 0.0186 0.9984 0.0%51
-2 -0.0016 0.5687 0.0213 0.9971 0.0598 '
-1 -0.0031 0.5945 0.0207 C.9941 0.0604
[} ~0.0u82 0.7010 0.0228 0.9863 0.0651
1 0.000¢ 0.4863 0.0210 0.9870 0.0647
2 -G.0015 0.5137 0.0218 0,9857 0.066%
3 -0.0002 0.5069 06,0215 0.9856 0.0687
3 ©.0002 0.4966 0.0212 0.9859 0.0705
5 0.0006 0.5052 0.0205 0.9866 0.0712
[ G.0013 0.4845 0.0190 0.9880 0.0735
7 0.0001 0.5155 0.,0205 0.9882 0.0748
a 0.0002 0.5241 0.0210 0.9884 0.0744
9 ©.0006 0.4863 0.0191 0.9892 0.0769
10 0.0006 0.5137 0.0201 0.9899 0.0796
CURRENT TMPACT TMPACT INDEX
FROM 1] AVE STO DEV AVE STOD DEV
-10 10 ~0.0006 0.0021 . 0.9930 0.0065%5
=10 -2 =0.0065 0.0010 0.9997 0.0015

1 10 0.0003 0.0008 0.9875 0.0018

9641



TABLE XI-110

$$35sSUNMARY QUTPUT FOR 403 $2~5 MILLION / A=0, Bsl / - TICKS ssese
AVERAGE AVERAGE
CURRENT PERCENT STANDARD ImpacT STANDARD
oay IMPALT NEGATIVE DEVIATY ION INDEX DEVIATION
°
-10 -0.0007 0.5112 0,0193 0.9994 0.0205
-9 -0.0013 0.5583 ¢.0189 0.998% 0.0277
-8 0.0023 0.4839 0.0200 1.0008 0.0353
-7 -0.0001 0.5186 0.0201 1.0009 0.0602
-6 0.0012 0.5310 0.0372 1.0030 0.0655
-5 -0.0017 0.5385 0.0190 1.0014 0.0680
-4 0.0003 0.5261 G.0197 1.0019 0.0701
-3 -0.0023 0.5831 0.0211 0.9997 0:0719
-2 =-0.0040 0.6030 0.0201 0.9959 0.,0727
-1 -0.0012 0.5459 0.0222 0.9951 0.0781
o -0.0122 0,7345 0.0249 0.9835 0.0840
i -0.0017 0.5385 0.0213 0.9821 0.0875
2 - 0.5310 0.0254 0.9823 0.0911
3 0.4516 0.0208 0.9849 0.0928
4 0.4938 0.0209 0.9863 0.0935
5 0.4988 0.0216 0.9870 0.0924
[ 0.5558 0.0208 0.9857 0.0985
7 0.5385 0.0202 0.9853 0.1007
8 0.5136 0.0202 0.9863 0.1019
9 ’ C.4963 0.0209 0.9875 0.1028
10 0.0007 0.5087 0.0212 0.9881 ) o.1021
f R
CURKENT [MPACY {MPACT INDEX
FROM 10 Ave STD DEV AVE STO Dev
~10 10 -0.0008 © 0.0030 0.9922 0.0079
-10 -2 -0.0007 0.0019 1.0002 0.0021

)
1 10 0.0003 | ' 0.0013 0.9856 0.0022

L6L1



TABLE XI-111

®s#SSUMMARY OUTPUT FUR 170 85 & MILLION /  A=Q, Bsl / - TICKS hadddd
AVERAGE AVERAGE
CURRENT PERCENT STANDARD TMPACT STANDARD
DAY IMPACT NEGATIVE DEVIATION INDEX OEVIATION
-10 -0.G013 0.5765 0.0171 0.9989 0.0175
-9 -0.0027 0.5588 0.0215 0.9965 0.0302
-8 0.0001 0.5471 0.0219 0.9968 0.0350
-7 0.0002 0.4765 0.0191 0.9972 0.0405
-6 0.0013 0.5059 0.0197 0.9987 0.0460
-5 0.0023 0.5176 0.0205 1.0014 0.0543
-4 0.0013 C.4824 0.0197 1.0029 0.0567
-3 ~0.0014 0.5765 0.0173 1.0016 0.0592
-2 ~0.0040 0.5824 0.0179 0.9978 0.0629
-1 -0.0081 0.6059 0.0244 0.9899 0.0840
0 -0.0212 0.8588 0.0283 0.9697 0.0692
1 0.0011 0.4412 0.0231 0.9710 0.0736
2 -0.0003 0.5000 0.0223 0.9707 0.0724
3 0.0019 0.5471 0.0200 0.9727 0.0759
4 -0.0061 0.5412 0.0197 0.9728 0.0792
5 -0.0016 0.5294 0.0187 0.9712 0.0780
6 0.0011 0.4765 0.0203 0.9727 0.0825
7 0.0003 0.4412 0.0212 0.9730 0.0825
8 0.0001 0.4941 0.0190 0.9734 0.0855
9 0.0003 0.4941 0.0219 0.9733 0.0799
10 -0.0023 0.5647 0.0196 0.9712 0.0819
o
CURRENT TMPACT IMPACT [INDEX
FROM 70 AVE STD DEV AVE STD DEV
-10 10 -0.0016 0.0051 0.9844 0.0137
-10 ~2 -0.0005 0.0021 0.9991 0.0023

i 10 0.0001 0.0013 0.9722 0.0013

861
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TABLE XI-112

Regression Analysis
Determinants of Size of Price Impact on Day O
Regression Statistics
(t value of coefficients in parentheses)

Dependent Variable is Current Impact in % on Day 0:[U (o)] =

= TIZK FITCR 0 TICK
\ [§%) <2) (48] @ 1 @
CONSTANT -.7671 -.5798 .9509 1.2618 | .3721 L4957
VALUE OF BLOCK IN -.1288 -.8304 L1311 1737 | -.1011 | -.7493
$ MILLION (7.26) (3.79) | 2.72) | -3.300 | (1.78) | (1.26)
MARKET VOLUME ON
DAY OF BLOCK IN -.2863 -.2631 -.2067
$ MILLION (3.3 (1,47) (1.68)
DUMMY VARIABLE=1 -.3116 -.6428 -.8485
IF BLOCK CROSSED (2.24) (2,03) ( .40)
2 0422 .0536 .0199 J0348 | .0050 .0094
OBSERVATIONS 1191 1191 366 366 634 634




*3e2eSUMMARY OUTPUT FOR

To
20
-2
20

AVERAGE
CURRENT
IMPACT

0.0001
=0.0004
~0.0009

0.0003
-0.9G¢11L

0.0005
~0.000¢&
-0.0014
~0.0005

0.0011

0.0001

0.0007

0.0006
~0.0014
=0.0012
-0.0011

0.0001
-0.0010
=0.0036
-0.0012
-0.0109

0.0010

0.0021

0.0020

0.0002

0.0014

0.0000
=0.0004

320 OVER $1 MILLION /7

PERCENT
NEGATIVE

0. 5406
0.4937
0.5406
0.4656
0.5313
0.5531
0.5094
0.5156
0.5469
0.4688
0. 2844
0.5031
0.4625
0.5625
0.5156
0.5531

0.5281
0.5094
0.5094

CURRENT IMPACT

AVE
=-0.0002
-0.0005

0.0006

STO DEV
0.0020
0.0011
0.0009

TABLE XI-113

A=Q, B=1

STANDARD
OEVIATION

0.0224
0.0180
0.0196
0.0183
Q.atv2
0.0209
0.0192
0.0197
0.0178
0.0177
0.0182
0.0172
0.0173
0.0178
0.0179
0.0168
0.0201
0.0188
0.0177
0.0186
0.0205
0.0184
0.0230
0.0169
0.0173
0.0169
0.0190
0.0195
0.0171
0.0182
0.0192
0.0190
0.0156
0.0167
0.0172
0.0183
0.0176
0.0146
0.0185
0.0212
0.0171

IMPACT

0.9945

0.9987

0.9914

- TICKS

AVERAGE
IMPACT
INDEX

0.9962
0.9956

INDEX
STD DEV
0.0053
0.0023
0.0040

STANDARD

DEVIATION

0.0237
0.0299

/ NO BLK IN NEXT 10 DAYS
OVER 10,000 SHARES

ssene

0081



L2 -%d - 1L - O 0¥6-€§

FROM
~20
=20

#s82$SUMMARY OUTPUT FOR 591 OVER $1 MILLION /

10

20

-2

20

AVERAGE
CURKRENT PE
IMPACT NE

-0.0012
-0.0009
-0.0008
-0.0003
-0.0009
0.0006
-6.0011
-0.0012
~0.0007
0.0002
-0.0007
-0.0004
0.0006
-0.0012
6.0007
-0.0004
-6.0005
-0.0011
-0.0042
-6.0025
-0.0116
0.0004
0.0004
L.0009
©.0002
0.0014
0.0002
-0.0009
€.0003
0.0014
0.0014
0.0004
6.0017
-0.0002
0.0010
0.0003
-0.0009
0.0008
-0.00601
-0.0003
-C.0003

CURRENT IMPACT

AVE STD DEV
-0.0005 c.0021
-0.0007 0.0010

0.0004 0.0008

RCENT
GATIVE

0.5499
0.5076
Q.5330
0.4873
0.5398
0.5398
0.5178
0.5279
0.5499
0,4890
0.5195
0.5431
0.4755
0.5533
0.5093
0.5245
0.5144
0.5753
0.6007
0.5838
0.7547
0.4788
0.4822
0.4907
0.4975
€.5042
0.5025
0.5127
0.5144
0.4704
0.4890
0.5228
0.4992
0.5262
0.4873
0.5465
0.5228
0.4822
0.5364
0.5178
0.5008

TABLE XI-114

A=0, 8=1

STANDARD
DEVIATION

0.0206
0.0206
0.0207
0.0192
0.0190
0.0211
0.0184
0.0192
0.0180
0.0190
0.0193
0.0193
0.0187
0.0193
0.0328
0.0171
0.0195
0.0184
0.0188
0,0208
0.0229
0.0203
0.0229
0.0195
0,0185
0.0202
0.0189
0.,0199
0.0191
0.0184
0.0207
0.0196
0.0317
0.0180
0.0192
0.0217
0,0185
0,0173
0.0185
0.0195
0.0173

/

IMPACT

AVE
¢.9893
0.9959

0.9836

- TICKS / NO BLK IN NEXT 10 DAYS

AVERAGE
IMPACT
INDEX

0.9989
0.9983
0.9977
0.9977
0.9970
0.9978
0.9968
0.9958
0.9951
0.9955
0.9951
0.9949
0.9957
0.9946
0.9959
0.9955
0.9951
0.9941
0.9903
6.9881
0.9772
0.9777
0.9781
0.9790
0.9792
0.9806
0.9811
0.9803
0.9806
0.9820
0.9834
0.9840
0.9860
0.9859
0.9872
0.9878
0.9872
0.9882
0.9883
0.9882
0.9879

INDEX
STD DEV
0.0074
0.0024

0.0041

OVER $1 MILLION

STANDARD
DEVIATION

0.0227
0.,03C5
0,0381
0.043%
0.0478
0.0531
0.0558
0.0590
0.0599
0,0627
0.0674
0.0706
0.0741
0.0755
0.0861
0.0862
0.0879
0.0883
0.0904
0.0927
0.0976
0.0989
0.0991
0.09%90
0.0986
0.0986
0.1013

0.1252
0.1243

(222 1]
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*seseSUMMARY QUTPUT

T0
20

20

FOR 79 OVER $1 MILLION /

AVEKAGE
CURKENT PE
IMpPacCT NE

-0.0021
-C.u013
-0.0024
0.0012
C.0032
V.00
0.0034
0.0001
0.0033
0.0022
G.0UGL1
~GL.u00s
-0.0010
0.0C09
0.0014
0.u021
=0.0013
U.0045
0.u017
0.005%4
O.L107
0.003u
0.0003
-0.0010
0.0026
6.0004
=0.G01>
0.0011
©.0003
-0.0001
-0.0002
0.0023
0.6011
~0.0009
=0.0025
0.0017
-0.002«
0.0014%
-0.0009
-0.0022
=0.0C03

CURRENT IMPACT

AVE $TD OEV
0.00C9 0.0025
0.G60C9 0.0020
G.0002 0.0017

TABLE XI-115

RCENT
GATIVE

045949
0.5696
0.6456
0.5316
0.3924
0.4304
0.4177
0.5443
0.5063
G.4177
0.4684
0.5190
0.5316
0.4810
0.5570
0.4557
0.4937
0.5063
0.5316
0.3797
0.3418
0.4557
0.4937
0.4684
0.4937
0.5570
0.5190
0.4430
0.5316
0.5823
0.4937
0.4304
0.4557
0.5190
0.5696
0.5063
0.54643
0.4177
0.4557
0.5823
0.5190

A=0, B=1

STANDARD
OEVIATICN

0.0179
0.0200
0.0193
0.0193
0.0188
0.0147
0.0161
0.0153
0.0170
0.0171
0.0151
0.0137
0.0152
0.0135
0.0207
0.0211
0.0236
0.0293
0.01%8
0.0231
0.0215
0.0194
0.0165
0.0168
0.0148
0.0204
0.0164
0.0148
0.0180
0.0135
0.0169
0.0159
0.0188
0.0158
0.0176
0.0217
0.0151
0.0174
0.0206
0.0141
0.0167

2

+ TICKS / NO BLK IN NEXT 10 DAYS

AVERAGE
IMPACT
INDEX

0.,9980
0.9970
0.9948
0.9960
0.9994
1.0006
1.0039
1.0043
1.0078
1.0101
1.0113
1.0104
1.0095
1.0106
1.0124
1.0147
1.0134
1.0188
1.0209
1.0272
1.0381
1.0423
1.0430
1.0417
1.0649
1.0453
1.0444,
1.0455
1.0454
1.0456
1.0459
1.0483
1.0497
1.0488
1.0461
1.0481
1.0455
1.0473
1.0464
1.0442
1.0449

IMPACT INDEX

AVE
1.0271
1.0070
1.0457

STO DEV
0.0200
0.0079
0.0024

OVER 10,000 SHARES

STANDARD
DEVIATION

c.0181
0.0288
0.0383
0.0378
0.0429
0.0466
0.0515
0.0575
0.0617
0.0634
0.0644
0.0636
0.0647
0.0677
0.0722
0.0756
0.0768
0.0902
0.093%
0.1050
0.1051
0.1070
0.1109
0.1083
0.1141
0.1129
0.1182
0.1180
0.1148
0.1176
0.1213
0.1209
0.1249
0.1235
0.1221
0.1248
0.1235
0.1264
0.1274
0.1275
0.1362

“sess
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FROM
-20
-20

#sesaSUMMARY OUTPUT Fur 150 OVER $1 MILLION /

T0
20
-2
20

AVERAGL
CURRENT PERCENT
[HPacT NEGATIVE
-0.0006 0.5333
0.0004 0.5533
=0.00lo 0.5533
0.0015 0.5133
0.0U45 0.4267
¢.0C02 0.4867
0.ull8 0.4867
-0.0013 0.5867
0.0029 0.4867
0.0019 0.4333
0.UGiY 0.4867
-0.0010 0.5000
G.u018 0.5000
v.C000 0.5400
0.0021 0.4933
0.u034 0.4533
0.U005 0. 4867
0.0013 0.5467
¢.0ule 0.5067
[+1%2:19) 0.3800
G.0129 0.3067
0.0C30 0.4733
-0.0019 0.5600
~0.0002 0.5000
©.0003 0.5333
0.0016 0.5200
0.0008 0.5067
-0,0007 0.4867
-0.0V07 0.5133
-G.0CQl0 0.5667
-6.uGle 0.5333
0.0G622 0.4600
G.0012 0.4867
-0,0003 0.5000
-0.0018 0.5067
0.0014 0.4867
-0.0018 0.5333
-0.0004 0.4800
-0.0006 0.4667
-0.0011 0.5600
-0.001d 0.5600

CURRENT IMPACT

ave ST DEV
0.0009 0.0027
0.c011 0.0016

-6.0002 0.0015

TABLE XI-116

420, B=1 / + TICKS
AVERAGE
STANDARD IMPACT
OEVIAT ION INDEX

0.0194 0.9996
0.0218 1.0002
0.0239 0.9990
0.0224 1.0009
0.0219 1.0055
0.0171 1.0058
0.0173 1.0077
0.0178 1.0066
0.0177 1.0098
0.0163 1.0118
0.0177 1.0135
0.0187 1.0125
0.0197 1.0143
0.0166 1.0145
0.0194 1.0167
0.0270 1.0204
0.0228 1.0210
0.0282 1.0229
0.0222 1.0248
0.0291 1.0337
0.0233 1.0469
0.0247 1.0500
0.0170 1.0481
0.0160 1.0477
0.0162 1.0483
0.0204 1.0501
0.0178 1.0515
0.0162 1.0507
0.0169 1.0496
0.0153 1.0485
0.0165 1.0468
0.0206 1.0491
0.0204 1.0504
0.0176 1.0502
0.0164 1.06485
0.0191 1.0503
0.0173 1.0486
0.0199 1.0483
0.0194 1.0478
0.0157 1.0465
0.0174 1.0452

IMPACT INDEX

AVE STD DEY
1.0308 0.0198
1.0109 0.0082
1.0488 0.0024

/ NC BLK IN NEXT 10 DAYS

OVER $1 MILLION

STANDARD
DEVIATION

0.0197
0.0288
0.0414
0.0480
0.0525
0,0536
0.0565
0.0593
0.0651
0.0663
0.0691
0.0698
0.0708
0.0724
0.0732
0.0777
0.0784
0.0861
0.0910
0.1004
0.1049
0.1037
0.1069
0.1027
0.1059
0.1064
0.1137
©.1128
0.1093
0.1084
0.1091
0.1082
0.1110
0.1122
0.1125
0.1165
0.1189
0.1192
0.1205
0.1188
0.1246

sesee
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S #SSUMMARY QUTPUT

10
20
-2
20

AVERAGE
CURRENT
IMPACT

-0.0007
-0.0006
-0.0004
-0.0002
-0.0008

0.0002

CURRENT

AVE
=0.0005
-0.0005

0.0002

PEI
NE

IMPACT
STD DEV
0.0020
0.0008

0.0005

FOR 858 DVER $1 MILLION /

RCENT
GATIVE

0.5513
0.5070
0.5256
0.5093
0.5373
0.5361
0.5350
0.5256
0.5291
0.4930
0.5198
0.5361
0.4930
0.5186
0.5186
0.5093
0.5268
0.5793
0.5932
0.5641
0.7459
0.4988
0.5093
0.4837
0.5070
0.5093
0.5163
0.5128
0.5035
0.4848
0.5117
0.5420
0.5105
0.5186
0.4988
0.5361
0.5221
0.4872
0.5245
0.5058
0.5093

TABLE XI-117

AsD, Bel

STANDARD
DEVIATION

0.0202
0.0194
0.0215
0.0199
0.0184
0.0195
0.0172
0.0191
0.0194
0.0189
0.0186
0.0199
0.0181
0.0190
0.0289
0.0176
0.0187
0.0182
0.0196
0.0200
0.0231
0.0206
0.0209
0.0199
0.0205
0.0205
0.0192
0.0201
0.0197
0.0192
0.0195
0.0189
0.0291
0.0189
0.0192
0.,0211
0.0186
0.0182
0.0199
0.0188
0.0189

7

IMPACT

AVE
0.9907
0.9974

0.5848

- TICKS

AVERAGE
TMpPACT
INDEX

0.9994
0.9989
0.9987
0.9988
0.9982
0.9988
0.9980
0.9972
0.9968
0.9967
0.9963
0.9961
0.9967
0.9964&
0.9978 -
0.9976
0.9976
0.9961
0.9935
0.9913
0.9805
0.9803
0.9808
0.9825
0.9826
0,9833
0.9834
0.9832
0.9837
0.9840
0.9843
0.9840
0.9856
0.9862
0.9866
0.9872
0.9872
0.9875
0.9877
0.9881
0.9883

INOE X
STO DEV
0.0070
0.0023
0.0028

/

LEADING

STANDARD
OEVIATION

0.0226
0.0294
0.0358
0.0426
0.0672
0.0507
0.,0520
0.0561
0.0580
0.0607
0.0655
0.0684
0.0713
0.0737
0.0834
0.0848
0.0865
0.0876
0.0901
0.0919
0.0972
0.0988
0.1014
0.1041
0.1061
0.1064
0.1095
0.1095
0.1091

/ XD BLOCK >
$1 MILLION IN
PRIOR 3 DAYS

se0ee
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FROM
-20
-20

*Ss$SSUMMARY OUTPUT

To
20
-2
20

AVERAGE
CURRENT
IMPACT

=0.0000

=0.0007
-0.0014
0.0002

CURRENT

AVE
-0.0009
-0.0006
~0.0004

PE
NE

IMPACT
STD DEV
0.0023
0.0014%
0.0015

FOR 263 OVER $1 MILLION /

RCENT
GAVIVE

0.5133
0.5057
0.5095
0.5133
0.5323

0.4791

TABLE XI-118\

A=0, B=1

STANDARD
DEVIATION

0.0199
0.0234
0.0204
0.0225
0.0215
0.0235
0.0205
0.0218
0.0197
0.0217
6.0218
0.0217
0.0238
0.0225
0.0242
0.0238
0.0237
0.0229
0.0230
0.0267
0.0296
0.0242
0.0275
0.0245
0.0224
0.0209
0.0223
0.0221
0.022¢4
0.0224
0.0232
0.0225
0.0221
0.0191
0.0211
0.0208
0.0205
0.0182
0.0183
0.0220
0.0191

’

IMPACT

AVE
0.9864
0.9976

0.9760

- TICKS

AVERAGE
IMPACT
INDEX

1.0001
1.0004
1.0008
1.0003
0.9999
0.9993
0.9972
0.9970
0.9950
0.9958
0.9963
0.9965
0.9968
0.9968
0.9958
0.9977
0.9993
0.9962
0.9936
0.9878
0.9775
0.9779
0.9739
0.9733
0.9750
0.9750
C.9769
0.9779
0.9782
0.9800
0.9800
0.9786
0.9773
0.9768
0.9785
0.9771
0.9747
0.9736
0.9730
0.9715
0.9716

INDEX
STD DEV
0.0111
0.0026
0.0030

/ MON-LEADING

STANDARD
DEVIATION

0.0204
0.0316
0.0380
0.0620
0.0457
0.0539
0.0581
0.0608
0.0638
0.0667
0.0726
0.0768
0.0817
0.0840
0.0843
0.0885
0.0912
0.0957
0.1011
0.1037
0.1090
0.1091
0.1051
0.1043
0.1028
0.1043

0.1224

7 AT LEAST 1 *%ee
BLOCK
$1 MILLION IN PRICR 3 DAYS
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TABLE XI-119

Dependencies in Price Changes Before and After Block
Trades as Measured by Percentage of Blocks Meeting
Conditions on El and Conditions on E2

El = % price change, close of day -1 to block; E2 = % price
- change, block to close day 0

9081

ALL BLOCKS (2199) . MINUS TICKS (1199)
E2 E2
>0 <0 = 0| Total >0 < 0 = 0 | Total
20 17.6 15.1 6.2 38.9 20 ‘10,3 4,9 2,6 17.8
El El
< 0 36.9 15.1 9,1 61.1 < 0 53.5 17,2 13,5 82,2
Total 54,5 30.2 1 15.3 | 100,0 Total |. 63,8 22,1 14,1 1 100.0
PLUS TICKS (366) " ZERO TICKS (634)
E2 E2
>0 <0 = 0 | Total ) >0 < 0 = 0 | Total
20 28.9 | 39,9 13.4| 82,2 20 24,6 | 20,2 8,8 | 53,6
El i )
<0 6.6 10,1 1.1 17.8 < 0 23,2 13.9 9.3 46,4
Total 35.5 50,0 | 14,5 | 100,0 ’ Total 47,8 34,1 18,1 | 100.0




1807

TABLE XI-120

Frequency and Percentage Distribution by Tick of Price Changes in List A Stocks
from Previous Close to NYSE Block Trade of $1 Million or More

(Number of Obervations and Percentage)

Percentage
Price Change Minus Tick Plus Tick Zero Tick
ver : 6 2 10
over 2 $¢3) (72) (2%)
3t05 20 44 33
2% (12%) (5%)
lto3 55 122 92
(5%) (337%) (14%)
0tol 66 87 128
(67) (247) (207%)
0o 67 22 77
(67) (67%) (127)
0 to -1 232 33 131
(19%) (97) (21%)
-1 to -3 449 23 115
(377%) (6%) (187%)
-3 to -5 206 6 38
(177%) (27%) (67.)
Under -5 98 2 11
. - (8%) 17%) 2%)
Total 1199 366 635
(100%) (100%) (100%)
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TABLE XI-121

Frequency and Percentage|Distribution by Tick of Price Changes in List A Stocks

,

frOj/yXSE Block Trades of $1 Million or More to Closing Price for Day

(Number of Observations and Percentage)

Percentage
Price Change Minus Tick Plus Tick Zero Tick
Over 5 21 .5 9
: (27) (17%) (1%)
3tos 1 64 18 20
i (5%) (5%) (3%)
|
|
1to3 | 331 44 111
‘ (28%) (127) (17%)
Otol 349 63 163
(297%) (17%) (26%) .
\
0 } 169 53 116
| (14%) (4%) (18%)
T
0 to -1 1 155 95 132
L (13%) (26%) 21%)
-1 to -3 ‘ 93 70 70
\ (8% (19%) (11%)
| .
-3 to -5 16 14 13
az) (4%) (27)
1 4 1
Under -5 (0%) (1%) (07%)
Total ; 1199 366 635
(100%) (100%) (100%)
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TABLE XI-122

Within-Day Price Patterns: Regression Analysis
For Blocks over $1 Million

El = * percentage price change between close on
day-1 and block price
E2 = percentage price change between block price

and close on day O
(t values are in parentheses)
MINUS TICKS (1199 obs,.):

‘E2 = ,4493 - .1416 El r2 — ,0420
(7.25)

PLUS TICKS (366 obs.):
E2 = .0258 - ,7745 El 2 =".0099
(1.90)
ALL BLOCKS OVER $1 MILLION (2199 obs.):
2

E2 == .3492 - ,1397 El r°= ,0482
(10, 54)
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TABLE XI-123

Relation of Within-Day Price Recovery of
Minus-Tick Blocks to Size of Block,
Regression Analysis (1199 obs,)

VB = . Dollar Value of Block Trade in $ Million

E7 = Percentage price change between prior trade
and block trade (value of minus tick)

E2 = .7092 + ,1139VB , 2= 0000
(.09) -

E2 = .3799 - ,1758VB - .3418 E7 , 2 = .0491
(1.46) (7.86)



sssssSUMMARY OUTPUT FOR 105 1-15 BLOCKS -~

Y0
20
-2
20

AVERAGE
CURRENT
IMPACTY

-0.0006
0.0001
~0.0007
0.0007
0.0002
0.0037
0.0013
-0.0010
-0.0009
0.0014
0.0007
-0.0005
=0.0000
©.0003
0.0035
-0.0016
0.0050
=0.0041
0.0006
=0.0060
0.0020
0.0033
0.0018
-0.0016
-0.0018
-0.0015
0.0026
~0.0047
-0.0004
0.0004
c.0011
0.0011
0.0012
=0.0012
-0.0014
-0.0028
0.0007
-0.0003
~0.0009
-0,0002
-0.0016

CURRENT
AVE
=-0.0000
0.000«

-0,0003

PE
NE

[4PACT
STD DEV
0.0022
0.0020
0.0019

RCENT
GATIVE

0.6000
0.4571
0.5238
0.4952
0.4762
0.4000
0.5143
0.4857
0.6000
0.5429
0.4857
0.5905
0.5143
O. 4667
0.3810
0.5714%
0. 4667
0.6476
0.4857
0.5810
0.4762
0.4286
0.4857
0.5524
0.5048
0.5905
0.4952
0.5429
0.5619
0.5238
0.4762
0.5143
0.3905
0.5238
0.5333
0.5810
0.4762
0.5048
0.5714
0.4857
0.5429

TABLE XI-124

ND POSITION BY BLOCK TRADE ASSEMBLER

STANDARD
DEVIATION

0.0226
0,0205
0.0180
0.0172
0.0163
0.0183
0.0154
C.0175
0.0167
0.0172
0.0154
0.0177
0.0172
C.0175
0.0166
0.0193
G.0202
0.0180
0.0191
0.0195
0.0242
0.0189
0.0174
0.0138
0.0187
0.0234
0.0193
0.0219
°,0193
0.0195
0.0163
0.0183
0.0156
0.0172
0.0188
o.0l86
0.0180
0,0165
0.0230
0.0159
0.015¢0

AVERAGE
TMPACT
INDEX

0.9997
1.0C00
0.9994
1.0003%
1.0904
1.0042
1.0087
1.0048
1.0040
1.0056
1.0%65
1.0063
1.0065
1.0068
1.0104
1.0091
1.0142
1.0103
1.0114
1.0057
1.0082
1.0114
1.0130
1.0116
1.0103
1.0089
1.0118
1.0068
1.0062
1.0069
1.0080
1.0093
1.0105
1.0095
1.0084
1.0054
1.0062
1.0061
1.0054
1.0052
1.0038

IMPACT INDEX

AVE
1.0069
1.0056
1.0082

STO DEV
0.C044
0.0045

0.003C

STANDARD
DEVIATION

c.n232
0.0297
0.0333
0.0383
C.0388
0.0394
0.0426
C.0446
0.0477
0.05C8
C.3544
0.06C8
n.0628
0.0621
0.0650
0.069¢
2.0778
0.0748
0.0817
0.NB&T
0.09C2
0.0892
€.0875
0.0900
0.0948
C.0953
0.0989
0.0964
0.0939
0.0963
0.0956
©.0974
0.0980
0.1003
c.1C38
G.1017
0.1034
C.1056
0.1078
0.1081
c.1C8%

sseos
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TABLE XI-125

*$8SSSUMMARY OUTPUT FOR 70 1-15 BLOCKS WHERE B.T.A. HAD POSITIVE POSITION AFTER B8LOCK se800
AVERAGE AVERAGE
CURRENT PERCENT STANDARD IMPACT STANDARD
DAY ImPACT NEGATIVE DEVIATION INDEX DEVIATION
-20 0.0009 0.4714 0.0160 1.0010 0.0163
-19 -0.0008 0.5143 06,0163 1.0003 0.0213
~18 0.0035 0.5286 0.0223 1.0040 0,0321
-17 -0.0026 0.5714% 0.0234 1.0017 B.0401
~16 -0.0029 0.5714 0,0169 0.9991 0.0464
~15 -0.0026 0.5571 0.0188 0.9967 0.0515
-14 =0.0044 0.7143 0,0183 0.9926 0.0566
-13 0.0003 0.5429 0.0218 0.9931 0.0599
-12 -0.0000 0.5714 0,0207 0.9932 0.0609
-11 G.0015 0.5000 0.0165 0.9946 C.0606
=10 -0.0018 0.6143 0.0195 0.9934 0.0694
-9 0.0033 0.4714 0.0209 0.9971 0.0758
-8 -0.0027 0.5714 0.0263 0.9946 0.0782
-7 -0.0033 0,6000 0.0205 0.9915 0.0789
-6 ~0.0012 0.571¢6 0.0216 0.9907 0,0827
-5 0.0011 0,4286 0.0191 0.9918 0.0834
-4 0.0014 0.4714 0,0173 0.9934 0.0863
=3 -0.0025 0.5000 0.0218 0.9910 0.0866
-2 -0.0015 0.5286 0,9202 0.9894 n.0859
-1 ~0.0015 0.5143 0.0221 0.9884 0,0918
0 -0.0224 0.8571 0,0273 0,9677 0.1001
1 -0.0047 0.5857 0.0260 0.9629 0.0978
2 0.0C01 0.5429 0.0250 0,9633 0.1000
3 0.0002 0.4571 o.0182 0.9636 0.0992
4 0.0010 0.5143 0,0176 0.9644 0.1003
5 -0.0007 0.5286 0.0153 0,9641 0.1039
6 ~0.0004 0.5429 0.0215 0.9635 0.1023
7 -0.0014 0.5000 0.0180 0.962% 0.1026
8 0.C035 0.4429 0.0194 0.9656 0.1040
9 0.0015 0.5629 0.0219 0.9673 0.1072
10 0.0006 0.5714 0.0185 0.9674 0.1035
11 -0.6G00 0.4714 0.0228 0.9677 0.1053
12 0.0005 0.5143 0,0178 0.9683 1. 1065
13 0.0025 0.3857 0.0155 0.9707 9.1065
14 ~0.0011 0.4714 0.0152 0,9694 0.1038
15 -0.0061 0.6143 0.0174 0.9657 0,1052
16 -0.0001 9.5143 0.0201 0.9659 0.1281
17 0.0019 0.45T1 0.02n6 0.9677 0.1077
18 -0.0017 0.6143 0.9174 0.9661 0.1080
19 -0.0002 0.5143 0.0150 0,9658 0.1070
20 0.0012 0.5429 0.0173 0.9668 0.1059
CURRENT IMPACT TMPACT INDEX
FROM 0 AVE STD DEV AVE STO DEV
=20 20 -0.0010 0.0040 0,9801 0.c152
-20 -2 -0.0008 €.0023 0,9952 0.0043

1 20 -0.0001 0. 020 £.9659 0.C028

GIsI



TABLE XI-126

**$26SUMMARY OUTPUT FOR 60 1-15 B8LOCKS WHERE 8.T.A. HAD POSITIVE POSITION AFTER BLK & FICK = MINUS hddadd
AYERAGE AVERAGE
CURRENT PERCENT STANDARD IMPACT STANDARD
OAY IMPACT NEGATIVE DEVIATION INDEX DEVIATION
-20 0.0018 0.4333 0.0167 1.0019 0.0170
-19 0.0005 0.4833 0.0167 1.0024 0.0217
-18 0.0049 0.4833 0.0223 1.0376 0.0327
-17 ~0.0064 0.5833 D,0235 1.0035 0.0420
-16 -0.0031 0.5667 0.0176 1.0008 0.0490
-15 -0.0041 0.600C 0.0199 0.9970 0.0547
~14 -0.0049 0.7167 0.0194 0.9924 0.0605
-13 -0.0006 0.5500 0.0221 0.9920 0.0631
-12 -0.co07 0.5667 0.0201 0,9914 €.0639
-11 0.0035 0.4500 0.0165 0.9948 0.0640
-10 -0.0018 0.6333 0.0191 0.9938 0.0744
-9 0.0030 0.5000 0.0221 0.9973 0.0813
-8 -0.003¢ 0.5500 0.0227 0.9940 0.0821
-7 -0.0042 0.6167 0.0213 0.9899 0,0823
-6 -0.0006 0.5333 0.0231 0.9897 0.0866
-5 0.0021 ¢.38133 0.0201 0.9919 0.0872
=4 0.0017 3.4833 2.0168 0.9937 0.0896
-3 -0.0016 0.5000 0.0225 0.9921 r.nass
-2 -G.0017 2.5167 0.0212 0.9904 0.G6900
-1 -6.0031 0.5333 0.0221 06,9879 0,0952
[} -0.0240 0.9000 0.0276 0.9656 0.1035
1 -0.0059 2.6167 0.0242 0.9595 0.0993
2z G.0009 0.5333 0.0259 0.9608 0.153)
3 -0.0006 0.4667 0.0188 0.9603 2.1032
4 -0.G001 0.5167 0.0174 0.9602 C.1031
5 -0.0016 0.5333 0.0152 0.9590 0.1060
6 0,0011 0.5000 0.0222 0.9599 0.1059
7 -0.0011 0.5000 0.0182 0.9589 0.1056 N
8 0.004) 0.4167 €.0201 0.9630 0.1065
9 0.6035 0.5167 0.0221 0.9665 0c.1C91
10 0.0006 0.5667 0.0174 0.9667 0.1265
1t -0.0005 0.4833 0.0238 ©.9663 ¢.1071
12 0,0008 0.4833 C.0188 n.9673 0.1087
13 6.0022 0.3833 C.0156 C.9693 0.1080
14 -0.0016 0.5000 0.0159 0.9675 0.1054
15 -0.0042 0.6000 0.0187 0.9637 0.15070
16 -0.0002 0.5333 N.0212 0.9639 0.1098
17 0.0024 0.4667 0.0216 0.9661 0.1086
18 -0.0020 0.6000 0.0181 N.9663 C.1ne9
19 0.0003 0.4833 0.0149 0.9645 0.l089
20 0.0015 0.5333 0.0161 0.9657 0,107
CURRENT IMPACT TMPACT INDEX
‘
FROM T0 AVE STh DEV AVE STD DEv
-20 20 -0.0010 0,0045 0.9791 nN.Cl66
-20 -2 -0.,0007 0.0029 0.9956 2.CNS5

31 20 -0.0000 C.0024 €.9637 2.0035
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¢ $SSUMMARY OUTPUT FOR 48 I-15 BLOCKS WHERE B.T.A.

T0
20
-2
20

AVERAGE
CURRENT
IMPACT

-0.0020
0.0022
-0.0022
-0.0007
-0.0009
Go.v013
0.0003
-0.0038
-0.0024
0.0033
-0.0002
0.0005
-0.0038
¢.0026
0.v021
-0.0039
0.0023
-G.0073
~0.0025
~0.0062
-0.0074
0.0027
0.0029
-0.0C11
-0.0039
~0.0014
0.0041
-0.0052
0.0016
0.0009
0.0037
0.0015
0.0034
0.0006
-0.0045
0.0012
0.0024
0.0009
-0.0011
0.0003
-0.0008

CURRENT

AVE
-0.0005
-0.0008

0.0004

PE
NE

IMPACT
sTD DEV
0.0031
0.0028

©.0027

RCENT
GATIVE

0.6667
0.3542
0.5208
0.4792
0.5208
0.52C8
0.5833
0.5417
0.6458
0,4792
0,4792
0.6042
0.5625
0.5208
0.3958
0.5625
0.5000
0.6667
0.5208
0.5625
0.6250
6.4792
0.4792
0.5208
0.5208
0.6458
0.4375
0.5000
0.4792
0.4792
0.4375
0.5625
0.3333
0.4792
0.6042
0.4792
0.4167
0.6792
0.5833
0.4375
0.4792

TABLE X1-127

STANDARD
DEVIATION

0.N185
0.0169
0.0194
0.0150
0.0152
¢,0158
0.0154
0.0143
0.0134
0.0158
Q.0164%
c.0182
0.0116
0.0180
C.0143
0.0175
0.,0181
c.0138
0.0181
0.0203
2.0231
0.0170
0.0185
0.0126
0.0186
0.0252
€.0194
0.0262
0.0218
0.0145
0.0151
G. 0197
¢.0156
0.0140
0.0155
0.0157
0.017¢
0.0161
0.0160
0.0135
0.0172

IMPACT

AVE
0.9875
©.9958

€.9806

TOOK NO POSETION AND TICK

AVERAGE
1MPACT
INDEX

0.9981
1.0006
£.9985
0.9979
0.9970
C.9984
0.9988
0.9952
€.9928
0.9961
0.9960
2.9967
0.9928
0.9954
2.9978
C.9942
©.9965
C.9894
0.9872
¢.9815
C.9749
G.9774
0.9801
G.9793
0.9759
0.9748
€.9791
0.9732
0.9747
C.9757
0.9796
0.9818
C.9850
C.9856
c.9814
C.9824
0.9849
0.9861
0.9849
0.9855
0.9849

INDEX
STO DEV
o.ceae
0.CC37

0.C045

= MINUS

STANDARD
DEVIATION

0.0188
©.0292
c.0322
0.0353
0.,0338
0.0350
0.0405
0.0427
0.0434
0.04864
C.0481
0.N697
0.0484
0,.0485
0.0556
0.06C5
0.060C8
0.0628
0.0675
0.0723
0.0794
c.c780
0.0780
0.08C9
0.0868
0.0870
0.09C3
0.0810
0.0810
0.0834
0.0860
0.0942
0.0932
0.0931
0.0952
0.0945
0.0954
0.0983
0.0982
o.l10C7
0.1027

PI81



S3880SUMMARY OUTPUT FOR

T0
20
-2
20

AVERAGE
CURRENT
IMPACT

0.002}
-0.0033
0.0010
~0.0042
-0.0030
0.0020
-0.0052
-0.0013
=-0.0030
0.0019
0.0035
0.0045
~0.0045
-0.0062
~0.0028
-0.0037
-0.0003
-0.0034
-0.0001
0.0007
-0.0193
~0.0106
©0.0058
=0.0007

0.0024

CURRENT

AVE
-0.0016
-0.0014
-0.0011

PE
NE

IMPACT
STD DEV
0.0044
0.0031
0.0030

31 1-15 BLKS WHERE B.T.A.

RCENT
GATIVE

0.4839
0.6129
0,5806
0.5484
0.5486
0.4516
0.7419
0.5161
0.5484
0.4516
0.4839
0.4516
0.6129
0.6774
0.6129
0.5484
0.5484
0.5484
0.5484
0.4194
0.8387
0.6852
0.5161
0.,5484
0.6129
0.6774
0.6129
0.4839
0.4194
0.4839
0.5806
0.4839
0.5806
0.3548
0.5806
0,7097
0.5806
0.4516
0.6774
05484
0.4194

TABLE XI-128

STANDARD
OEVIATION

0.0177
0.0142
0.0184
0.0265
0.0151
0.0160
0.0144
0.0243
0.0163
0.0144
0.0206
0.0202
0.0289
0.0170
0,0237
0.0204
0.0172
0.0271
0.0193
02,0256
0.0220
0.0234
0.0205
0.0166
0.0147
0.0137
0.,0271
n.0178
0.0154
0.0275
0.0215
0.0214
0.0185
0.0128
0.0112
0.0133
N.0166
0.0200
0.0180
0.,0153
0.0174

IMPACT

AVE

0.9699

0.9907

0.9501

AVERAGE
IMPACT
INDEX

1.0022
0.9990
1.0002
0.9962
0.9933
0.9955
0.9904
0.9898
0.9870
0.9886
0.9925
0.9975
0.9938
0.9879
0.9857
0.9828
0.9826
0.9794
0.978%9
0.,9801
0.9627
0.9528
0.9581
0.9572
0.9540
0.9488
0.9491
0.9478
0.9505
0.9535
0.9546
0.9547
N.9534
0.9564
0.9517
0.9473
0.9449
Ca9445
n,9395
0.9403
0.,9423

INDEX
STD DEV
0.0211
0.6071

0.0059

PUS. AFTER BLK [S POSITIVE € AFTER 14 DAYS IS POSITIVE

STANDARD
DEVIATION

0.0179
0.0220
c.0287
0.0365
0.0397
0.0839
0.0463
©.0602
0.0619
0.n578
0.0661
€. 0741
0.0829
0.N843
0.0899
0,0957
0.0965
0.0992
0.0954
0.1006
0.11C0
0.1112
0.1106
0.1076
0.1090
0.1083
0.1123
0.1126
0.1158
C.1240
0.1145
0.1150
0.1143
0.1151

0.1187

sssee
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S8 34SUMMARY OUTPUT FOR

10
20
-2

20

AVERAGE
CURRENT
IMpACT

-0.0001
0.0012
0.0054

~0.0013

-0.0028

-G.0063

-0.0037
0.0017
0.0023
0.0012

-0.0061
0.0024

-0.0013

-0.0010
0.0001
0.0048
0.0028

~-0.0018

-0.0026

~0.0032

-0.0248

-0.0000

~0.0044
0.0009
0.0045
0.0029

-0.0008

-0.0013
0.0043
0.0009

-0.0008

-0.0001
0.0020
0.0021
0.0018

~0.0037
0.0023
0.0040
0.0011

-0.0011
0.0002

PE
NE!

CURRENT [MPACT

AVE
~0.0004
-0.0003

0.0007

STD DEV
0. 0948
0.0032

£.0024

RCENT
GATIVE

0.4615
0.4359
N.4872
0.5897
0.5897
0.86410
0.6923
0.5641
0.5897
0.5385
0.7179
0,4872
0.5385
0.5385
0.5385
0.3333
0.4103
0.6615
0.5128
0.5897
c.8718
C.5385
0.5641
0.3846
0.4359
0.4103
0.4872
0.5128
0.4615
0.5897
0.5641
0.4615
0.4615
0.4103
0.38456
0.5385
0.4615
0.4615
0.5641
0.4872
0.6410

STANDARD
DEVIATION

2.0157
,n.0178
0.0251
0.0210
n.0183
0.0203
c.r211
0.0199
0.0236
0.0181
5.0177
0.0217
0.0244
0.9229
0.0200
0.0172
9.0175
0.0168
n.0211
0.0190
0.0319
0.0273
0.0275
0.0196
0.0191
0.0156
0.0160
7.0184
9.0222
0.0164
0.0160
0.0241
0.0173
c.0176
0.0173
0.0203
0.n224
n.0211
0.0166
0.0149
0.0174

TABLE XI-129

IMPACT

AVE
0.9881
0.9988

n.9785

AVERAGE
IMPACT
INDEX

1.7302
1.0013
1.0071
1.0061
1.0036
0.9977
M.9943
0.9957
0.9981
0.9994
€.9940
£.9968
0.9953
0.9944
0.9946
r.999n
1.0021
1.0002
0.9977
0.9951
©.9717
n.9710
0.9674
0.9683
©.9728
0.9762
0.9750
0.9735
0.9777
©.9783
0.9776
€.9779
©.9802
0.9821
0,9835
©.9803
©.9826
n.9862
€.9872
n.9860
0.9859

INDEX
STD DEV
0.01¥7
0.0041

a.n0ost

39 1-15 BLKS WHERE B.T.A. PDS. AFTER BLK [S POSITIVE & AFTER 14 DAYS = ¢

STANDARD
DEVIATION

0.0149
80,0208
0.0346
2.0427
0.0511
0.N574
L.D641
c.06C2
0.0¢05
C.C620
N.0727
0.0780
D.NT53
N. 0756
00774
0.0726
0.0773
0.n750
0.0777
0.0848
0,027
0.NR63
0.0921
0.0931
€.n934
0.10c0
0.09%5
0.n93s
0.0935
0.0919
C.0941
0.0971
0.0998
0.6993
0.0949
0.0983
€.0990
0.1961
0.0°65
0.0949
0.0916

ssten
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FROM
=20
=20

TABLE XI-130

**ESESUMMARY OQUTPUT FOR 124 [-15 BLOCKS WHERE SPECIALIST BOUGHT STOCK

T0
20
-2
20

-20

Ly e
RN Ty
NWEAVONDOONWLENE~N®D

[
CDNOEVNPWN—O -

AVERAGE
CURRENT PE
IMPACT NE

0.0017
-0.0008
0.0028
-0.0025
-0.0031
=-0.0004
-0.0018
-0.0015
G.0001
0.0022
-C.0011
0.0027
-0.0021
-0.0C19
0.0005
-0¢.001¢4
0.00631
-0.0023
0.0002
-0.0041
-0.0122
-€.0012
0.0021
~C.0003
-0.0014
-G.0010
0.0031
-0.0027
0.0C29
-0.0005
~C.0008
-0.0006
©.0017
0.0008
-0.0008
-0.0023
0.0008
0.0010
=-C.0016
-G.0C02
-0.0602

CURRENT IMPACT

AVE STD DEV
-0.0006 0,0026
-0.0003 C. 0020

-0.0001 0.0016

RCENT
GATIVE

0.5323
0.4758
0.4839
0.5484
C¢.5806
0.4919
0.6290
0.5161
0.5887
0.5081
0.5565
Q.4758
0.5484
0.5726
0.5000
0.5161
0,4597
0.5645
0.4919
0.5403
0.6935
0.5161
0.5081
0.5000
0.5403
0.5645
0.4758
0.5000
G.4758
0.5806
0.5806
0.5161
0.4032
0.4597
0.5081
0.5806
0.5000
0.4758
0.6048
0.4839
0.5242

STANDARD
DEVIATION

0.0210
0.0178
0.0206
0.0202
0.0159
0,0171
0.0174
0.0185
0.0186
0.0160
0.0177
0.0199
0.0197
0.0193
0.0203
0.0183
0.0184
0.0211
0.0201
0.0219
0.0287
0.0211
c.0228
0.0161
0.0176
0.0216
0.0213
0.0216
0.0199
0.0185
0.0173
0.0215
0.0166
0.0164
0.0148
0.0172
0,0200
0.0193
0.0173
0.0151
0.0162

AVERAGE
IMPACT
INDEX

1.0019
1.0012
1.0043
1.0020
0.9991
0.9988
0.9972
0.9959
0.9961
0.9983
0.9977
1.0008
0.9988
0.9969
0.9977
0.9966
0.9997
0.9976
0.9979
0.9943
©.9835
0.9821
0.9843
0.9843
0.9834
0.9828
0.9861
0.9831
0.9858
0.9855
0.98%4%
0.9841
0.9860
0.9868
0.9860
0.9839
0.9849
0.9861
0.9848
0.9845
0.9843

TMPACT INDEX

AVE
0.9914
0.9989

0.9847

STD DEV
0.0077
0.0024

0.0018

STANDARD
DEVIATION

0.0217
0.0245
0.0343
0.0417
0.0443
0.0469
0.0511
0.0537
0.0550
0.0553
0.0623
0.068S
0.0706
0.0695
0.0726
0.0726
0.0759
0.0783
0.0808
0.0861
0.0971
0.0955
0.0875
0.0997
0.1049
0.1076
0.1109
0.1070
c.1061
0.1076
0.1050
0.1075
0.1090
0.1103
0.1099
0.1106
9.1121
0.1140
0.1163
0.1156
0.1150

208
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A0S0 SUMMARY OUTPUT FOR 58 1-15 BLOCKS WHERE SPECIALEST & 8.T.A. HAD POSITIVE PDS AFTER 8LOCK

Ta
20
-2

AVERAGE
CURRENT
IMPACT

0.0005
-0.0019

0.0054
=0.0042
-0.0037
=0.0024
-0.0049
-0.0000

CURRENT

AVE
-0.0011
-0.0009
-0.0000

PE
NE

[MPACY
STD DEV
0.0047
0.0030
0.0021

RCENT
GATIVE

0.4828
0.5690
0.4828
0.5690
0.5862
0.5345
0.7241
0.5172
0.5862
0.4828
0. 6207
0.4138
0.5690
0.6379
0.5862
0.4310
0.4828
0.5172
0.5172
0.5345
0.8793
0.5690
0.5690
0.4483
0.5345
0.5345
0.5172
0.4655
0. 4310
0.5690
0.5862
0.4828
0.5000
0.4138
0.4483
0.6034
0.5172
0.4828
0.6207
0.5000
0.%5517

TABLE XI-131

STANDARD
DEVIATION

0.0168
0.0173
0.0222
0.0237
0.2172
0.0188
0.0193
0.0224
0.0215
0.0165
0.0196
0,0213
0.0234
0.0215
0.0233
0.0205
0.0173
0.0224
0.0216
0.0230
0.0282
0.0244
0.0266
0.0169
0.0164
0.0158
0.0213
0.0179
0.0197
0.0234
0.0195
0.0240
0.0186
0.0162
0.0151
0.0176
0.0207
0.0208
0.0180
0.0154
0.0t70

IMPACT

AVE
0.9771
0.9936
0.9618

AVERAGE
IMPACT
INDEX

1.2006
0.9989
1.0044
1.0005
0.9971
0.9950
0.990%
0.9906
0.9904
0.9934
0.9919
0.9977
0.9933
0.9892
0.9883
0.,9897
0.9901
0,9886
0.9873
02,9853
0.9616
0.9566
0.,9576

0.9619

INDEX
STO DEV
0.C168
0.005t
0.0035

STANDARD
DEVIATION

0.0170
0.0224
0.0331
0.0416
0.0475
0.0531
0.0581
©.0613
0.0631
0.0626
0.0725
0.0801
0.0812
¢.0810
0.0852
0.0861
0.0891
0.0894
0,0886
0.0944
0.1c29
06.0990
0.1030
0.1030
0.1055
0.1088
0.1098
0.1090
0.11c9
0.1142
0.1099
0.1111
0.1128
0.1129
0.1098
0.1099
0.1125
c.1129
0.1138
0.1128
0.1102

s
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E. SumMary anp CONCLUSIONS

One of the most dramatic impacts of institutionalization on the
securities markets has been the growth of block trading. Theoretically,
a block trade is a securities transaction that cannot be executed in the
exchange auction market in the normal course. Since this definition is
not workable for purposes of statistical analysis, data were collected
in terms of the size of the transaction—10,000 shares ($400,000 of a $40
stock) for the New York Stock Exchange (“NYSE?”) and 2,000 shares
($80,000 of a $40 stock) for the regional stock exchanges and the third
market. In general, the data cover the full year 1968 and the first three
quarters of 1969. The findings and conclusions primarily refer to that
time period.

a. NYSE

About 65 percent of the total volume in transactions of 10,000 or
more shares mvolving common stocks listed on the NYSE is executed
on that exchange. As an important market factor on the NYSE, block
trading is a relatively recent phenomenon. From the last quarter of
1964 to the third quarter of 1970 it increased almost elevenfold in abso-
lute magnitude, and its share of total NYSE volume septupled (from
2.1 to 14.8 percent). The number of stocks involved in NYSE block
trades varies substantially from day to day.

Block trades on the NYSE usually involve numerous participants
and often numerous institutional participants. There are usually fewer
participants on the side that initiates the trade (“active side”) than on
the other side (“passive side”). The broker-dealer primarily respon-
sible for assembling the orders of different participants (“block trade
assembler”) handles the active side and all or almost all of the passive
side in about one-third of all such transactions, particularly the larger
ones. In block trades of $1 million or more the assembly process usually
takes place initially over the upstairs communications network of the
block trade assembler. There is some indication that the negotiation
process by which smaller block trades of some size are assembled is
somewhat more related to the floor of the NYSE, particularly to the
specialist. The remaining description of NYSE block trades will be
limited to those of $1 million or more, unless otherwise noted. Trades
of this size represent over two-thirds of the total dollar volume in all
NYSE transactions of 10,000 or more shares.

The typical block trade is initiated by an institution that wishes to
purchase or sell a larie quantity of stock and will accept a discount
from the current market price or pay a premium in order to do so. In
about three-quarters of the blocks in which the initiating side can be
determined, that institution is a potential seller.

The key to assembling a block trade is to find the orders on the pas-
sive side. To offset the order of the institution initiating the trade, in
the median block the block trade assembler finds one institution and
five to nine other parties. On the average, however, the second insti-
tution accounts for only 39 percent of the shares on the passive side.
Other customers of the block trade assembler account for 3 percent.

1. Description of Block Trading
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By further upstairs communications the block trade assembler finds
ot{ler broker-dealers, primarily representing institutions, with orders
for something less than an additional 14 percent of the shares. On the
floor of the NYSE the block trade assembler is able to find orders for
another 7 percent among the specialist’s book, the odd lot dealers and
other broker-dealers in the crowd. The specialist himself takes 14 per-
cent. This leaves about 23 percent uncommitted, and the block trade
assembler itself positionsit.

In terms of the analysis in the preceding chapter, the net institu-
tional trading imbalance is 31 percent, as compared with the average of
55 percent for institutional trading in random NYSE stocks. Because
of their important role in offsetting imbalances in block trades the
participation of the specialist and the block trade assembler that inven-
tory part of the block (“block positioner”) deserves special attention.

In part, the specialist’s relatively low participation rate in block
trades of $1 million or more seems to reflect his orientation to the ex-
change floor, away from the upstairs communications networks,
where—at least initially—“the action is.” On the other hand, in the
smaller block trades, whose assembly is more related to the floor, the
specialist’s participation rate on the passive side is substantially larger
while the block trade assembler’s appears to be substantially smaller.
In block trades of both sizes indivi(fual specialist units vary greatly
in their participation rates. Some of this participation, as well as some
participation for the book, is not desired by the other parties to the
trade and possibly not permitted by the rules of the N%SE. In any
event, there is some indication that the positions acquired by the spe-
cialist in block trades are mainly laid off through the regufar round
lot market in subsequent dealer transactions.

In addition to his dealer participation (for which, unlike the block
positioner, he receives no full commission), the specialist receives two
kinds of floor brokerage as part of the block trade. The first arises from
his book’s participation. Most of the time the limit orders on his book
receive the benefit of the block discount or premium ; sometimes they
do not. Stop orders sometimes also receive disadvantageous executions.
The second source of floor brokerage is payments by the block trade
assembler even though it is otherwise represented at the post. In some
cases these “writeouts” represent a sharing of commissions when the
speclalist plays an important role in the assembly process as a “finder”
or a participating market-maker. In other cases, however, they can-
not be explained in this manner and raise regulatory questions, par-
ticularly with respect to the independence of at least some specialists’
administration of the retail market.

Positioning by the block trade assembler sometimes performs part
of the market-making function when, for whatever reason, the spe-
cialist does not offset fully the public imbalance in a potential block
trade. There is, however, a wide variation in the participation rates
of individual block trade assemblers. In addition to actual positions,
block positioners frequently make bids or offers for the entire block
early in the assembly process. Such capital commitments are sub-
stantially larger than the eventual positions and are sometimes bettered
in price. Contrary to the rules of the NYSE, block trade assemblers
also occasionally treat shares not committed to customers at the time
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of the block execution but laid off shortly thereafter as though they
had never positioned them.

The combination of block positioning with investment management
is troublesome. A small percentage of the customers of the block trade
assembler that participate in its block trades is accounts over which
it has investment discretion. A potential conflict of interest exists when
a block trade assembler’s discretionary accounts participate in its block
trades without specific consent. Particular transactions reported to the
Study appear to pose serious problems in this respect.

The block trade assembler disposes of nine-tenths of the shares po-
sitioned in transactions on the N YSE, often by using the specialist as
its floor broker. The remaining shares are “laid off” on regional stock
exchanges, primarily to institutions or their brokers. In all, about 70
percent of the shares positioned appears to be laid off to institutions or
their brokers as a result of upstairs communications, and the remain-
ing 30 percent appears to be laid off to the specialist or to brokers rep-
resenting individuals or institutions in the regular round lot market
on the NYSE floor. Thus, the block positioner is highly dependent
upon efficient and inexpensive access to that market. Moreover, this de-
pendence means than almost 30 percent of the shares in a typical block
trade of $1 million or over may eventually find new owners, largely
individual investors, through that market.

Block trade assemblers would normally prefer to dispose of their
block positions as quickly as possible. They are limited, however, by
the ability of the regular round lot market to absorb those positions
and their own ability either to find additional institutional interest
that was missed in their initial search or to persuade institutions that
were not originally interested. Consequently, the disposition of these
positions can take more than a month. On the average, only about one-
eighth of the shares is laid off on the day of the block, and less than
one-half is laid off during the first week. Seven percent remains at the
end of a month. Moreover, the block trade assembler will sometimes
actually increase its position while it is in the process of disposition.
Some of these transactons, which evidence the importance of retail
market prices to the block positioner, raise serious questions under
existing antimanipulative provisions of the securities laws.

The length of time that positions must be held by block trade as-
semblers creates considerable risk. To some extent this risk may be
increased by an NYSE ruling that prohibits layoffs on the same day
as the block trade except at a profit or with prior permission, although
the ruling does not appear to be very strictly enforced.

In any event, on their overall layoff activities, block trade assem-
blers suffer average trading losses (not including commission equiva-
lents) per block trade of about one-half of one percent of the amount
positioned. These losses vary with the general condition of the market.
They only offset about one-fifth of the brokerage commissions on the
entire trade, however, leaving a profit per block trade (before other
expenses) of 2 percent of the amount positioned.

Almost as dramatic as the growth of block trading has been the
decreasing concentration of the volume in NYSE-listed stocks that
has resulted. Although 65 percent of the volume in transactions of
10,000 or more shares is executed on the NY'SE, the 35 percent that is
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not is quite important. Moreover, the proportion of the block volume
that is executed in other markets is more than twice the percentage
for all transactions in NYSE-listed stocks and has been growing
rapidly. Indeed, this growth has continued despite the abolition of
customer-directed giveups and the institution of a volume discount
on all stock exchanges. The reasons for this decreasing concentration
of volume and its consequences deserve careful consideration.

b. Regional exchanges

Regional exchange transactions of 10,000 or more shares do not
differ dramatically in size distribution from NYSE transactions in
this category, nor 1s the average price per share substantially different.

The most frequently reported reason for institutional instructions
to execute block trades in NYSE-listed securities on regional stock
exchanges was the availability of a better price. Other reasons given
include the later trading hours of the Pacific Coast Stock Exchange,
avoidance of the New York State stock transfer tax, reduction of
price impacts, avoidance of undesired participation by the NYSE
specialist (and possibly public orders, also), differences in public
reporting and rules about commission sharing.

There is little evidence that a better price is frequently provided
by the regional specialists. They play a relatively insignificant role
in offsetting any 1mbalances involved in the trades: They participate
only on the Midwest and Pacific Coast Stock Exchanges and then only
to the extent of 5 and 1 percent of the shares, respectively. Moreover,
over 60 percent of the shares involved are crossed by NYSE member
firms that assembled the block trades through their upstairs com-
munications systems and could easily have been executed on the
NYSE or any other exchange where the securities are traded. The data
indicate that the reasons for regional block executions must be found
elsewhere.

The distribution of the total regional block volume among the var-
ious regional stock exchanges provides that answer. In 1968, when
the Boston and Detroit Stock Exchanges had the most liberal give-u
rules, they accounted, respectively, for 35 and 12 percent of the tota
regional share volume in transactions of 10,000 or more shares. Those
exchanges do not allow institutional membership. In 1969, after the
abolition of customer-directed give-ups, their percentages dwindled,
respectively, to 5 and 0. The Pacific Coast Stock Exchange, which
was originally the leader with respect to institutional membership,
saw its percentage increase from 27 1n 1968 to 52 in 1969. The percent-
a,ge of the Philadelphia-Baltimore-Washington Stock Exchange stay-
ed fairly constant, rising only from 13 to 17.

The Midwest Stock Exchange does not fit the above pattern. Al-
though it was not especially liberal about customer-directed give-ups
before 1969 and does not have any significant institutional member-
ship today, its percentage rose from 13 in 1968 to 26 in 1969. Most of its
transactions of 10,000 or more shares are reported not to be crosses,
however, and the increase may represent block trades that are assem-
bled by 1ts specialists as floor brokers for other member firms. More-
over, its share of regional block volume has more recently declined
somewhat. At the same time, the percentage of the Philadelphia-Balti-
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more-Washington Stock Exchange, which is now the major regional
exchange for institutional membership, has increased dramatically
while that of the Pacific Coast Stock Exchange has decreased sub-
stantially.

These figures on changes in market share among the regional stock
exchanges, coupled with the low participation rate for regional spe-
cialists and the high proportion of crosses (mostly by NYSE mem-
bers), indicate that, with the possible exception of the Midwest Stock
Exchange, considerations relating to commission rates may well
be the most important reasons for regional execution of block trades
in NYSE-listed securities. In this respect, institutional membership,
which affords the institutional money manager an opportunity to re-
duce the commissions paid by its accounts (and thereby possibly ob-
tain a better price) and/or to increase its own profits appears current-
ly to be the most dynamic factor in regional execution of blocks.

c. Third market -

Like regional block trades, transactions of 10,000 shares or more in
the third market do not differ from those on the NYSE in size distribu-
tion or in average price per share. In the period studied, however, they
did differ substantially in two important respects: the complexity of
tReir structure and the amount of the charges made for executing
them.

Third market block trades were less complex in structure, although
not necessarily less “difficult,” than block trades of similar size execu-
ted on the NYSE. Only 20 of the 167 third market trades of 10,000 or
more shares in the sample involved more than one party on either side,
and only seven involved more than two parties on either side. None of
the multiparty blocks involved any substantial dealer participation
by the third market firm. In all third market blocks of $1 million and
over, principal-at-risk transactions by third market firms accounted
for about one-fourth of the shares (as compared to a combined total
of about three-eighths for the NYSE specialist and block positioner).

To some extent these differences may arise from the reluctance of
institutions to trade outside the range of high and low prices for the
day on the NYSE. Almost all third market blocks trade no more
than one stock exchange commission away from this rane= and also
trade somewhat nearer to the previous close than NYSE blocks.
(This is also true of regional block trades.) Without the same size of
discount or premium with respect to last sale that is available for
NYSE block trades, it may be difficult for the third market firm to
assemble the block and unattractive for it to participate itself. To
the extent that this occurs, third market firms are disadvantaged rather
than advantaged by not having their executions reported along with
those of the NYSE.

Riskless third market block trades are sometimes confirmed on an
agency basis and sometimes on a riskless-principal basis. Average
agency commission rates and riskless-principal spreads for third mar-
ket block trades per 100 shares were less than one-third of the then
stock exchange minimum commission rates in 1968. The commissions
and spreads for block trades in the third market did not change appre-
ciably after the NYSE instituted its volume discount but were still
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only slightly more than one-half of the minimum stock exchange com-
missions. Despite reciprocal reasons for not using the third market,
banks and investment advisers (including mutual funds) are the big-
gest customers with respect to all third market transactions of 2,000
or more shares, the banks accounting for 30 percent of the shares and
the investment advisers, for 50 percent.

All of the figures previously stated for third market block trades
do not include transactions by third market firms on the NYSE or on
the regional stock exchanges. There is some such trading, particularly
on those regional stock exchanges to which third market firms may
belong. In addition, rules of various regional exchanges are not as
strict as the NYSE with respect to third market executions by mem-
ber firms. Consequently, there is a significant amount of third market
volume between third market firms and member firms of regional
stock exchanges that do not also belong to the NYSE.

The primary reason for the execution of a transaction of 10,000
or more shares in the third market appears to be the saving in trans-
actions charges because of the substantially smaller agency commis-
sions and riskless-principal spreads. Other secondary reasons include
the complete avoidance of public reporting, sometimes more effective
execution and clearance and—in the case of some banks—an oppor-
tunity to profit by imposing a “service charge” equal to a brokerage
commission.

d. Fourth market

The fourth market, consisting of trading by institutions directly
with each other and without the use of broker-dealers, is not presently
significant. The reason most frequently offered by institutions for not
checking other institutions is the importance of anonymity. They do
not wish to expose their interest to possible competitors. Their com-
parable reluctance to trade directly with issuers and issuers’ pension
funds may arise because of existing legal uncertainty.

e. Automation

Three automated systems to facilitate block trading have recently
begun operation. Autex, the one most extensively used during the
period studied, is primarily a communications system that supple-
ments broker-dealers’ existing upstairs communication systems. Nego-
tiation and execution must be accomplished in the usual manner. The
major users of the system are third market firms. The NYSE’s com-
peting BAS, which was not used as extensively in the period studied,
performs similar functions but as a practical matter necessitates the
presence of two N YSE member firms in every block trade. BAS, which
has recently expanded the variety of its services, also provides for the
retrieval of extensive market information. Instinet, the third sys-
tem, provides for negotiation and execution as well as the location
of potential participants for the passive side. During the period
studied, the system was not used very extensively, and a large majority
of the actual trades were with third market firms. The original design
of the system has apparently proved somewhat inflexible for the nego-
tiating process, and Instinet is presently attempting to improve it.
Tt is too early to tell whether the negotiation and execution functions
can be successfully automated for block trading.
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2. Price Impacts of NYSE Block Trades

Block trading, of course, directly affects the participants in the
blocks. Because of its possible price impacts, it also affects other in-
vestors who are in the market at the time, as well as all persons who
rely upon the reported prices of securities transactions. The following
paragraphs describe the price impacts of NYSE block trades of $1
million or more. The statistics set forth are the averages of the indi-
vidual impacts of all blocks surveyed in that size category. Individual
block impacts may be substantially larger or substantially smaller
than the average. Moreover, because the blocks have been classified
by tick, and the anxious party in zero-tick blocks cannot be readily
identified, the statistics overstate the average impact of block trades.
In any event, all block trades (10,000 or more shares, regardless of
dollar value) cause no more than 9 percent of the large (3 percent or
more) day-to-day price changes on the NYSE.

Minus-tick block trades (initiated by sellers) are accompanied by
a price drop relative to the market of almost 1 percent in the prior 20
trading days (mostly in the preceding three trading days), an addi-
tional price drop of about 1 percent on the day of the block trade (as
measured from the previous close to the close on the day of the block)
and almost a complete return to the beginning price during the next 20
trading days if no subsequent blocks occur. The size of the decline in
the closing price on thé day of the block varies with the size of the
block. Within the day of the block trade there is an additional price
decline in the neighborhood of 0.75 percent, which is recovered before
the end of the day.

The decline on the day of the block trade appears to be the liquidity
cost of moving a large quantity of stock more rapidly than the regu-
lar round lot market on the floor can absorb it. The decline prior to
the block may result from the “shopping” of the block during the
assembly process and varies extensively from block to block. Since
both declines are temporary, the institution that initiates the trade
pays a price for liquidity, and the institutions and individual inves-
tors who participate on the passive side of the block seem to receive
a bargain. To the extent, however, that excessive or careless shopping
of the block spreads the decline over a longer period of time, or the
recovery is unnecessarily prolonged, other buyers may obtain bar-
gains at the expense of sellers.

The much smaller number of plus-tick block trades. (initiated by
buyers) are accompanied by a price rise relative to the market of al-
most 4 percent in the 20 trading days before the block (slightly over
1.5 percent in the preceding three trading days), an additional rise of
more than 1 percent on the day of the block and no subsequent price
return within the next 20 trading days. The size of the price change
again varies with the size of the block.

Since these price rises tend to be persistent, the plus-tick blocks
may well merely accelerate a repricing of the stock due to funda-
mental factors. Institutions and individual investors on the passive
side of these blocks do not obtain bargains, but neither do they appear
to be disadvantaged because they sell their stock at a persistent price.
To the extent that the block accelerates the repricing process, it re-
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duces the number of sellers who fail to obtain the realizable value
of their securities, perhaps because of lack of knowledge or under-
standing of a fundamental change, and the number of buyers who
benefit from this situation.

Because the block trades initiated by sellers appear to involve li-
quidity costs, a closer examination of the effect of participation by
block trade assemblers and NYSE specialists on those costs is appro-
priate.

Block positioning does not appear dramatically to affect the total
grice impact of block trades. It does, however, substantially affect the

istribution of that impact between the day of the block and the
grior few days. There 1s evidence that block positioners shop their
locks less extensively and/or more expertly, perhaps because of their
steady flow of institutional inquiries. The prior market impact of
sitioned blocks is only slightly more than one-third of that in
locks handled by other blocﬁ trade assemblers. On the other hand,
the market impact of positioned block trades on the day of the block
is more than three times as great as nonpositioned blocks. The cumu-
lative impact of the positioned block is thus about one-third greater.

Block positioning appears, however, to tend to prolong the price
recovery. The block positioner in effect puts a ceiling on the price of
the stock while it is disposing of its position, since any demand emerg-
ing after the block trade may be immediately filled from the block
positioner’s inventory. In some cases it may even drive the price lower,
although the causal relationship between a further price gec]ine and
the speed of the block trade assembler’s layoffs is probably mutual.

Participation in block trades by the NYSE specialist is associated
with smaller price changes than is positioning by block trade as-
semblers. The data in this chapter are not sufficient, however, to de-
termine which is the cause and which is the effect. That question is
considered in more detail in the following chapter, as part of a broader
analysis of whether the manner in which both the block trade assem-
bler and the NYSE specialist offset imbalances minimizes avoidable
temporary price impacts of block trading to the extent feusible.
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APPENDIX A
DESCRIPTION OF PRICE IMPACT TABLES AND FIGURES

The results of the price impact analysis for each event (block trades in this
chapter) ™ are presented in two ways: A table with the resuits of all the cal-
culations and a figure that plots some of the results. :

The first column of the table gives the traeding day relative to the event day;
for example, -10 is 10 trading days before the event. -

The second column, the average current impact, gives the average rate of
return for each day, relative to the market. This number is approximately the
average difference between the percentage return for the stock and the percent-
age return for the market™® The Study used the Standard and Poor’s Com-
posite Index of 500 stocks to measure the market return.

The third column contains the proportion of the events on each day for which
the current impact is negative; that is, the proportion of the events for which
the price of the stock declined more than the market.

The four column is the eross-sectional standard deviation of the current im-
pact on each day.

The fifth column, the average impact index, contains the average of cumulated
current impacts for each day. It may be thought of as an unweighted price

22 Chapter XII.F uses the same technique for the analysis of changes in speclalists’
inventories.
25 Let ,
U}i, t) =Current impact for stock { on day ¢
P(i, t) =price of stock
D (4, t) =dividend paid on day ¢ -
I(t) =market index
then

—log PG:Y4DG, Y _ 40y _Boi @)
U4, t)y=log BN 4.(3) —B(i) log Tie=n)

A and B are parameters that may be estimated and reflect the ‘‘normal” relation between
the stock and the market. BB, in particular. may be thought of as a measure of volatility for
the stock. Estimates of the “normal” relation were made, but there was considerable
question as to their reliability. In addition, the findings were unchanged if it was asssumed
the A=0 and B=1. Thus all analyses in this chapter are presented with the assumption
that A=0 and B=1. (The analyses in chapter XII use estimates of A and B for each
stock.) The current impact is then approximately equal to the difference between the
percentage price change for the stock and the percentage price change for the nfarket. The
average Impact s given by

n U{¢t)

i=1 , where n is the number of stocks in the sample.

n
(1827)
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index with base one for all events in the sample.”” More specifically it repre-
gents the value of a portfolio that follows the following investment strategy:
At the beginning of the period the investor takes $1 and places equal amounts
in each “event”.*® At the beginning of the next day he takes the total gain or
loss relative to the market and redistributes it equally among all stocks; that
is, he starts each day anew. He can be thought of as borrowing funds at the rate
of appreciation of the market index in a series of one day loans, and only adding
to his portfolio at the beginning of each day the excess over the loan payment.

The sixth column is the cross sectional standard deviation of the impact
index on each day.

The figure that accompanies each table plots the average impact index over
time. Days are on the horizontal axis; the impact index, on the vertical axis.

APPENDIX B
CALCULATION OF INTRADAY PricE CHANGES
_(PB+DIV
DIV=dividend paid on day 0

E2= P(O) 1) 100

E7=(PPB~—1) 100
_(PO) )

U= BE 1) 100

PE=(P(—1)+M)
1(0) .
M= ( =D 1) percentage change in 8 & P 500

The directly calculated numbers in the figures are averages of El, E2, E7, U
and M. The derived numbers are differences of these averages. This is not com-
pletely accurate, since the difference of the averages of two ratios is not necessarily
equal to the average of the difference.

o Let
S(@#,T) =the index for stock i on Day T

}:‘, Ui,
=1

S@t =e
0 r

7" [1+ UG, T}

T
1r[1+R(u)—A(f) =B()* M)}

1A 0, B(h=1,
8@ = [-+R3EH—M@)

SPOD+FDAN=PUL=D, o rotim in the stock

R0 PUI—D

M(t) _ILI«—D' the return on the market
I(¢-1)
The average impact index for each T is then

n

%, where n is the number of events in the sample.

8 Stocks which had more than one block on a day are thus weighted more heavily.
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CHAPTER XII

Imractrs oF INSTITUTIONAL TRADING ON THE MARKET-MAKING
Funcrion

A. INTRODUCTION
1. The Market-Making Function

The objective of this chapter is to analyze the impact of the growth
of institutional trading in common stock on the market-making fune-
tion.

The attractiveness of common stocks to potential investors is en-
hanced if they can be reasonably confident of disposing of their hold-
ings quickly and inexpensively. An individual or firm that regularly
facilitates the transactions of others by buying and selling for its
own account may perform a market-making function by providing
executions that are more prompt or less costly or both.

Three categories of such firms will be considered in this chapter:
exchange specialists, third market-makers and block positioners. On
the New York Stock Exchange (“NYSE”) and on some, but not
all, regional exchanges, certain exchange members are assigned the
specific responsibility of making a fair and orderly market in certain
specified securities; these members are the “specialists” for the se-
curities assigned to them. In the OTC market for listed securities,
the so-called “third market,” certain non-member broker-dealers at-
tempt to attract business by making a market in NYSE-listed se-
curities. These dealers are also market-makers. In recent years, with
block trading becoming increasingly important, some dealers regu-
larly use their own capital to facilitate the completion of block trades
in securities which they do not regularly hold in inventory. These
firms are “block positioners.” *

2. Market-Making and the Public Interest

The public interest in securities markets arises in part because of
a desire to assure fair, honest and efficient markets for those who par-
ticipate in securities transactions. This is especially important to in-
dividual investors who may lack the knowledge and experience nec-
essary to provide such assurance for themselves at reasonable cost.
By reason of their professional expertise, institutional investors are
less in need of such protection than individuals. However the increas-
ingly important presence of institutional investors may create new
problems in providing protection to individuals.

1Data on block trading, on block positioning and on the price impacts of blocks are
included in ch. XI. Further material on the economic aspects of block positioning is con-
tained in this chapter,
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The public interest in securities transactions is not limited to those
who directly participate in them. The interests of third parties may be
affected by a transaction even though they do not directly participate
in it. The securities prices established by transactions in securities
markets, or by bids and offers in these markets, are widely dissemi-
nated. They form the basis for valuing participation in pooled invest-
ment vehicles such as mutual funds and common trust funds, for val-
uing shares issued or acquired in mergers, for valuing convertible se-
curities, for determining the amounts of certain taxes, for determining
the compensation of investment advisers and other categories of money
managers and for determining the value of shares used as collateral
for loans.

This public interest in securities markets can be evaluated by a num-
ber of criteria. Among the most important are the following:

1. Trading efficiency.—One aspect of trading efficiency is the cost of
conducting transactions, including:

(a) The commissions and other fees, if any, that the investor pays
for handling his transaction (less an adjustment for services other
than execution and clearance which he receives) ;

(b) The costs the investor incurs directly to handle his own trans-
actions and

(c) The cost to the investor of any unfavorable price movements
induced by his trading. On a small transaction, if the last sale was at
5114 and the best available bids and offers are 5134 and 5154, respec-
tively, the investor who submits a market order will incur a cost of 14
of a point (measured either from the last transaction or the middle of
the current bid-ask spread). As was pointed out in chapter XI,? insti-
tutional investors may also induce unfavorable price movements in
order to achieve prompt execution of block trades. Generally the un-
favorable price movements induced by an investor’s transactions will
depend on the size of the transaction and the desired speed of execution

2. Market integrity —Market integrity is achieved to the extent that
effective regulation of market participants eliminates fraud, manipu-
lation, abuses of trust and similar problems. Regulation in this context
should be defined very broadly to include not only formal administra-
tive procedures initiated by self-regulatory agencies and by the gov-
ernment but also regulation by publicity and by competition. For
example, prompt reporting of transactions, as on exchange ticker
tapes, may help a customer supervise the activities of the brokers and
dealers handling his order or the institution managing his funds;
similarly, competitive market-makers, when they exist, may provide a
form of regulation for market-making activities.

3. Pricing—A trading mechanism should provide usable price in-
formation to those who need it. Price information is needed to provide
a basis for evaluating the terms on which purchases and sales could -
take place and to value assets. (Asset valuation is required for tax
El;l'goses, to determine the price of shares in collective investment

s and for similar purposes.)

In an “ideal” market, securities prices would change promptly in

response to new information about the value of the security. At other

2 See ch. XI.D, above.
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times the price would not change. Since the occurrence of “new infor-
mation” is, by definition, unpredictable, the price changes in this ideal
market would appear to be random.

In the real world, deviations from this ideal model may be inevitable,
but it is desirable that the deviation be as small as possible. The type
of deviation from randomness indicates the source of the deviation
from the ideal: A tendency for price changes in one direction to be
followed by price changes in the same direction indicates that price
changes lag 1n response to new information. A tendency for price
changes in one direction to be followed by price changes in the opposite
direction reflects the presence of transaction costs.

When reported prices are significantly distorted by purely tempo-
rary trading imbalances, or when they fail to reflect new information
about the value of the security promptly, the quality of the price data
is reduced, and persons or governments whose decisions are based on
the reported prices may be economically injured.

3. Scope of the chapter

Exchange specialists and third market dealers regularly hold in-
ventory positions in the stocks in which they make markets. Normally
they have some transactions in each of these stocks each trading day.
Block positioners frequently facilitate the execution of their customers’
transactions in many stocks in which they have no inventory position
at the time. Normally they do not hold inventories or have transactions
each day in each of the stocks in which they make markets. Most of
the empirical analyses reported in this chapter are derived from data
on the daily closing inventory positions in particular stocks of the
exchange specialists and third market dealers who regularly hold in-
ventories in these stocks. The decision to restrict attention to closing
inventories was made in the light of the burdens that would have been
imposed on respondents if they had been required to reconstruct their
intra-day inventory positions and on the Study staff if it had to
construct a machine readable file of intra-day prices.?

One objective of the Study’s empirical analyses has been to determine
whether market-makers contribute to reducing the magnitude of either
or both of the deviations between actual and ideal markets described
in the preceding section. A second, but not less important, objective
has been to determine whether the extent and nature of institutional
trading in a security affects a market-maker’s willingness or ability to
make such contributions.

The Study initially intended to examine and analyze the activities
of NYSE specialists, regional specialists, third market-makers and
block positioners in equal depth. To this end, virtually identical infor-
mation was collected from all specialists and third market-makers;
and even more detailed, although less extensive, data from block
positioners. As the digestion and preliminary analyses of this data
progressed, however, it became apparent that the limited resources of
the Study made it impossible to analyze all of it in equal depth. Con-
sequently, the Study analyzed the data about the NYSE specialists

8 Thig chapter does not deal with persons or firms who perform purely agency functions
within the market ; such functions are considered in ch. XII?. P v agency



1838

and member firm block positioners in very great depth (and even
collected some additional supplementary data about them) while it
analyzed the data about the regional specialists and third market-
makers in less detail. This difference in treatment should not be con-
strued as a judgment that there are more problems in the activities of
NYSE specialists and member firm hlock positioners than in those of
the other markets. It was merely an allocation of the Study’s limited
resources based on the relative importance of the two groups to certain
aspects of trading by institutional investors.

Section B of the chapter describes the characteristics of the data
used. Section C describes the size of market-makers’ inventory posi-
tions and the magnitude of day-to-day changes in the closing positions
of NYSE specialists. Section D relates the change in a market-maker’s
inventory on a given day to the change in price on that day and on
the preceding and following days. Section E describes the character-
istics of day-to-day changes in stock prices and relates such changes
to the activity of market-makers and institutions. Section F focuses
on unusual position changes by exchange specialists to determine if
there are typical patterns of price change over the weeks preceding
and following the unusual position change. Section G considers the
income and return on investment of NYSE specialist units. Section H
considers the allocation of securities to NYSE specialist units. Section
I deals with the economics of block positioning. Section J summarizes
the findings and conclusions of the chapter.

B. CHARACTERISTICS OF THE DATA

1. Selection of Securities and Respondents

A special sample of NYSE listed securities was used for the studies
described in this chapter of the effects of institutional trading on
market making. The sample, a list of 93 securities designated List L,
is not a random sample.* The selection procedure was designed to
produce considerable variation regarding the amount of trading in
the securities, the amount of institutional interest in the securities
and the characteristics of the market-makers in the securities. A de-
tailed description of the sample selection procedure is contained in
appendix A to this chapter.

gince the sample of securities used is selective, not random, it is
invalid to generalize from characteristics of the sample to character-
istics of the population of NYSE-listed issues. For example, the daily
average value per stock of the closing positions of all specialists and
third market makers for List L securities during September, 1969, was
$408,634. On the other hand, the value of the average position of those
market makers in all NYSE-listed securities was undoubtedly less
than this amount, because the sample of securities is heavily weighted
with high volume stocks.

The sample was designed to provide a basis for generalizations
about the relationship between characteristics of the trading in a
security and characteristics of market-maker behavior. During Sep-
tember 1969, for example, the average daily position per stock of all

4 A 1ist of the specific securities included is contained in Supplementary Volume II.
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exchange specialists and third market-makers in the most active group
of stocks on List L. was $509,248; the comparable figure for the least
active group of stocks was $52,617. It is probable that this relation-
ship between the size of these market-makers’ positions and the volume
of trading in a security is representative of the relationship that
would be found for comparable issues that did not happen to be se-
lected for study.

For each security included in List L, questionnaire Form I-13 was
sent, to the NYSE specialist unit in the stock, to the Boston, Midwest,
Pacific Coast and Philadelphia-Baltimore-Washington Stock Ex-
change specialists and to every registered third market dealer. Re-
sponses were obtained from every firm active at the time the question-
naire was distributed.® The questionnaire was not, however, sent to
block positioners, since this category of dealer does not regularly hold
inventory positions in every stock in which it may be prepared to take
a position. Studies of the activities of block positioners were based
on data collected in other ways, described in Section B.3. Each market-
maker receiving Form I-13 was asked to report its opening position
on each trading day in each stock on List L. Most of the analyses in
this chapter are based on these data. The period covered by the data
was July 1, 1968, through September 30, 1969. At the beginning of this
period, the Standard and Poor’s Composite Index (“S&P Index”) was
99.40, and at the end it was 93.12, having reached a peak of 108.37 on
November 29, 1968. Thus, the period i:ﬁudw both rising and falling
markets.

Form I-13 also asked respondents to report monthly data on certain
items of income, by stock and month. The particular items requested
varied b(}; category of respondent. Some of these data are analyzed in
section

2. Stock Month Categories

A 'Rrimary objective of this chapter is to assess the effects of institu-
tional trading on market-maker-activities. From Form I-1 informa-
tion was available to the Study on the monthly purchases and sales
of each stock on List L by the largest institutions. The monthly data
on institutional trading collected by the Study were used to classify
stock months on the basis of the amount and type of institutional trad-
ing in that stock during the month. It is possible that the influence of
institutional trading on certain aspects of market-maker behavior could
be detected only if periods shorter than a month could be classified
by the amount and type of institutional trading.

A three-dimensional system was used to classify stock months. One
dimension measures the dollar volume of NYSE trading in that stock
month. A second dimension measures the ratio of the dollar value of
institutional trading (purchases plus sales) in that stock month to
NYSE dollar volume. }S)ince the institutional trading data covers all
markets, the amount of institutional trading could, and in some cases
did, exceed twice the total NYSE volume. The third dimension re-
ferred to the extent of net institutional trading imbalances in that

51In a few instances the responses were incomnlete due to misunderstanding. See app. A,
below. for details. The Detroit and Cleveland Exchanges were also contacted ; but specil:mst
activity on these exchanges was inconsequential,



1840

stock-month. This was measured as the ratio of institutional net pur-
chases (purchases minus sales) to the dollar value of institutional
trading (purchases plus sales). A ratio close to plus one would indicate
that net purchases were a high proportion of institutional trading, a
ratio close to minus one that net sales were a high proportion of institu-
tional trading and a ratio of zero that institutional sales and pur-
chases were equal.

Rather than using the values of these measures directly, each was
converted to a percentile by comparison with the randomly selected
NYSE issues in List A. Each stock-month was then grouped into one
of three NYSE dollar volume categories, one of three institutional
trading categories, and one of three parallel trading categories. The
criteria for assigning a stock-month to one of these categories are
summarized in Table XII-1.

3. Aggregate Data About Block Positioning

Virtually no data has previously been collected about block posi-
tioning. Consequently, in addition to the sample of block trades already
discussed,® the Study collected aggregate data from all member firms
that were known too have engaged in block positioning or believed to
be reasonably likely to have done so. Since all such firms were already
part of the sample of 365 broker-dealers that received Form 1-61," a
table dealing with block positioning was included in that question-
naire. For the calendar year 1968 and for the first six months of 1968
and 1969, data were requested with respect to the number of times that
the firm block positioned long, the total dollar volume of its block
positioning long, the number of times that it block positioned short,
the total dollar volume of its block positioning short and its gross
trading profit or loss from block positioning.® In addition, each firm
was requested to furnish the average daily closing dollar position in
its block positioning account ® for each of the months January 1968
through geptember 1969. These figures are the sum of the firm’s
long and short positions in that account rather than a netted figure.

6 §ee ch. XI.C.1b(1), above,

7 See ch. X1I1.A.2, below.

8 The proflt or loss fizures encompass only the actual trading profits or losses and do
not include brokerage commissions and other income items associated with block position-
ing, on the one hand. or interest and other associated cost items, on the other.

%'Most block positioning firms maintain a separate account for this activity. Any firm
that did not was requested to segregate those pesitions in its trading account that arose
from block positioning and those that arose from other trading activities.
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Table XII-1

Summary of Criteria for Classifying Stock M(;nths

Classification Criteria Category Percentiles Included
NYSE Dollar Volume High 81-100
Modium 3180
Low 1-30
Institutional Trading High 81-100
Medium © 31-80
Low 1-30
‘:Ngtvlnstitutiqpal- ' Net Buying ) 717100

Trading Imbalance¥*

Even 21-70

Net Selling 1-20°

* Regardless of percentile, stock months with only institutional
buying were classified as net buying, and stock months with
only institutional selling were classified as net selling.
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A supplement to Form I-61 was sent to nine of the 10 *° largest
member firm block positioners to obtain similar data on block posi-
tioning during the full year 1969 and the first six months of 1970 and
to collect data on commission equivalents 1! on shares positioned, com-
missions earned on block trades involving positions and total commis-
sions earned by the block trading department of the firm.

C. INVENTORY POSITIONS AND ACTIVITY OF SPECIALISTS AND THIRD
MARKET MAKERS

1. Average Inventory Positions

a. Value of gross positions in relation to dollar volume and institu-
tional trading

Although specialists and registered third market makers also pro-
vide brokerage services which are important, the Study has concen-
trated on their dealer function. Thus, it seems appropriate to begin the
empirical section of this chapter by describing the average inventory
positions of these market makers and by relating the magnitudes of
those inventories to the markets in which they operate, the volume of
trading in the stock, the proportion of that trading done by institutions
and similar factors.

The data in this section of the chapter are primarily descriptive. It
would be a mistake to attach too much importance to the average
dollar value of a market maker’s inventory position. Variations in
the magnitude of these inventories are a much more significant indica-
tion of the extent to which a market maker uses its inventories to
facilitate the executions of its customers. Day-to-day variations in
closing inventories will be considered in detail 1n section D.

For each stock in List I, each market-maker reported its daily posi-
tion in shares.? The dollar value of the gross position for a particular
market-maker is the number of shares held (long or short) multiplied
by the closing price on that day. The gross position for a group of
market-makers is the sum of their individual gross positions, long plus
short. Thus, if there were two market-makers, one of which had a
long position of 100 shares and the other of which had a short position
of the same amount, and if the closing price was $50 a share, the gross
position for the two market-makers would be $10,000.

Table XTI-2 shows the average value of the daily gross positions
per stock per month for each type of market. Each row refers to a
different dollar volume category of stocks. A stock day was included
in this average only if the NYSE was open for trading on that day,
and at least one market-maker in some market had a position in that
stock on that day. If the average value of the gross positions for each
market-maker had been calculated only for those days in which it was
active in a particular stock, the average value per stock per day for
NYSE specialist units would be essentially unchanged, but the average
value per stock per day for regional exchange specialists and third
market-makers would be higher.

10 One of the 10 is no longer an exchange member. It is active block positioning in the
third market.

1 Member firm block positioners are required to impose a charge equal to a stock ex-
change minimum commission on the positioned portion of a block trade as well as on the
agency portion. But, becnuse of some apparent doubt whether New York State law permits
a prlnclsml to charge a brokerage commisgion, some block positioners label the charge a
commigsion equivglent rather than a commission. Nelther the NYSE nor any of the block
positioners that were asked was able to provide any specific legal authority for this custom.

12 The data in this section and other sections are based only on stocks held in the
market maker’s trading account. Any stock in the segrezated investment accounts of
exchange speclalists is not included. Inventories were reported on a trade date basis.



Table XII-2

Avera.ge Value of Daily Gross and Net Positions, per! Stock
For Each Type of Market
By NYSE Dollar Volume Category

"NYSE
Dollar L ~__ Regional Third Gross Net
Volume e NYSE ___._ Exchange Market Positions Positions Net/Gross
Category Specia11sts Specialists Makers All Markets All Markets Positions
_High $412,129 $111,703 0 $199,726 | $723,562 $547,549_ .70
| Medium $182,277 $ 25,902 $ 25,317 $233,498 $212,200 .82
JLow $ 53,649 $ 10,987 $ 6,586 $ 71,222 $ 64,813 .89
Source: App. B, table XII-B-1

€¥81
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For all types of market-makers, there is a strong tendency for the
average gross position to be larger in stocks that are in higher NYSE
dollar volume categories. The degree of the sensitivity to NYSE vol-
ume varies somewhat from market to market. NYSE specialists’ in-
ventories in high dollar volume stocks are about eight times as large
as in the low dollar volume stocks, while regional exchange specialists’
inventories in the high volume category stocks are about 10 times as
large. The third market-makers are cven more sensitive to NYSE vol-
ume : Their inventories in high dollar volume stocks are approximately
30 times their inventories in the low dollar volume stocks.

In the case of regional exchange specialists and third market deal-
ers, the sensitivity to volume reflected in this table results from the
combined effects of two factors. First, these market-makers are more
likely to make a market in a particular issue if the volume of trading in
it is high. Second, in any given issue in which they make a. market, their
average inventories are likely to be larger the higher the volume 1n the
issue. The sensitivity of NYSE specialists could not be affected by the
first factor since only NYSE-listed issues were included in the sample.

Table XTI-3 shows the average daily gross positions when stock
months are classified both by NYSE dollar volume category and by
institutional trading category.'® Consider first the effect of institution-
al trading on high dollar volume stocks. For all market makers in these
stocks there is a very strong direct relation between the size of the
market maker’s position and the proportion of institutional trading in
that stock. For example, in those high volume stock months in which
institutional trading was most important, NYSE specialists’ positions
averaged about $428,000. In high volume stock months in the medium
institutional trading category, the NYSE specialists’ positions aver-
aged $341,000. For high dollar volume stocks, the shift from the inter-
mediate to the high institutional trading category is associated with an
inerease in the positions of all market makers.

13In this and most subsequent summary tables in this chapter, the low dollar volume

category stocks have been omitted becausc there were not enough observations in this
category to provide a valid basis for generalization.
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Table XII-3

L "For Each Type “of Market ] o
By NYEFﬂPq}}aEvVé;p@g“Catego;y and by Insti§u§1§ﬁaijira§ing'Cégégéiy

Average Value of Daily Gross and Net Positions per Stock

Dollar Inst'l Regional Third Gross Net
Volume Trading NYSE L Exchange Market Positions Positions - Net/Gross
Category Category Spec1alxsts Specialists Makers All Markets All Markets Positions
‘High _ . High __  $427,659 $116,598 $224,586  $768,849 $570,980 .69
“High | Medium_ . = $340,934 $ 87,206  $ 67,633  $495,776 $436,989 .75
, Medium _ High T $124,847 $ 32,016  $ 56,272  $213,136 $183,319 .80
Medium =~ Medium _ $185,180 $ 24,839 $ 19,982  $230,002 $2o9 837 .82
Source: “"App. B, table XII-B-2

S¥8I
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The effect of institutional trading on the dollar value of NYSE
specialists’ positions in the medium dollar volume category is reversed :
An increase in the proportion of institutional trading is apparently
associated with a decrease in the average size of NYSE specialists’
positions.** For regional exchange specialists and third market deal-
ers, the positive relationship between average value of positions and
proportion of institutional trading which is observed in high dollar
volume stock months also appears in the medium dollar volume cate-
gories.

b. Comparison of net and gross inventory positions

The average net positions per stock of all exchange specialists and
third market-makers and the ratio of the net to gross positions appear
in Tables XII-2 and XII-3. These data show the extent to which the
positions of the different market-makers tend to be on the same
side of the market. If all respondents for a particular stock were lon
or if all were short on a particular day, the net position would be equa.
to the gross position. At the other extreme, if the number of shares
held in long positions by some respondents equaled the number of
shares held in short positions by the others, the net position over all
markets would be zero. Thus, the ratio of net to gross positions could
range from zero to one on any given day.’® The ratio shown in the
ga;ble is an unweighted average of the individual ratios for each stock

ay.

For an average stock day in the high NYSE dollar volume category,
the value of the gross position of all respondents was approximately
$723,000 per stock. The average net position per stock day during this
period was approximately $547,000. The unweighted average of the

14 Both conversations with knowledgeable individuals and other analyses of the data
that are described later in the chapter strongly suggest the existence of a positive rather
than negative relation between the average value of NYSE specialists’ inventory and the
proportion of institutional trading. If the data for the medium institutional trading
category are further refined by classifying the speclalist units to which stocks are
assigned into three activity categories, a positive relationship between institutional trad-
ing and average value of positions is observed for two out of three categories (Table XII-6).
The apparent negative relation observed in Table XII-8 may be due to sampling error.

16 If the net position was zero and the gross position amounted to 100,000 shares, the ratlo
would be zero over 100,000 or zero. If all respondents were long in the above example (or
if all were short), the ratio would be 100,000 over 100,000 or plus one. A minus ratio
could not occur, by definition.
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daily ratio of net to gross positions was 0.70. If each day’s ratio was
weighted by the size of the gross positions on that day, the weighted
average ratio would be 0.76.° The fact that the weighted ratio is
higher than the unweighted indicates that the ratio tends to be higher
on days when these market-makers as a group hold larger inventories.
On an average stock day the NYSE specialist unit held an inventory
of $412,000 in a high NYSE dollar volume stock, about 57 percent
of the value of the gross positions for that stock in all markets. All
the remaining market-makers held a total of about $311,000, 43 percent
of the total. Of the inventories in other markets, approximately
$198,000, or 64 percent, was on the same side of the market as the
NYSE specialist unit.

c. Size distribution of NYSE specialists’ positions

Table XII4 shows the percentage of days that NYSE specialists’
positions fell into various size ranges. For this purpose, stock months
have been classified by NYSE dollar volume category.

The tendency for NYSE specialist units to prefer long to short
positions is emphasized by this data. For every size range, long posi-
tions are more common than short positions. For example, in high
dollar volume category stocks, long positions of $600,000 or more
occur on over 15 percent of the stock days. Short positions of the same
magnitude occur on only 1.5 percent of the days.

Investors are normally willing to hold a long position in a stock
only if the stock’s current market price reflects a positive return com-
mensurate with the risk involved. To the extent that market-makers
have expectations similar to those of investors, market-makers should
expect a positive return (in the form of dividends and price apprecia-
tion) from holding a long position and a negative return from holding
a short position. In these circumstances, it is not difficult to understand
why NYSE specialists normally would attempt to hold long positions
and would be willing to hold large short positions only when there
were very special reasons for doing so.

16 The unweighted average was found by taking the net to gross position ratio for each
day and determining the average day’s ratio. The weighted average reflects the ratio of
the total net positions and the total gross positions for the entire stock sample and period.
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Table XII-4

Percentage Digtribution of Déys by Size of NYSE Specialists' Positions
i And by NYSE Dollar Volume fategory.

‘Position NYSE Dollay Volume Category
(Thousands of Dollars) High Medium Low
( _ (percent of dqys)
Long
800 or more ’ " 11,6 4,6
600 to 799 : 3.8 1.1
400 to 599 6.0 3.3
200 to 399 13.1*  10.8 4,2
100 to 199 12,8 13,3% 8,5
50 to 99 9,7%% 12,8 23,0%*
10 to 49 - 11,0 19,0%% 30, 9%*
0to 9 ’ 2,7 6.3 13,3*%
Even 2.5 4,0 3,3
Short
0Oto 9 2,3% 4,0 6.1
10 to 49 ' 7.3 9.5 3.6
50 to 99 5.3 5.8 7.0
100 to 199 5.3 3.9
200 to 399 . , 3.5 1.3
400 to 599 | 1.6 0.1
600 to 799 0.7 |
800 or less - 6.8
Total Stock Days (percent) . 100,0 _ 100,0__100,0
Average Position +326,548 +161,554 +42,374

2

* Upper or lower quartile
** Median
Source: 'App. B, table XII-B-4 P
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2. Inventory Activity of NYSE Specialists

a. Relation to dollar volume and institutional trading

This section describes the average net changes from day-to-day, of
NYSE specialists’ closing inventory positions, hereafter termed “in-
ventory activity”. Since systematic data were collected only on closing
inventories, the activity measure is based only on day-to-day changes
in them.!’

The magnitude of inventory activity for a particular day depends
on the specialist’s net purchases or sales (in shares) and the closing
price for that day. For example, if the specialist was long 200 shares
on a particular day when the price closed at $50 per share, and if on
the previous day his closing position had been short 100 shares, his net
purchase during the day would be 300 shares. His inventory activity
would be 300 times the closing price, in this case $15,000. The in-
ventory activity would also be $15,000 if the specialist had been long
100 shares on the previous day and was short 200 shares on the day
in question. In the first example, the specialist’s purchase exceeded his
sales by 300 shares. In the second example his sales exceeded his pur-
chases by 300 shares. (The value of inventory activity does not depend
on the previous day’s closing price.)

Table XII-5 shows average inventory activity for stock months
classified by NYSE dollar volume and institutional trading cate-

17 Purchases that were offset by sales in the same day would not be reflected in this
inventory activity measure. Intra-day shifts in a market-maker’s inventory position prob-
ably play an important role in its market-making function. Data on such intra-day shifts
were not collected by the Study because of resource limitations. .

Monthly data on the total purchases and sales of market-makers were available to the
Study. Time did not permit the analysis of this data. The magnitude of a market-maker’s
total monthly purchase and sales, however, provides little information on the extent and
timing of the shifts in his inventories within the month.

Separate closing inventories were collected for the specialist’s trading, investment and
arbitrage accounts. Since investment accounts are subject to the specialist’s market
making obligations, a comprehensive analysis of their inventory activity would include
those accounts as well. NYSE Rule 104.12, Because of time limitations, the Study analyzed
only the trading accounts. Changes in investment account closing inventories occurred
in so few stock months, however, that the Study does not believe that their inclusion would
have significantly changed the results.

53-940—71—pt. 4——30
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gories. Within each dollar volume category there is a direct relation-
ship between institutional trading and inventory activity. Similarly,
within each institutional trading category, there is a direct relation-
ship between NYSE dollar volume and inventory activity. An in-
crease in the volume of trading or in the proportion of that trading
done by instituitons is associated with an increase in the level of
NYSE specialists’ inventory activity.

b. Classification of NYSE specialists by inventory activity

To examine the effects of differences in inventory activity among
NYSE specialist units, the latter were classified into three categories
based on their average daily net inventory activity. Only stock months
in the high NYSE dollar volume category were considered in classify-
ing speclalist units. No arbitrary criteria were used in selecting the
categories. The 30 specialist units were simply ranked according to
average daily net inventory activity and then divided into three groups
of 10. The resulting cutoffs were that the top third all had average net
inventory activity exceeding $155,000 per day, and the lower third
all had net activity less than $90,000 per day.'*

Table XII-6 shows the average values of daily net inventory activ-
ity and closing positions of NYSE specialist units classified by in-
ventory activity category, with stocﬁ months classified by dollar
volume and institutional trading categories.

Since this classification of specialist units into three equal groups
will be used for many subsequent analyses, one important point about
it should be noted at the outset. The classification is designed to show
systematic differences in various characteristics of NYSE specialist
behavior as related to inventory activity. It does not mean that there
are necessarily three equal groups of specialists on the NYSE, or

13 See app. B, Table XII-B-31, below.
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Table XII-5

Average Value of Inventory Activity
For New York Stock Exchange Specialists
By Dollar Volume and Institutional Trading Categories

NYSE

Dollar Institutional

Volume : Trading Inventory

Category : Catepory Activity

High High $163,432
High Medium 83,482
Medium High 52,633
Medium Medium 43,280

Source: App. B, table XII-B-3
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that the relationships resulting from the classification consistently ap-
ply to every specialist unit within each group. The classification is
intended only as a rough tool to indicate systematic tendencies.

The tendency, described earlier, for inventory activity to be directly
related to dollar volume, and within each dollar volume category to
be directly related to the proportion of institutional trading, holds
for each of the three specialist activity categories. Furthermore, in
each of the four stock month categories, there is a strong tendency
for the inventory activity category of the NYSE specialist unit to
be related to the average level of its inventory position. In each stock
month category, the average inventory position of NYSE specialist
units in the high inventory activity category is larger than for special-
ist units in the medium category, and the average inventory position
of the units in the medium inventory activity category is larger than
for specialist units in the low activity category.*®

The classification of NYSE specialist units was based only on their
average daily net inventory activity in high dollar volume stocks.
Since there are persistent and consistent differences between these
specialist categories with respect to inventory activity in medium vol-
ume stocks as well and also with respect to the average levels of their
inventory positions in all four categories of stocks, the conclusion
seems highﬁ)y likely that this method of classifying NYSE specialist
units retlects a persistent difference in some characteristic of the spe-
cialist units’ behavior. This conclusion is further borne out by other
analyses that will be presented later in this chapter.2°

1 An exception is that in the medium dollar volume, high institutional trading category
low activity units have slightly higher inventories than medium activity units.
2 See secs. D.2.¢, E, F.4 and G, below.



Table XII-6

Average Values of Inventory Activity and of Closing Positions
For New York Stock Exchange Specialists
With Stock Months Classified
By Dollar Volume and Institutional Trading Categories
And NYSE Specialist Units by Activity Category

NYSE Average Inventory . Average Value
Dollar Volume Institutional Inventory Activity Activity Of Closing Positions
Category. .__Trading Category Category of NYSE Specialists (1,000's of Dollars) (1,000's of Dollars)
: High 242 ’ 835
High High Medium . . 132 220
Low 85 118
High 96 -628
High " Medium Medium . 86 188
Low 59 122
* High 60 164
Medium High Medium 56 126
Low T 43 134
High 49 325
Medium Medium Medium 40 122
Low 39 101

Source: App. B, Eébfé_XI-B-Q

€481
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D. NET INVENTORY CHANGES OF SPECIALISTS AND THIRD
MARKET-MAKERS

1. Significance of Net Inventory Changes

The inventories of market-makers are always small relative to the
value of the stock outstanding. It is not the average magnitude of these
inventories but the size of their changes from time to time that gives
them their special importance. These inventory changes reflect the
combined effect of both the behavior of the market-maker, particularly
with respect to its willingness to deal, and the behavior of investors,
particularly with respect to the importance they attach to speed of
execution. This section will consider the relation between the day-to-
day inventory changes of market-makers and the price changes on
that day and on the preceding and following days.

One 1mportant function of a market-maker is to help reduce tem-
porary price fluctuations by offsetting temporary imbalances in public
demand and supply. A market-maker’s activity can be said to be sta-
bilizing if it buys when prices are declining and sells when prices are
rising. This relationship between day-to-day price changes and inven-
tory changes is analyzed in this section of the chapter.

Although the stabilizing test described above is helpful, it is not
without limitations. No one measure can provide a completely adequate
description of how a market-maker varies his inventories in relation-
ship to changes in price.* The fundamental problem is that prices
do not tend to move smoothly from one level to another.

Prices may follow a rising trend for several hours in the day and
then decline in the last hour to a level slightly above the previous close.
A specialist could have been a persistent seller during the hours when
prices were rising and a persistent buyer during the last hour. A de-
tailed study of his behavior during the day might convincingly
demonstrate that his behavior was stabilizing. Yet, if he sold less
during the first several hours then he bought at the end, a comparison
of the close-to-close price change with the day-to-day change in his
closing inventory might incorrectly suggest apparently destabilizing
behavior. It is also true, for similar reasons, that this test could classify
market-maker’s behavior as stabilizing on a particular day when a
detailed analysis would reveal that it was predominantly destabilizing.

Possible misclassifications, of the type referred to above, mean that a
comparison based only on changes in closing prices and changes in
closing inventories provides only an imperfect indication of the actual
effects of the market-maker’s behavior on any particular day. (Never-
theless, misclassifications probably occur less frequently when the mag-
nitudes of both the price changes and the inventory changes are large.)
The purpose of the analysis presented in this chapter, however, is not
to characterize particular days, but rather to characterize the typical
behavior of various groups of market-makers under various market
conditions. For this purpose, it is not necessary that the test used be
accurate on every day. What is required is that the test be more likely
to classify the behavior on a particular day correctly than incor-
rectly. Since detailed information on within day price changes and
within day changes in market-makers’ inventory positions were not

2 For an evaluation of different measures of stabilizing behavior see Renort of Special
Study of Securities Markets of the Securities and Exchange Commission (“Speclal Study")
H. Doc. No. 95, 88th Cong., 1st Sess. (1963), pt. 2, pp. 101-086.
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collected, the Study could not directly verify that this requirement was
met. On the other hand, the Study has no basis in fact or theory to
doubt that days on which the market-makers’ inventory changes are
opposite to the direction of the change in closing prices, the market-
makers’ behavior is more often stabilizing than on days on which their
inventory changes are in the same direction as the price change.

The use of closing prices and closing inventory positions was dic-
tated by the immense practical problems of obtaining data on intra-
day prices and inventories. Another consideration was that both
closing prices and closing inventories are peculiarly important. Closing
prices are widely publicized and are normally used in asset valuations.
Closing inventories are particularly important to market-makers, be-
cause cash settlements of securities transactions are based on these clos-
ing positions. Inventory increases during a day that are offset later in
the same day generate cash payments or receipts only as to the dif-
ference between the purchase and sales prices. But a change in closing
inventorics generates a subsequent flow of cash, even though the
change is offset by an opposite change on the following day.

In spite of the peculiar importance of closing prices to Investors and
of closing inventories to market-makers, the period from the close of
trading on the day to the close of trading on the next day is not the
ideal period of observation for a study of market-makers’ stabiliza-
tion behavior. It would be desirable to have a period of observation
which corresponds to the length of time during which a temporary
imbalance persists. For example, if a temporary imbalance of public
buy orders persists for an hour and is followed by a temporary
imbalance of public sell orders also lasting an hour, then hourly ob-
servations would be desirable. Since temporary imbalances are not all
of the same duration or intensity, it follows that a comprehensive
analysis of the extent to which market-makers are able to offset these
imbalances would require using several different periods of observation.

Some evidence in a previous work by one of the analysts for this
section of the study indicate that the length of time that temporary
imbalances persist is directly related to their magnitude, and in-
versely related to their frequency.?? That is, short-lived imbalances
occur frequently but tend to be small in magnitude. Longer -lived im-
balances tend to occur less frequently but to be larger in magni-
tude. Evidence to be discussed later in this chapter suggests that there
are important differences among market-makers in their ability to offset
temporary imbalances of different durations.?

Some price changes are desirable. To the extent that price changes
reflect a reassessment of a security’s worth based on new information,
the price change is desirable ad the new price level is likely to persist.
There is, however, no very satisfactory way of distinguishing the
temporary from the more persistent price movement without the bene-
fit of hindsight. To illuminate the extent to which market-makers
possess the foresight (or special knowledge of market conditions)
necessary to make the distinction between temporary or persistent
price changes, inventory changes on a given day may be compared to
the price change on the succeeding day. Since day-to-day comparisons
may not be sufficient, a later part of this chapter considers a longer time
horizon.2*

2 Seymour Smidt, “A New Look at the Random Walk Hypothesis,” J. Financial and

Quantitative Analysis (Sept. 1968), table 1,
2 See pt. F, below.
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Throughout this chapter, the relationship between a market maker’s
net inventory change from day-to-day and the price change from day-
to-day will be characterized 1n terms of stabilization. An inverse re-
lationship, the market-maker’s acquiring stock when the price declines
and selling stock when the price rises, will be characterized as “stabiliz-
ing” or “apparently stabilizing.” A direct relationship, the market-
maker’s buying stock when the price rises and selling stock when the
price declines, will be described as “apparently destabilizing.”

In most of the analyses reported in this section, the change in price
from one day to the next is adjusted for changes in the S&P index.
Specifically, the percentage change from day-to-day in the price of
the stock is first calculated by taking the closing price on a given day,
subtracting the closing price on the previous trading day and dividing
the difference by the closing price on the previous day. The prices used
were all adjusted for stock splits and dividends, when appropriate.)
A similar procedure was used to calculate the percentage change from
day-to-day in the S&P Index. The percentage change in the S&P
Index was subtracted from the percentage change in the price of the
stock to obtain the “Percentage Change in the Stock Price Relative
to the S&P Index” referred to in many text and appendix tables.2s

2. Net Inventory Changes Compared to Price Changes on the Same Day

a. Aggregate behavior of all market-makers

The most striking characteristic of the data described in this sec-
tion is the strong tendency for the net inventory changes of al/ groups
of market-makers to be stabilizing on the average. In particular there
is a strong inverse relationship between the direction of the price
change on a given day and the average net inventory change on that
day. On the average, stock is sold on days when prices are rising
and is bought on days when prices are declining. Moreover, the larger
is the price change, the larger is the corresponding average inventory
change. In addition for a given price change, the magnitude of the cor-
responding inventory change is larger for high volume stocks than for
medium volume stocks.

The tendency for the average net inventory changes of market-
makers to be stabilizing, observed in the aggregate data described in
Table XII-7, is generally true of all types of market-makers and all
categories of securities, although occasionally, for a particular group
of market-makers and securities and for a given price change, the
average inventory change is not “apparently stabilizing.” Exceptions
do occur more frequently, however, to the generalization that the larger
in no instance in any of the dozens of tabulations examined was any
the price change, the larger the average inventory change. Nonetheless,
example encountered of a direct relationship between the price change
on a given day and the average net inventory change on that day.

5 Suppose the stock prices were 51.5 on the glven day and 50 on the previous day,and the 8 and P index
levels were 100.5 and 100 respectively. The calculations described in the text are:

51.5—50 100.5—100

50 " 100 =.03—.005=.025 2.5 percent.

An alternative, and theoretically more desirable calculation, which gives essentially identical results for
small percentage changes, is illustrated below:

(%Of) * ( 100‘5) —1.0= ( 103 ) 0-1.02488—1.0=0.2488=2.488 percent.

100, 1.008
The difference of .00012, or twelve-thousandths of 1 percent, is not material for purposes of this Study.
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Table XII-7

Average Value of Day's Net Inventory Change
For Exchange Specialists and Third Market Makers Combined,
By That Day's Change in the Price of the Stock
Relative to the S&P Index
And by NYSE Dollar Volume Category
(1,000's of Dollars)

N

Change in Stock Price Relative NYSE Dollar Volume Category
To S&P Index (Percent) High Medium
5.0 or over -139 ~-58
3.0 to 4.9 ~138 -42
1,0 to 2.9 - 78 -24
«0.9 to 0.9 6 -1 -
-2,9 to-1.0 ' 64 20
4.9 to-3.0 136 38
-5.0 or less 186 63

Source: “Appi B; table XI1-5-5.
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b. Comparison of NYSE specialists and other market-makers

Table XTI-8 separates the net inventory changes described in the
previous table into two categories, NYSE specialist units and others
(consisting of regional specialists and third market makers).* The
data for high volume stock months are shown graphically in figure
X1I-12. The tabulations were constructed by selecting every stock day
for which data was available to the Study for the NYSE specialist unit
and then comparing the average net inventory change of that spe-
cialist unit with the consolidated net changes of any and all regional
exchange specialists and registered third market makers. The number
of such other market makers might be as low as zero for some stock
days but might approach 10 for other stock days. This comparison is
appropriate if one is interested in the net inventory changes provided
by all market makers for the market system as a whole. It 1s less appro-
priate if one is interested m the behavior of market makers other than
NYSE specialists. Another comparison, more relevant to the latter
point of view, will be considered next.

It is evident from Table XTI-8 that the average net inventor
changes of NYSE specialists for any given price change are mucK
larger than the combined total of all other market makers. For this
reason, most of the attention in subsequent analyses in this chapter will
focus on the behavior of NYSE specialists. In many instances, how-
ever, the more detailed tabulations that appear in appendix B contain
separate columns for NYSE specialists, regional specialists and third
market makers.

26 Table XII-B-5 in app. B shows the net inventory changes of regional speclalists and
third market makers separately.



1859

Table XII-8

Average Value of Day's Net Inventory Change
For NYSE Specialists and Other Market Makers
By That Day's Change in the Price of the Stock Relative to
The S&P Index and by Dollar Volume Cat:egory
(1,000's of Dollars)

NYSE Dollar Volume Category

Change in Stock Price Relative I ﬂ_i_gf_l:: o Medium
to S&P Index (Percent) NYSE __ Other NYSE __ Other
5.0 or over -110 =29 -52 -6
3.0 to 4.9 " =116 -22 -41 -2
1.0 to 2.9 . 267 -l -22 -2
-0.9 to 0.9 4 3 -1 0
~2,9 to..0 56 8 20 1
«4,9 to-j.'_(‘):: 122 14 35 3
~5.0 or less 176 10 - 62 1

Source: App. B, table XII-B-5
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4200T Average Net Inventory Change
(1,000's of Dollars)
,Figure XII-1
Average Value of Day's .
Net Inventory Changes of New York Stock Exchange
Specialists and Other Market Makers by Change
4504 in Price of Stock Relative to S&P on that Day
High Dollar Volume Stock Months
HogL
ther Marketls
Total
ANYSE
+5
a—
-5
-10¢—
~_l_5 —
-5.0 .30 -1.0 1.0 3.0 5.0 Percentage
26] or to to to to or Change in Price
- %.ess -4,9 -2,9 2.9 4.9 more Relative to S&F
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The manner in which the data in Table XII-8 were selected creates
a downward bias in the magnitude of the net inventory changes of
market-makers other than NYSE specialists. Although an NYSE
specialist unit was active for every stock day selected in that Table,
no other market-makers may have been active for some of the stock
days. The “other” group of market-makers would have a net inven-
tory change on such a day of zero. Table XII-9 corrects for this source
of bias by selecting only stock days on which at least five of the six
third market-makers in the sample were active.?” Since the third
market-maker is free to decide whether or not to make a market in a
particular stock, this Table tends to select stocks considered attractive
by them. When stocks are selected in this way, the third market-makers
do exhibit larger day-to-day net inventory changes than the “other”
category in Table XII-8. Nevertheless, the net inventory changes for
each category of price change greater than 1 percent in absolute value
are greater for the NYSE specialists than for the third market makers.

Undoubtedly many factors contribute to the differences in the mag-
nitude of stabilizing behavior observed in this Table. The Study’s
analyses, for example, suggest that this magnitude is importantly
affected by the volume of business to which a market-maker is exposed.
For a number of reasons, including NYSE rule 394, third market-
makers do not have effective access to the flow of orders on the floor of
the NYSE. Another source of difference may be the obligation of an
NYSE specialist to stabilize. On the other hand, some would argue
that given exposure to equal volume the third market-maker would
stabilize to the same extent as others. The activities of one category
of market-maker may influence and may be influenced by the behavior
of other market-makers in the same security. In particular, stabilizing
activity by one market-maker may increase or reduce the amount of
stabilizing activity by other competing market-makers. The data avail-
able to the Study did not provide a basis for estimating the magnitude
or even the direction of these combined influences.

27 In practice, once a third market-maker begins to make a market in a particular stock,
1t 1s likely to continue doing so for a long period of time, since its business is based on
continuing inquiry from professional customers. Third market-makers were considered to
be active in a stock if they typically held overnight inventory in that stock.
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Table XII-9

Average Value of Day's Net Inventory Change
For NYSE Specialists and for Third Market Makersk‘
By That Day's Change in the Price Relative to the S&P Index
For Stock-Days in Which Five or Six Third
Market Makers Were Active

(Dollars) -~ '~

Change in Stock Price Relative NYSE Third Number
To S&P Index (Percent) Specialists Market of Days

5.0 or over -102,581 -100?618 47

3.0 to 4.9 ~262,010 - 46,133 137

1.0 to 2.9 -100,234 - 19,281 1067

-0.9 to 0.9 5,040 7,312 3904

~2,9 to 1.0 79,703 2,644 1215

-4,9 to-3.0" 229,706 34,780 108

-5,0 or less 316,500 6,457 17

Total: i 6495

Source: :Aﬁﬁi:ﬁ;_ﬁanQ:Xii:Beﬁ
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Third market dealers provide significant stabilization in the List L
stocks in which they are active. In addition, the third market and the
regional exchanges provide alternative trading locations for institu-
tional investors, the use of at least the former of which can result in
substantial commission savings.?® Nevertheless, the magnitudes of the
stabilizing inventory changes of NYSE specialists are substantially
greater than the combined stabilizing changes of regional exchange
specialists and third market-makers.? '

c. L'ffect of institutional activity on NYSE specialist units

It has alrcady been noted *° that the magnitude of the inventory
chango associated with a given price change is directly related to the
NYSE dollar volume category of the security. To examine the effect
of institutional trading on the stabilization {)ehzwior of NYSE spe-
cialist units, the data for each dollar volume category were cross-classi-
fied by institutional trading category. The results (Table XII-10) in-
dicate that, after controlling for dollar volume, there is a direct rela-
tionship between the proportion of institutional trading and the mag-
nitude of the average net inventory change for any given price change.
For price changes of 1 percent or more in absolute value, the higher is
the proportion of institutional trading, the larger is the average net
inventory change.

The stabilization behavior of NYSE specialist units might be in-
fluenced not only by the amount of institutional trading, but also by
the extent to which institutions tend to be on one side of the market
the net trading imbalances of institutions. An examination of the data,
however, provided no indication that NYSE specialists’ stabilizing
behavior is systematically influenced in any way by the amount and
direction of institutional trading imbalances in a given stock month.®

28 See ch. XI.C.2.c and XI1.C.4.e, above,

2 It should be noted that utility stocks are largely excluded from List L, although many
such stocks are actively traded in the third market. The analyses in this chapter do not ade-
quntely reflect the stabillzation behavior of market-makers in such stocks.

30 See sce. D.2.b, above.

31 See app. B, Tables X11-B-8 and XII-B-9, below, for the relevant data. Unfortunately,
after controlling for the level of dollar volume and institutional trading, there are often
relatively few observations available to detect the possible influence of institutional imbal-
ances. In these circumstances, the existence of an influence might not be detected unless the
influence was quite strong.



Table XII-10

Average Value of Day's Net Inventory Change by NYSE Specialists by
That Day's Change in the Price of the Stock Relative to S&P
By NYSE Dollar Volume and Institutional Trading Categories
(1,000's of Dollars)

NYSE Dollar Volume Category

High . Medium
Change in Stock Price Relative ... Institutional Trading Category
To S&P Index (Percent) High Medium | High Medium
5.0 or more -131 -53 -137%% R
i 3.0 to 4.9 -127 -70 - 79 -42
1.0 to 2.9 - 76 -18° - 29 -23
-0.9 to 0.9 5 -7 0 -1
-2.9 to -1.0 63 23 23 22
-4.9 to-3.0 138 68 43 41
-5.0 or less 185 160 92% 59
*Average based on 11 - 25 days *%* Average based on 10 orhfewer days.

Source: App. B, table XII-B-7

P981
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d. Stabilization and the S&P index

The S&P index measures the tendency of stock prices to move to-
gether on a given day. Accordingly, relating stock prices to the S&P
index is an approximate means of eliminating this commonality in
movement. There should be no appreciable tengency for the prices of
stocks to move in the same direction when prices are measured rela-
tive to the S&P index. .

The change in the price of a stock relative to the S&P index is only
one possible measure of price change. This measure is most useful in
isolating price influences that are important for a particular security,
but not for stocks in general. As a measure of price changes influenc-
ing stocks in general, one may use the S&P index itself. A third possi-
biﬁty is to use the percentage change in the price of a particular stock
itself without adjusting for the change in the market.

It is possible for market-maker behavior to be stabilizing with re-
spect to movements in the prices relative to the S&P index without
necessarily being stabilizing with respect to the market index itself.
In fact, the data presented i Table X1I-11 show that NYSE special-
ists tend to behave so as to stabilize the market index as well as the
prices of individual stocks measured relative to that index. The dollar
volume and institutional trading categories tend to have the same in-
fluence on net inventory changes compared to changes in the S&P as
they do on inventory changes compared to stock price changes meas-
ured relative to the S&P.

The third possible measure of price change is simply the percentage
change in the price of the stock. In almost every case the results of this
analysis correspond closely in direction and magnitude to the results
obtained when prices are adjusted for market movements. The reason
seems to be that on most days the market index movement is relatively
small. Consequently, subtracting the percentage change in the market
index on a given day from the percentage change in the price of the
stock on that day usually does not alter the price change category of
the stock day.3? '

32 The relevant data are in app. B, Table X1I-B-13.

53-940—71—pt. 4——31



Table XII-11

Average Value of Day's Net Inventory Change by NYSE
Specialists, by That Day's Change in the S&P Index, by
NYSE Dollar Volume and Institutional Trading Categories

(1,000's of Dollars)

_ NYSE Dollar Volume Category

" High Medium
Change in S&P Index Institutional Trading Category
(Percent) High Medium High Medium
1.5 to 2.4 -42 -34% _24% -5
0.5 to 1.4 -20 -9 -8 -2
.-0.4 to 0.4 3 3 .- 1 -1
-1.4 to 0.5 15 -1 5 3
-2.4 to 1.5 44 44% -21%* 8%
* Average based on 11-25 stock days. ** Average based on 10 or fewer

[, .. stock days.
Source: App. B, table XII-B-12

9981
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e. Differences among NYSE specialists

In section C.2.b of this chapter, NYSE specialist units were classi-
fied by their activity levels in high dollar volume stocks. This section
considers whether there are significant differences in stabilization be-
havior among the activity categories.

Table XTI-12 shows the results of classifying stocks by dollar vol-
ume category and specialist units by activity category. In this table,
and in some that follow, the medium and low specialist activity cate-
gories were combined when there were no significant differences
between them. ‘

The net inventory changes of both categories of specialists in both
categories of stocks are stabilizing. The average net inventory change
is negative when prices are rising and positive on days when prices
are falling. For a given price change ang dollar volume category, the
stabilizing inventory change is nearly always larger for specialists in
the top activity category than for other specialist units. The differences
in magnitude are quite large in the case of high dollar volume cate-
gory stocks. For medium dollar volume category stocks the differences
between specialists in the top activity category and others are very
much less.®

83 App. B, Table XII-B-32 presents comparable data for high dollar volume category
stocks and for individual high inventory activity category specialist units.



Table XII-12

Average Value of Day's Net Inventory Change for NYSE Specialist Units
By That Day's Change in the Price of the Stock Relative to the S&P Index
By Specialist Activity Category
With Stock Months Classified by NYSE Dollar Volume Category
(1,000's of Dollars)

High NYSE Dollar Volume Stocks Medium NYSE Dollar Volume Stocks
. Specialist Activity Category
Change in Stock Price Relative Top Lower Top " Lower

To S&P Index (Percent) ° Third Two-Thirds Third Two-Thirds

5.0 or over -150 -98 -59 -53

3.0 to 4.9 -212 -67 -52 -39

; 1.0 to 2.9 -121°~ -35 -32 -19
-0.9 to 0.9 : ' 8 1 -1 -1
-2.9 to 1.0 97 33 29 16
-4.9 to-3.0 . 244 78 52 29
-5.0 or less ' 317 138 38 78

Source: App. B, table XLI.B-10

8981



1869

_ Table XTI-13 presents the same data, but with stock months class-
ified by both dollar volume and institutional trading categories. In
those stock months in which there is both a high dollar volume and a
high proportion of institutional trading, the average net inventory
changes of specialists in the top inventory activity level are substan-
tially greater than those of other specialists. In high dollar volume
stocks 1n the medium institutional trading category and in both me-
dium dollar volume categories the difference between specialist units
in the highest activity category and those in other categories persist,
but the differences are much less substantial.

A reasonable interpretation of this data is that the high activity
category contains those NYSE specialist units that are most responsive
to the trading requirements of institutions in that they have larger
changes in their overnight dealer positions in those stock months in
which institutions are most active. The fact that this category of
specialist unit does not differ greatly from the remaining activity cate-
gories in medium dollar volume stocks indicates the dependence of
these dealers on the regular flow of orders in the auction market for
their layoff transactions.



Table XII-13

Average Value of .Day's Net Inventory Change for NYSE Specialists
By That Day's Change in the Price of the Stock Relative to the S&P Index
By Specialist Activity Category
And by Institutional Trading and NYSE Dollar Volume Categories
" (1,000's of Dollars) ’

i 4

High NYSE Dollar Volume Stock Months

High Institutional Trading Medium Institutional Trading
Specialist Activity Categories o
Change in Stock Price Relative Top Lower Top ...Lower _
To S&P Index (Percent) Third Two-Thirds Third Two-Thirds
5.0 or over ' -170 -118 -56 -52
3.0 to 4.9 _-2641 - 67 76 -69
1.0 to 2.9 l137 - - 40 .28 -13
-0.9 to 0.9 . 11 : 1 -13 _ -2
-2.9 to-1.0 - 112. 37 38 ' 20
. 4.9 to-3.0 - . 216 88 122 .47
-5.0 or less- 320 - 143 302 132

"(Continued)

0481



Table XII-13

Do _Average Value of Day's Net ‘Inventory Change for NYSE Specialists
By 1 That ‘Day'’s Change in the.Price of the Stock Relative to the S&P Index
By Specialist Activity Category
And by Institutional Trading and NYSE Dollar Volume Categories
(1,000's of Dollars)

(Continued)

-

Medium NYSE Dollar Volume Stock Months

High Institutional Trading Medium Institutional Trading

Specialist Activity Categories o

Change in Stock Price Relative Top . Lower Top . Lower .

To S&P Index (Percent) Third Two-Thirds Third Two-Thirds

5.0 or over -129* -140% -61 -46
- 3.0 to 4.9 . -109 - 87 -50 i -41
1.0 to 2.9 = 37 ) - 30 . -34 -18

-0.9 to 0.9 . 5 -~ 5 -3 0
-2.9 to-1.0 . . 24 31 35 17
-4.9 to-3.0 Too51 46 60 32
"*  .5.0 or less . ) 41% 117% - 36% 76

-

*Fewer than 10 observations

Source: App. B, table XII-B-1l

1481
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f. Frequency of apparently destabilizing inventory changes

A market-maker’s inventory behavior has been considered to be
apparently stabilizing if the direction of the inventory change was
opposite to the direction of the price change. On the average, all
market-makers tend to have apparently stabilizing inventory changes.
This section examines frequency of days on which the inventory
changes of NYSE specialists are apparently destabilizing in the sense
that the price and inventory changes are in the same direction. The
basic data are summarized in Table XII-14.

There are no consistent diflferences between specialist units in the
top inventory activity category and those in the lowest inventory
activity category. Specialist units in the medium activity category,
however, persistently tend to have apparently destabilizing inventory
changes with greater frequency than do units in either of the other
two categories. NYSE specialist units in the high and low activity
categories have apparently destabilizing inventory changes on at most
25 percent of the days on which large price changes occur and on at
most 32 percent of the days on which medium price changes occur,



Table XII-14

Percentage of Days on Which NYSE Specialists' Behavior

Was Apparently Destabilizing,

_ By Size of the Price Change on That Day Relative to the S&P Index,
By NYSE Dollar Volume, Institutional Trading and Specialist Activity Categories

NYSE Dollar Volume Institutional Inventory Activity Percentage Change in Price Relative to S&P
Category Trading Category Category of Specialist 5.0% or more up or down 1-.0-4.9% up or down
. Percentage of Days on Which Specialist's
Behavior Was Apparently Destabilizing
High High Top Third 20% 327
High High Middle Third 327 39%
High High Lowest Third 25% 31%
High Medium - Top Third 25% 35%
High Medium Middle Third 31% 427
High Medium Lowest Third 13% 30%
’

(continued)

€L81



_Table XII-14

Percentage of Days on Which NYSE Specialists' Behavior

Was Apparently Destabilizing,

By Size of the Price Change on That Day Relative to the S&P Index,
By NYSE Dollar Volume, Institutional Trading and Specialist Activity Categories

(continued)
NYSE Dollar Volume Institutional Inventory Activity Percentage Chanpe in Price Relative to S&P
Catepgory Trading Category Category of Specialist 5.0% or more up or down 1.0-4.97 up or down
Percentage of Days on Which Specialist's
Behavior Was Apparently Destabilizing
Medium High Top Third * 227
Mediun High Middle Third * 29%
Med{ium High Lowest Third * 21%
Medium Medium Top Third 18% 27%
Medium Med{um Middle Third 16% 347
Medium Medium Lowest Third 107 . 26%

*Fewer than 10 days in the price change category.

PL81
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Inventory-change days that are apparently destabilizing may some-
times occur when the specialist is attempting to correct what he has
decided (in retrospect) are bad inventory decisions, or when he is
actively attempting to attain an inventory position which is desirable
given his expectation about future price changes. On the other hand,
as described earlier,* daily stabilization measures do have their limita-
tions. This may be particularly so when market trends change direc-
tion during the course of a day. It is also true that the three inventory
activity categories seem to reflect distinct styles of trading, probably
representing different time horizons.* It is possible that the differences
in trading style may somehow be related to the frequency of appar-
ently destabilizing behavior.

This is an area for further research. The Study was not able to pre-
cisely determine the reasons for variations in the frequency of appar-
ently destabilizing prize changes. Nor has the Study attempted to
evaluate whether the frequently of apparently destabilizing price
changes 1s too high. But the data do substantiate the conclusion that,
for all categories of NYSE specialist units and of stocks, specialists’
inventory changes are predominantly apparently stabilizing. Further-
more, the data are not consistent with any hypothesis that specialist
units in the high inventory category have apparently destabilizing
days more frequently than other specialists.

3. Average Net Inventory Changes of NYSE Specialists on Successive
Days

a. Net inventory changes on a given day in relation to price changes
on that day and on the following day

If NYSE specialist units could anticipate the price change of the
following day, it clearly would be in their economic interest to have
larger inventory increases or smaller inventory decreases on days pre-
ceding a price increase. Similarly, it would be in their interest to have
smaller inventory increases or {arger inventory decreases preceding
days on which the price declines.

The data in Table XII-15 do indicate a systematic tendency for
NYSE specialist units’ behavior to be related to price changes on the
following day. The relationship is not in the direction specialists
would prefer, however, if they could anticipate the next price change. -

8 See gec. D.1, above,

3 Jt is relevant in this connection to note that in active commodity futures markets on
which the volume of trading i1s sufficient to support a large number of professional traders
some of these traders tend to speclalize in offsetting very short-lived imbalances, and
others, in offsetting longer-lived imbalances. See Holbrook Working, “Tests of a Theory
Concerning Floor Tradinf on Commodity Exchanges,” Food Research Institute Studies,
Supplement to Volume VII, 1967, pp. 5—48.



Table XII-15

AVERAGE NET INVENIORY CHANGﬁ OF NYSE SPECIALISTS, ON GIVEN DAY BY

CHANGE IN PRICE OF STOCK RELATIVE TO S&P ON THE GIVEN DAY

AND THE FOLLOWING DAY
(Thousands of Dollars)

Percent Change in
Price of Stock

Percent Change in Price of Stock Relative to S&P on the Following Day

Relative to =5.0 4.9 -2.9 -0.9 1.0 3.0 5.0 Row
S&P on the Given or to to to to to or Average
Day - less -3.0 -1.0 0.9 2.9 4,9 over
*~ 5.0 or over -74 - 12 -131 - 67 - 89 ~106 -172 ~-90
3.0 to 4.9 =75 - 37 - 73 -104 -105 - 61 - 58 -87
1.0 to 2.9 -13 - 27 - 25 - 59 - 73 - 52 -5 -51
-0.9 to 0.9 5 6 10 1 - 2 0 - 15 2
-2.9 to-1.0 35 24 37 53 38 17 - 40 42
4,9 to-3.0 144 98 144 91 72 68 - 31 88
-5.0 or less 67 166 101 185 131 86 154 137
Column Average 22 10 8 1 - 10 - 12 - 24

Source:

App. B, table XIII-B-14.

9281
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The inventory change on the given day is dominated mainly by the
price change on that day. Regar%ess of the amount of price change on
the following day, if the price change on the given day was positive,
NYSE specialist units sold stock on the average. Similarly, when the
price declined on the given day, they bought stock on the average. The
evidence in this Table further corroborates the finding that NYSE spe-
cialist units usually respond in a passive manner to the direction of
the price change on the given day and act in such a way as to reduce
the magnitude of the change.

Although inventory changes on a given day are dominated by the
price change on that day, there is also a systematic relation between
the inventory change on a given day and the price change on the fol-
lowing day. The effect of the price cflange on the following day can be
observed most, clearly from the column averages in Table XII-15. On
the average, NYSE specialist units increase their inventories on days
preceding a price decline: The larger the price decline on the follow-
ing day, the larger the increase on the given day. Similarly, these units,
on the average, decrease their inventories in advance of a price rise:
The larger the price rise, the larger the average inventory decrease. The
same relationship generally hold for each classification by price change
on the given day

The evidence in Table XTI-15 suggests that, on the average, NYSE
si)ecialist units are either unable to anticipate the direction of the price
change in their stocks on the following day or are unable because of
regulatory prohibitions to act on their anicipation. This does not
mean that they may not exhibit anticipatory ability in certain circum-
stances or over longer time horizons,

The data in table XII-15 are based on all of the stock days included
in the Study’s sample. Similar analyses were conducted with stock
months classified by dollar volume and institutional trading categories.
The basic data are contained in Table XII-B-15 of appendix B. The
examination of this data provided no indication that the relation be-
tween the direction the NYSE specialist unit’s inventory change on a
given day and the price change on the next day is affected either by
dollar volume or by the proportion of institutional trading in the
stock.
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b. Net inventory changes on a given day in relation to price changes
on that day and on the preceding day

Since the price changes on prior days may have caused the NYSE
specialist unit to increase or decrease its inventories in response to
those price changes, its behavior may also be influenced by price
changes on prior days. To gain some insight into this relationship, the
data 1n Table XII-16 are arranged tto show the average inventory
change on a given day compared to the price change on the given day
and the price change on the previous day. This Table is similar to the
previous Table since in almost every case the direction of the average
inventory change on a given day is opposite to the direction of the
price change on that day. In addition, there is a systematic direct
relationship between the inventory change on a given day and the
price change on the preceding day. If the price change on the given
day is negative, NYSE specialist units on the average increase their
inventories. The magnitude of these inventory increases is greater
when the price change on the previous day was positive and less when
the price change on the previous day was negative.

This evidence is consistent with the thesis that NYSE specialist
units tend to have a normal inventory level in a particular stock. If
their inventory level is above normal (as it is likely to be if the price
had declined on the previous day), they are less anxious to accumulate
additional inventory than on a normal day. The opposite situation
prevails if inventories are below normal (as is likely to be the case if
the price had risen on the previousday).

On the average, NYSE specialist units’ inventory changes on a
given day are related more strongly to the direction of the price
change on the preceding day than to the direction of the price change
on the following day. This 1s consistent with the idea that these units
typically respond to price changes and trading imbalances in a pas-
stve manner rather than attempt to anticipate them.3®

3 In this and the preceding sections, price changes were measured in terms of the
change in the price of a particular stock relative to the S&P index. A simlilar analysis
was conducted in which the change in the price of a particular stock was not related to
the change in the S&P index on that day. The data are contained in app. B, Table XII-
B-16, below. The relationships are substantially the same as when price changes are
measured relative to the S&P index.



Table XII-16

AVERAGE NET INVENTORY CHANGE OF NYSE SPECIALIST, ON GIVEN DAY BY
CHANGE IN PRICE OF STOCK RELATIVE TO S&P ON THE GIVEN
DAY AND ON THE PRECEDING DAY
(Thousands of dollars)

Percent Ch i
P::.c: of g:ﬁ:k n Percent Change in Price of Stock Relative to S&P on the Preceding Day
Relative to " - -5.0 -3.0 -1.0 -0.9 1.0 3.0 5.0 Row
S&P on the Given or to to to to to or Average
Day less -4,9 -2.9 0.9 2.9 4,9 over

5.0 or over -199 - 53 -105 - 76 -101 - 51 - 53 - 88
3.0 to 4.9 - 73 - 98 - 90 -101 | =101 - 16 - 25 - 87
1.0 to 2.9 - 97 - 59 - 51 - 64 - 29 | - 20 - 11 - 51
-0.9 to 0.9 - 32 - 14 0 1 7 37 3 2
-2.9 to -1.0 - 16 3 30 50 43 59 81 42
-4.9 to =3.0 - 47 43 59 126 | 9 59 80 88
-5.0 or less 49 96 145 123 133 234 240 137
Column Average - 63 - 21 - 21 0 4 23 27 0

Source: App. B, table XII-B-l4

6481
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E. CHARACTERISTICS OF PRICE CHANGES IN LIST L STOCKS

The findings in previous sections of this chapter indicate that there
are significant differences among NYSE specialist units with respect
to the magnitude of the average inventory changes associated with a
given price change. Since all three groups of specialists primarily
trade passively in response to imbalances in the market, these findings
can be interpreted as indicating differences in the extent to which they
participate to provide liquidity in depth. If this interpretation is
correct, large day-to-day price changes should occur less frequently
in stocks assigned to specialists in the high activity category than
in stock assigned to other specialist units. The purpose of this section
of the chapter is to test this interpretation of the findings.

Table XTI-17 presents data on the percentage of stock days by the
size of the price change on that day. Price changes are measured in
percentage terms from daily close to daily close, relative to the S&P
index. Stock months are classified by NYSE dollar volume and in-
stitutional trading categories. NYSE specialist units are classified
by inventory activity category. This three-way classification makes
it possible to analyze the effects of any one category after controlling
for the effect of the other two.

In Table XTI-17 day-to-day price changes are divided into three size
categories. Small price changes are those that are less than 1 percent.
A price change is considered to be large if the closing price on a
given day is at least 3 percent higher or at least 8 percent lower than
the previous close, after adjusting for changes in the S&P index.
Medium price changes are increases or decreases of between 1 and 3
percent from the previous close.

The variations shown in Table XTI-17 in the frequency of medium
sized price changes are not systematically related to the dollar volume,
institutional trading or specialist activity categories. But, the fre-
quencies of both small and large price changes are systematically re-
lated to each of these categories. The analysis will concentrate on
the frequencies of large price changes. Similar conclusions would be
reached if the analysis focused on the frequencies of small price
changes.

Table XTI-18 is arranged to emphasize the apparent effect of dollar
volume on the frequency of large price changes. The results seemingly
contradict the common belief that more actively traded securities have
less frequent large price changes. In all four comparisons, the apparent
effect of the higher dollar volume category is to increase the frequency
of large price changes.

The common belief that actively traded stocks have less frequent
large day-to-day price changes may be correct if the trading activity
of a stock is measured over a rather long period of time. On the
other hand, a temporary increase in volume may be associated with
an increase in the frequency of day-to-day price changes. The stocks
in this sample were re-classified with respect to dollar volume and in-
stitutional trading categories each month. Thus, while some of the
stocks are consistently in the high dollar volume category, other stocks
that would normally be in the medium dollar volume category may
be included in the high category for a few months when their trad-
ing volume was greater than normal. If large price changes are more
frequent at such times. the effect is to increase the frequency of large
price changes in the high dollar volume catecory and to reduce their
frequency in the medium dollar volume category.
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Table XII-17

Distribution of Stock Days

By Percentage Change in the Price of the Stock Relative to the S&P on That Day,
With Stocks Classified by Dollar Volume and Institutional Trading Categories,

And by the Inventory Activity Category of the NYSE Specialist

Percentage Change in Price of the Stock

Relative to the S&P on that Day

Dollar Volume Institutional Inventory Activity Less than 1.00 to Greater than
Category Trading Category Category of Specialist 1.0% 2.9% 3.0% Total
High High Top third ~ 55.2% 36.9% 7.9% 100.0%
High High Lower two=thirds 49.7% 39.3% 11.0% 100.0%
High Medium Top third 49.6% 40,37% 10.07% 100.0%
High Medium Lower two-thirds 41,6% 42,47, 16.0% 100.,0%
Meditm High Top third 54.0% 40.4% 5.7% 100.0%
Medium High " Lower two-thirds’ 52.3% 38.1% 9.6% 100.0%
Mediun - Medium Top third 52.2% 38.1% T 100.0%
Medium Me?ium' ‘Lower two-thirds 46.6% 41,17 12,3% 100.0%
Source: App. B, table XII-B-ll
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Table XII-18

Effect of Dollar Volume on the Percentage of Days
With Large Price Changes Relative to S&P Index

Institutional Trading Category

Specialist Activity Category

High High Medium Medium

Top Thirxd Lower Two-Thirds"— Top Third iower Two-Thirds

Dollar Volume Category

Percent of Days on Which Price Change Was Greater than Three Percent

High 7.9% T 11.0% 10.07% 16.0%
Med{ium 5.7% 9.6% . 9.7% 12.3%
Difference Due to Higher 2,27 1.47% 0.3% 3.7%

Dollar Volume

g881
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The data in Table XII-19 are arranged to emphasize the effect of an
increase in the proportion of institutional trading on the frequency
of days with large price changes, after controlling for dollar volume
and for the inventory activity category of the specialist unit. Stocks
with a high proportion of institutional trading have fewer large day-
to-day price changes than stocks with only a medium level of institu-
tional trading. These data need explanation in order to avoid possible
misinterpretation.

First, it should be emphasized that the measure of price change to
which these data apply is the percentage change, from one day to the
next, in the price of the stock relative to the S&P index. These results
do not contradict the findings reported in chapter X *7 that the net
trading imbalances by institutions cause measurable price level
changes. The latter finding refers to month-to-month price level
changes when institutional trading is not in balance. The present find-
ings refer to day-to-day price changes when there is a high proportion
of mstitutional trading but not necessarily a trading imbalance. There
is no necessary connection between the magnitude of day-to-day price
fluctuations and the magnitude of month-to-month price level changes.
Prices can trend up or down even though the day-to-day change is
small. By contrast, large day-to-day changes may occur even when
there is no sustained, cumulative effect on the price level.

Second, the data in this table do not necessarily imply that an in-
crease in the proportion of institutional trading in a particular stock
will reduce day-to-day price changes. Institutions, for example, may
be more likely to own and to trade stocks that have less than the aver-
age day-to-day volatility. To the extent that this is true, the effect
measured in Table XII-19 results both from how institutions trade and
from what they trade.

%7 See ch, X.B.3, above.



Table XII-19

Effect of Institutional Trading on the Percentage of Days
With Large Price Changes Relative to S&P Index '

$881

Dollar Volume Category High High Medium. ’ Medium
Specialisr Activity Category Top_Third Lower Two-Thirds Top Third L&wer.Tﬁo-ThirQ§
Institutional Trading Category Percent of Davs on Which Price Change Wg§ ngg;g:.zhgn 3.Eé;£;ﬁ£”'.
High . © 7.9% 1.0z T 5.7% 9.6%
Medium ' 10.0% 16.0% 9.7% 12.3%
Difference Between High and “2.1% =5.0% ~4.0% -2.7%
| Medium Categories
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Given the effect of the possible bias caused by the kind of stocks
institutions select, one cannot, with great confidence, conclude from
this data alone that institutional trading tends to cause a reduction
in the frequency of large day-to-day changes. Although institutional
trading may indeed have this causal effect, one would not want to draw
so sweeping a conclusion from this evidence alone.

On the other hand, even allowing for the possible bias in stock
selection by institutions, it would be quite surprising if effects as large
and as persistent as shown would be observed if institutional trading
tended to cause more frequent large day-to-day price changes. Taken
by itselt this evidence suggests, therefore, that institutional trading
does not cause, and may even tend to decrease, the frequency of large
day-to-day price fluctuations.

Table X1I-20 shows the effect of the specialist activity category on
the frequency of days with large price changes. In each of the four
comparisons, stocks assigned to specialist units in the highest inven-
tory activity category have fewer days on which the price change is
greater than 3 percent than do stocks assigned to other specialist units.



Table XII-20

Effect of Specialist Activity Category on Percentage of Days
With Large Price Changes Relative to S&P Index

Dollar Volume Category AHigh High Medium Medium
Institutional Trading Category High Medium High Med{um
Specialist Activity Category Percent of Days on Which Price Change ﬁ;s Greater Tﬁan‘3 ?é;cent
Top Third 7f9Z ;0.0Z 5.7% 9.7%
Lower Two-Thirds 11.0% 16.0% 9.6% . 12.3%
Change Due to Higher Specialist 3.1% 6.0%2 . 3.9% 2.6%
Activity Category
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To probe further into the relationship between the inventory activ-
ity of an NYSE specialist unit and the frequency of large day-to-day
changes in its specialty stocks, the values of these two variables were
calculated for the high dollar volume category stock months of each
NYSE specialist unit. The results are displayed graphically in figure
XIT-2. In that figure, the vertical axis measures the percentage of days
on which large price changes occurred in the high dollar volume
stock-months of that unit. The horizontal axis measures the average
day-to-day change per stock in the specialist unit’s overnight inven-
toxiy. Each dot represents one specialist unit.

n every inventory category there is a wide range of variation among
individual specialist units in the frequency of large price changes. In
the high inventory activity category the range is from 4.3 to 16.4 per-
cent. fn the medium inventory category the range is from 3.3 to 20.6
percent, while in the low activity it is from 8.7 to 22.1 percent. Thus,
relatively high inventory activity by itself is no guarantee that the
frequency of%arge price changes will be low.

Six of the 10 NYSE specialist units with the lowest frequency of
days with large price changes were in the medium inventory category,
and the other four were in the high inventory activity category. Of the
10 units with the highest frequency of large price changes, five were in
the low inventory activity category, while two and three, respectively,
were in the medium and high inventory activity categories.

It could be argued that some of the figures on particular specialist
units are inconsistent with the averages for the three groups. But
both of the variables under consideration, inventory activity and fre-

uency of large price changes, reflect the simultaneous interaction of
the specialist unit and the public trading in its specialty stocks.
Neither variable by itself accurately identifies the character of a par-
ticular specialist unit or the character of the trading in a particular
specialty stock. When the two variables are considered together, how-
ever, it is possible to make rough inferences about the frequency of
large imbalances in the public trading in those stocks. For purposes of
this section a volatile stock can be defined as one in which large im-
balances of non-dealer supply and demand occur frequently. The pres-
ence of such imbalances, which reflect the inherent volatility of the
stocks, may be inferred from a high rate of inventory activity by the
specialist or from a high frequency of large price changes. For units
whose stocks have been identified in this way as being inherently vola-
tile, one would expect to observe an inverse relation between the inven-
tory activity of the unit and the frequency of large price changes. If,
however, high inventory activity and frequent price changes occur to-
gether, it should not necessarily be inferred that the high inventory
activity is failing to reduce the price volatility. Rather, it 1s likely that
a stock with inherent volatility is involved, and large price changes
would be even more frequent absent the inventory activity.?® Thus,

381t is theoretically possible that the combination of high inventory activity and more
frequent large price changes could arise because of destabilizing activity by the speclalist
unit itself rather than because of the inherent volatility of the stock. But visual exami-
nation of the relation between inventory changes and price changes for individual
sEecanist units indicated that the high activity speclalists with large average price
[4 unlgtlziss twere apparently stabilizing about as frequently as the rest of the high activity
specialists.
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individual combinations of high inventory activity and frequent large
price changes are not necessarily inconsistent with the average results
for the group. Similarly, for a specialist unit with stocks that are not
inherently volatile, one would expect to observe both low levels of
Inventory activity and low frequencies of large price change. Thus,
individual combinations of low or medium inventory activity with
infrequent large price changes are not necessarily inconsistent with the
average results for the group, either.3®

Taking into account the evidence presented earlier, that most day-
to-day changes in the closing inventories of NYSE specialist units
are stabilizing in nature, the most reasonable interpretation of the
data in figure XTI-2 is that NYSE specialist units differ both in terms
of the volatility of the stocks assigned to them and in terms of their
willingness to adjust their inventories to offset imbalances of public
orders. Some units have high volatility stocks and high inventor,
activity rates. Large day-to-day price changes tend not to occur with
great frequency in the high dollar volume stocks assigned to such
units. Other units have highly volatile stocks and medium or low in-
ventory activity rates. Because these units do not as readily adjust
their inventories to offset imbalances of public orders, the high vola-
tility stocks assigned to such units tend to exhibit a high frequency
of large day-to-day price changes. Finally, some units have low vola-
tilit{; stocks. These units exhibit low inventory activity rates, but the
stocks assigned to them have a low frequency of large price changes.

The strength of the evidence supporting this conclusion will become
more apparent if one considers a possible alternative explanation for
the relationship between the NYSE specialist units’ inventory activity
levels and the frequency of large day-to-day price changes in their
specialty stocks. This alternative explanation starts by assuming there
are no substantial differences among the units in the extent to which
they reduce the inherent price volatility of their specialty stocks.
Rather, it assumes instead that, all specialist units are willing to par-
ticipate in depth with respect to stocks that are inherently less volatile
in price and not willing to participate in depth with respect to specialty
stocks that are inherently more volatile. Consequently, the specialist
units that participated in their markets in great depth would have
inherently less volatile stocks than other specialist units.

» A specialist unit that happened to be in the low activity category solely because it
was assigned stocks that were not inherently volatile might well act differently with

respect to inherently volatile stocks.
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For this hypothesis to be valid, one would also have to assume that
the NYSE systematically assigns stocks that are expected to be more
volatile in price to specialist units with reputations for not participat-
ing in their markets in depth and stocks that are inherently less
volatile to specialist units that do have reputations for such participa-
tion. Such a proposition contradicts the stated policy of the NYSE
to attempt to assign “hard” dealer stocks to the “good” specialist units
who can handle them and “easy” agency stocks to the other specialist
units.® The data collected by the Study strongly indicate that the
stated policy of the NYSE is in fact followed.

A stock that is not inherently volatile in price would, by definition,
not be expected to have large price-aggressive day-to-day imbalances
between public demand and public supply. If a specialist unit were
to have large daily position changes in such a stock, it would have
to generate large price-responsive public imbalances by causing large
price changes itself. In fact, however, as shown in section D.2.f,
specialist units in the high inventory activity category are not price
aggressive—that is, their inventory changes are not apparently de-
stabilizing—any more frequently than specialist units in the low in-
ventory activity category. Moreover, both types of specialist units are
apparently destabilizing about one day out of every three when there
are small or medium price changes and about one day out of every four
when there are large price changes.

The possibility that large position changes by specialist units repre-
sent basically riskless and perhaps unnecessary dealer participation
is also strongly negated by the data presented later in this chapter #*
concerning the month-to-month variability in the trading account in-
come of specialist units. The trading account income of specialist units
in the high inventory activity categories is substantially more variable
from month-to-month than the trading account income of specialist
units in the lower inventory activity categories. This could arise only
if the stocks assigned to the former specialist units are considerably
more risky because of inherent price volatility than the stocks assigned
to other specialist units. Specialist units in the high inventory activity
categories absorb the pressure of price-aggressive public imbalances
in their stocks, and as a result their trading account income becomes
highly variable.

The stocks in the Study’s sample that are assigned to specialist units
in the high inventory activity categories are inherently more volatile
in price than the stocks assigned to other specialist units. Accordingly,
the differences among such specialist units in the extent to which they
prevent large price changes in their stocks by offsetting price-aggres-
sive public imbalances in supply and demand is actually understated

4 The following quotation is relevant at this point:

Two former Exchange chairmen indicated in their testimony that many specialist
units could not adequately service the market in difficult stocks, because of inade-
quate capital or for other reasons. They both used the stock of Xerox Corn. as an
example of a volatile stock that had to be carefully allocated to a strong specialist
unit when that issue was listed. One of them testified that ‘“‘only a few speclalists
quite frankly can swing Xerox,” while the other testified that the stock could not be
given to “50 percent” of the snectalists.

Special Study, pt. 2, pp. 93-94. Xerox i8 one of the stocks in list L. The NYSE
specialist unit handling this stock has a higher average day-to-day change In its over-
night inventories than any other unit in the Study sample. During the period atudied.
the frequency of large day-to-day price changes for Xerox was 4.2 percent,

1 See pt. G, below.
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by the data in Table XTI-20. The extent of this understatement cannot
be quantified precisely from the data. The large difference in month-
to-month variability in trading account income among the three classes
of specialist units indicates that the degree of understatement is quite
substantial. A further indication of the extent to which large day-to-
day price changes could have been reduced can be obtained by com-
paring the frequency of large price changes among individual NYSE
specialist units. Large price changes occur as often as one day out of
five in the stocks assigned to some units in the low inventory activity
category. Yet there is no reason to think that the stocks assigned to
such units are more volatile than the stocks assigned to the high ac-
tivity units.

The evidence presented in this section indicates that there are
important differences among NYSE specialist units in the extent to
which they adjust their inventories to offset temporary imbalances
of supply and demand. Large day-to-day price fluctuations occur much
more frequently among the stocks assigned to some NYSE specialist
units. These units appear to have volatile stocks and to adjust their
inventories less readily to public imbalances. ‘

F. UNUSUAL POSITION CHANGES
1. Methodology Used To Study Unusual Position Changes

Section D considered the relationships between price changes and
market-makers’ net inventory changes on a single day or on two suc-
cessive days. The present section examines the relationships between
market-makers’ inventory activity and price changes over a longer
time horizon.

Two samples of days were selected, and price behavior was observed
for 19 trading days before and 21 trading days after each day selected.
Sample A consists of days on which a market maker had an “unusual”
position change in a particular stock. Sample R is a sample of days
selected at random. The random sample was designed to serve as a
control group to insure that price patterns that might be associated
with unusual long or short position changes were not, in fact, asso-
ciated with all such position changes. A separate sample of days was
selected for each market-maker and each stock.

In selecting Sample A a regression analysis was used to estimate the
average relationship between the number of shares held by the market-
maker on a given day and the number of shares held on the previous
day, adjusted for stock splits and dividend payments. A separate re-
gression relationship was estimated for each stock traded by each
market-maker. Using this relationship, predictions were made of the
number of shares the market-maker would normally hold each day,
given his actual holdings on the previous day. The predicted “normal
position” of the market-maker was compared with his actual position
on that day. If the difference between the predicted normal position
and the actual position was sufficiently great, the day was selected for
Sample A.%

#2In technical terms, the inventory position on day t was used as the dependent
variable, and the inventory position on day t-1, as the independent variable. A linear
relationship was fitted, using the least-square criterion. Days were selected if the
absolute value of the residual from this relationship exceeded 1.5 standard errors.
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In the great majority of unusual position changes, the market-maker
had a long position after an unusually large purchase and a short posi-
tion after an unusually large sale. In some instances, however, a mar-
ket-maker had a long position after an unusually large sale or a short
position after an unusually large purchase. Days of unusual position
changes could be classified on the basis of the direction of the position
change or of the type of position after the change. Most days with
unusual position changes would be classified the same way whichever
criterion was used, but for some days the criterion used would make a
difference. The results presented in this section are based on classifying
days on the basis of whether the market-maker was long or short after
the unusual position change.*®

For each stock day selected, the difference between the closing price
on the NYSE and the previous close, adjusted for the market (“current
impact”), was computed for 41 days: the day of the unusual position
change, the 19 preceding trading days and the 21 following trading
days.* This is basically the same analytical technique used in section
D of chapter XI, except that adjustments were made for differences
amogg stocks in the extent to whicl: their day-to-day price changes
tended to be correlated to changes in the market index.*® The figures
resulting from this analysis plot the cumulative price change (“aver-
age impact index”) accompanying the event.*

It should be emphasized that the results presented are obtained by
averaging over a large number of examples. On any particular day on
which a specialist has a large position change, other factors of much
greater importance often lead to a much different price pattern.*

2. Price Changes in the Random Sample of Long and Short Positions

Figure XII-3 summarizes the application of the price impact
analysis to 2,321 stock days selected at random. Examining the charac-
teristics of the price impact measures for these randomly selected days
is useful as a means of developing a feeling for the random variation
one could expect to find in the data.

The average price change for day minus one, a decline of 0.01 percent
is not significantly different from zero. Of the 41 days shown in this
figure, 23 have price declines and 17 have price rises. The greatest de-
viation from zero on any one day is for day minus six, whose current
impact is minus 0.12 percent (app. B, Table XII-B-17).

4 Results based on classifying days of unusual position change on the basis of the
direction of the position change were compared with the results presented in the chapter.
In general there were no important differences with respect to the price change on the
day of the position change or on subsequent days. There were, in some instances, dif-
ferences with respect to the direction of the price trend prior to the day of the unusual
position change. The analysis in the chapter concentrates on the results for the day of
the unusual position changes and the following days.

4 Market-makers reported their share gosltlons as of the opening of business on each
day. If a partlcular day was selected because the opening position on that day was
unusual, the market activity that led to that unusual position would have taken place
on the previous day. The day selected in the above example would have been labelled
“day zero,” and the day of the unusual position change (the previous day) would have
been labelled ‘‘day minus one.”

4 The analytical technique is described in appendix A of that chapter. In a number of
cases the analyses were rerun without making this adjustment and the results were not
significantly different.

6 The details of the figures and the tables containing the underlying computations are
also explained in ch. XI, app. A, above.

# See ch, X1.D.2.a. above, for a more detailed discussion of the necessity for averaging.
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The fraction of the price change that were negative for individual
stock days ranges from 49.38 percent to 53.81 percent negative. On only
two of the 41 trading days were less than 50.00 percent of the individual
price changes negative (app. B, Table XII-B-17). This reflects the
fact that small price changes are more likely to be negative than posi-
tive. If the average size of the positive and negative impacts were equal,
most days would show a negative average current impact. This does not
occur, however, because the average size of the positive impacts is
larger than the average size of the negative impacts.**

As shown in figure XII-3, the average impact index remains close
to zero during the entire 41-day trading period. This indicates that
the process of adjusting prices for risk and for changes in the market
index does not introduce any significant bias into the results.

48 The statements about the relative frequency of price changes of different sizes and
directions can be verified directlv from data in app. B, Table XII-B-G. below.
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Figure XTI-4 shows the results of selecting only the stock days in
the random sample on which NYSE specialist units’ positions were
long (1,726 days). The randomly selected stock days on which the
NYSE specialists’ closing position was long were characterized by an
average price decline of 0.16 percent. The change was negative on
55.80 percent of such days (app. B, Table XII-B-18). On the average
a very slight price increase succeeded the randomly selected days.

Figure XI1-5 shows the average price changes for the randomly
selected days on which the NYSE specialists unit’s closing position was
short (595 days). In the three weeks prior to the day selected, there
had been an upward price trend which raised the price of the stock
by about 1.5 percent relative to the market. On the day selected the
average price movement was an increase 0.44 percent. The price move-
ment was negative on only 43.90 percent of such days (app. B, Table
XTII-B-19). Subsequent to the day selected, there was a very slight
tendency for the price to decline.
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3. Price Changes Associated With Unusual Position Changes by
NYSE Specialists

A total of 1,674 stock days were selected as days of unusual position
changes by the NYSE specialists. On 1,109 of the days selected the
specmllst’s position was long. On 565 days it was short. Long and short
positions were analyzed sep‘tmte]y

Figure XTI-6 summarizes the results of analyzing the long positions.
On day minus one, when the unusual position change ocouned the av-
erage price change was an increase of 0.7 percent. The price chan ge was
negative on appr omm‘ltely 63 percent of the days considered (app. B,
Table XII-B-20). Somewhat large negative average price ch‘mnges
also occurred on the previous two days. F01 the entire three-day period
ending on day minus one, the average price change was a decline of
about 1 percent. The aver (we price clmwe during the next four weeks
was small, but mainly pos1t1ve The cumulative effect of this slow up-
ward drift was to eliminate the 1 percent decline that occurred during
the three-day period ending on the day the large position change took
place.
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It should be emphasized again that the analysis here is based only
on closing prices. The Study does not have data showing the prices at
which the specialist unit acquired its position or the pattern of price
changes during the day the position was acquired.

The blip pattern associated with days when the specialist has an
unusual position change ending in a long position is similar to the
pattern associated with terminal block trades occurring on down ticks,
described in section D of chapter XI. In both instances there are
sharp declines on the day of the event, and smaller negative price
imémcts on the previous days.

ince the price decline that culminates on day minus one is tempo-
rary, and the price eventually recovers to essentially the same level
that prevailed before day minus three, it seems reasonable to interpret
the price level before day minus three as the level at which normal
buying and selling interests would be in balance. In the period fol-
lowing the unusual position changs a price below this level could
reasonably be expected to stimulate buy orders and to discourage sell
orders, creating an imbalance of buy orders. Presumably this im-
balance enables the specialist to dispose gradually of the excess long
inventory which he accumulated on day minus one. This interpreta-
tion is consistent with the indications in chapter XI 4 that NYSE
specialist units usually dispose of the positions accumulated from
blocks by feeding the stock slowly into the auction market rather
than by selling the stock in a block. The speed of the layoff process
probably varies greatly for different specialists. Days of unusual posi-
tion change need not be days on which block trades occur.

Figure XII-7 summarizes the analysis of the 565 days when the
NYSE specialist units were short following an unusual position
change. On day minus one, the average price change is a rise of 1.66
percent. The price change was negative only 25 percent of the time
on this day (app. B, Table XTI-B-21). A relatively sharp price decline
of about 0.5 percent occurred in the first few days following the posi-
tion change. The subsequent price trend was level.

4 See ch. XI1.C.2.¢(2), above.
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The price pattern associated with these short positions seems to be
composed of two elements: The first is a blip, smaller and shorter-
lived than the blip observed in the case of long positions; the second
is a persistent increase in the level of the stock’s price, most easily
explained as the market’s adjustment to new information.®® The
magnitude and duration of the blip associated with unusual position
changes in which the NYSE specialists’ closing positions are short
are consistent with the idea that these markets makers, for whatever
reasons, tend to supply less liquidity in depth to meet an excess of
demand than to meet an excess of supply.

4. Effect of Specialist Activity Category on Price Changes Associated
With Unusual Position Changes by NYSE Specialists

Figures XII-8 through XII-18 show the price changes associated
with unusual position changes when the NYSE specialist units arc
classified by their inventory activity category. The first three figures
are for days on which the NYSE specialist units’ positions were long
after the unusual position change. The next three describe unusual
position changes ending in short positions.

50 A similar price impact pattern is observed in the case of plus tick blocks. Sec ch.
XI1.D, above. This is not surprising. It is likely that at least some of these unusual posi-
tion changes by NYSE specialists result from their taking part of the passive side of a
block trade initiated by buyers.
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With respect first to the unusual position changes ending in long
positions, there are certain similarities among the specialist categories.
In all cases prices declined moderately prior to the day of the large
position change and more on the day of the large position change. The
decline on the latter day is smallest for NYSKE specialists in the high
Inventory activity category and largest for those in the low inventory
category.

For NYSE specialist units in the high and low inventory activity
categories the average impact index eventually returns to approxi-
mately the level prevailing at the close on the day of the position
change. Importantly, however, for those units in the high inventory
activity category, the price drifts up very gradually over the subse-
quent, four weeks while for specialists in the low inventory activity
category, the price rises at a relatively rapid rate until about day 11,
after which the trend becomes nearly horizontal. But the position
changes of NYSE specialist units in the low inventory activity cate-
gory are not as large as those in the high category.

For both categories the most reasonable interpretation is that the
dip in price on the day of the position change is a temporary fluctua-
tion below the level at which demand and supply are in balance. As
long as this price decline persists, it should help to create an imbalance
of demand which the specialist unit can supply by reducing the inven-
tory acquired in the unusual position change.

The price pattern associated with NYSE specialist units in the
middle inventory activity category has certain unique characteristics.
First, on the average, prices decline on the day following the large
position change. This happens in no other category. The percentage
of days with negative price impacts on the day after the large position
change is 50, 59 and 52 percent, respectively, for the high, medium and
low activity categories. Since the medium activity specialist unit has
just had an unusual position change and is long, it is possible that it is
reducing its inventory and thus engaging in apparently destabilizing
inventory changes. As was noted earlier;* NYSE specialists in this
medium Inventory activity category have a higher percentage of days
with apparently destabilizing inventory movements than do other
specialist units. . )

It is unfortunately not possible to arrive at any satisfactory inter-
pretation of how the activity category of the NYSE specialist influ-
ences the price impacts of unusual position changes in those cases

5t See sec. D.2.f, above.
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where the NYSE specialist’s closing position is short, since such in-
stances are few. As a result of the smaller sample sizes, random fluctu-
ations in the level of the average impact index are larger. It is there-
fore more difficult to determine the extent of changes in the index
caused by random factors and the extent of changes caused by ditfer-
ences 1n behavior of different categories of specialists. Although the
long position sample covered at least 300 stock days for each activity
category, the short position sample covered only from 154 to 222
stock days. Time did not permit the more elaborate analyses of these
data which would be necessary to a satisfactory interpretation.

5. Price Changes Associated With Unusual Position Changes by
Midwest Stock Exchange Specialists

Time did not permit a comprehensive analysis of the price impacts
associated with unusual position changes by all market makers. To get
some insight into possible differences between NYSE specialist units
and others, however, the Midwest Stock Exchange “MSE” specialist
units were analyzed for comparison. The MSE was selected because
it is reputed to have one of the best regional exchange specialist
systems.

Unusual position changes for MSE specialist units were selected
using exactly the same procedure applied in the case of NYSE spe-
cialist units. Although the price changes were studied using the closing
NYSE prices, since only these prices were available in machine-read-
able form, this procedure should not have caused any systematic biases.
Arbitrage should minimize the possible deviation between contempo-
raneous quotations for the same security on different markets.

The price pattern for unusual position change days on which the
MSE specialists’ closing positions were long, as reported in figure
XII-14, is strikingly different from the corresponding pattern for
NYSE specialists. One difference is that these unusual position
changes tend to occur when there is a persistent upward drift in the
price of the stock beginning weeks before the unusual position change
and continuing for weeks afterwards. No such upward drift is asso-
ciated with the comparable unusual position changes of NYSE spe-
cialist units. A second striking difference is that there is a small V-
shaped blip beginning on the day after the unusual position change
rather than on the day of the change, as in the case of the NYSE

specialist.
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Figure XTI-15 presents comparable data for the 546 stock days on
which MSE sjecialist units’ unusual position changes ended in short
positions. The pattern of price changes around these days is similar
to the pattern for NYSE specialist units in that there was, on the
average, a large, sudden and persistent price increase. But, while the
NYSE specialist was short after the price rise occurred, the MSE spe-
cialist acquired its short position before the price increase. An inter-
pretation of this somewhat surprising characteristic of the data might
depend in great part on how MSE specialists dispose of their positions,
a subject that the Study was unable to explore.
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G. INCOME AND RETURN ON INVESTMENT FOR NYSE SPECIALISTS
1. Introduction

This section examines data on the average level and the variability
of the income of NYSE specialists units and relates that income to the
resources used to produce it. The significant resources required are
the time and skill of the specialist and his staff, the capital he employs
and the franchise implicit in the assignment of a stock issue. The pur-
pose of this examination is to evaluate whether the economic incentives
for the NYSE specialist are adequate and appropriate.

2. The Income Concept Used

Form I-13, table II, requested NYSE specialists to provide monthly
data on the brokerage income and trading account income for each of
their specialty stocks included in List L for the period from July 1968
through September 1969. For purposes of the income analysis broker-
age income was limited to “floor brokerage,” the commission the
specialist receives for acting as a broker’s broker. Brokerage received
from public customers, if any, was to be excluded.s?

In computing trading account income, specialists were instructed to
value their beginning and ending inventories at market. The trading
income figure computed this way will differ from taxable income, since
LIFO inventory valuations are often used for the latter.’® Dividends
received on long positions were included in trading account income.
Dividends paid on short positions, along with state taxes, registration
fees and the applicable clearance charges (whether or not actually
paid) were subtracted in computing trading account income. Interest
expense, if any, was not considered.

There are many reasonable but different ways of defining income.
The choice among them should depend on how the data will be used.
In choosing an income concept for which data would be collected for
this analysis, one objective was to consider only those items of revenue
and expense that could be directly traced to trading in a particular
security. Thus, items of expense which accountants would ordinarily
classify as overhead or joint costs—for example, the salary of the

53 Although the analysis in this chapter concentrates on the dealer function of market
makers, the inclusion of brokerage income in the present context {8 appropriate from both
the regulatory and economic points of view. With respect to the former, the inclusion of
brokerage income is appropriate because of the traditional argument that, (lesPlte any
potential conflicts of interest. specialists require brokerage income to subsidize their dealer
activities, See Special Study, pt. 2, pp. 165-66, From the economic point of view, the fran-
chise to specialize in a particular stock carries with it access to both dealer and brokerage
income. Any allocation of jolnt costs, such as the cost of specialist’s time, between these
two activities would be arbitrary.

62 Valuing inventories at market results in recognizing unrealized profits and losses
which are not recognized in computing taxable income. The level of the S&P composite
index was 99.40 on July 1, 1968, the beginning of the period studied. It rose to a peak of
108.37 on November 29, 1968, and fell to 93.12 by September 30, 1969, the end of the
period studied. Thus, the recognition of unrealized trading profits and losses probably
reduced trading account income to some extent.
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specialist’s clerk and rent for his office—were not considered.”* A sec-
ond objective was to make the income figures as comparable as possi-
ble from one specialist firm to another; thus, the treatment of clearing
and interest expenses. Some specialists clear their own trades. Most pay
another member firm to perform this service for them. To avoid having
specialists who clear their own trades allocate back office expenses to
particular securities, NYSE specialists were asked to deduct from trad-
ing income the applicable clearing charges, whether or not actually
paid. Similarly, since specialist firms also differ in the amount of money
they borrow to carry their inventories, they were asked not to deduct
interest expenses, if any, from income.

In accounting terminology, the “gross income” in this section is more
precisely described as the excess of revenues generated by a particular
stock less the costs directly associated with such revenues. In con-
sidering the overall economic incentives of a specialist unit, this “gross
income” must be considered in relation to the overhead costs of the
firm, the compensation required by capital suppliers (whether owners
or others) and the compensation required for the time the owners spend
in the business.

3. The Level and Variability of Income

Table XTI-21 summarizes the data on the average levels of tradin

account, brokerage and total income and describes the month-to-month

rariation of total income. There were too few low volume stock months
to warrant inclusion in the table. The data described in the table ex-
clude investment account income, which is considered separately later
in this section.

For a given NYSE dollar volume category, there are no consistent
variations among the specialist activity categories in the average level
of brokerage income. Moreover, brokerage income earned by NYSE
specialist units is less variable from month-to-month than trading in-
come. But brokerage income is very dependent on NYSE volume. It is
about twice as high for the high dollar volume stocks as for the medium
volume dollar volume stocks. Also, brokerage account income tends
to constitute a higher percentage of gross income for medium volume
stocks than for high volume stocks.

5 The Special Study described these expenses of specialists units as “fairly standard,
and, in relation to expenses in other areas of the securities business, fairly low.” Pt. 2, p.
69. The main item of expense at that time was the salaries of the specialist’s clerks. Other
items were annual registration fees for the specialist and his clerks and rental of space
for his post on the floor and for his office. At present it is fairly common for specialist units
to have clerical help in their “back office” even when they do not do their own clearing.
As indications of the magnitudes involved the following figures were supplied by the
NYSIS : Floor clerks might earn $18,000 to $21,000 per Yyear. Trading loeation rental ranges
from $1.000 to $1.800, depending on the location. Registration fees are $300 per year for
the spectalist himself and $120 per year for each clerk. The individual speclalist, as an
exchange member, pays annual dues of $1,500. Phones to his clearing firm might cost an
additional $300. In the “back office” a top bookkeeper might earn $24,000 per year; a com-
mission billing clerk, $12,000 per year. A major item is the opportunity cost of the
specialist’s time. A consulting firm employed by the NYSE estimated a median value for this
item at $60,000 per year as of 1966-67.
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Table XII-21

- COMPOSITION AND CHARACTERISTICS OF THE DISTRIBUTION OF GROSS MONTHLY INCOME

PER STOCK ¢ ‘OF NYSE SPECIALIST UNITS BY DOLLAR VOLUME CATEGORY OF STOCK
AND BY INVENTORY ACTIVITY CATEGORY OF SPECIALIST '

-

Stock and Specialist

Composition of Average

Characteristics of the Distribution of

Categories Gross' Income Per Month Gross. Monthly Income
NYSE Average
* Dollar Specialist Average Trading Average

Volume Activity Brokerage Account Gross Minimum  First Median  Third
Category Catecgory Income Income Income Quartile Income Quartile Maximum
High High $12,817 6,993 19,810 -999,445 62 22,811 46,778 773,051
Medium 10,398 10,260 20,652 -121,243 6,885 18,724 31,958 229,135
Low 9,394 9,391 18,786 -149,689 7,028 - 18,207 29,092 146,851
Medium High 4,677 2,840 7,517 -536,929 460 7,927 18,943 249,205
Medium 5,474 2,375 7,850 ~-75,965 315 7,086 15,496 72,205
Low 4,091 154 4,246 -~201,773 742 6,323 12,196 57,431

9161
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The range of monthly trading account incomes is extremely large. In
most, of the stock month and specialist activity categories shown in
this table, deleting the stock month with the highest trading profits or
the largest trading losses would make a noticeable difference in the
average for the category. For example, the average trading account in-
come for high dollar volume stocks handled by high activity category
NYSE specialist units was $6,998 per stock month. The largest trading
loss sustained by any specialist unit in a single stock month included
in this average was just over $1 million. Excluding this one stock
month would 1ncrease the average trading income for this category to
$10,253. Deleting the single stock month with the largest trading profits
or losses from any of the averages in this table would produce changes
that are nearly as dramatic. Two NYSE specialist units have substan-
tially larger overnight positions than the other units in that category.
The average gross income per high dollar volume stock for the other
eight units in the high activity category is $26,069 per month.

Since gross income is the sum of brokerage income and trading ac-
count income, the extreme variability of trading account income is
also carried over to gross income. As noted above, monthly averages
are cxtremely sensitive to single months of very high or very low in-
come. In such situations the median is often a better measure than the
average. By definition, half of the values are above the median, and
half are below. Within each dollar volume category there is some slight
tendency for a direct relationship between the activity category of the
specialist unit and the level of its median gross income. The more
active units have somewhat higher median gross income per stock. But
volume is a much more important influence. Substituting a high vol-
ume stock for a medium volume stock leads toan increase in the median
monthly income of between 100 and 200 percent. By contrast, within
the same dollar volume category, the stocks of high activity NYSE
specialist units have median Incomes that are about 25 percent greater
than the stocks of low activity units. :

Holding dollar volume constant, there is a direct relationship be-
tween inventory activity of an NYSE specialist unit and the variability
of its gross income from a stock. Moreover, for a given inventory ac-
tivity category, high dollar volume stocks have more variable incomes
than medium dollar volume stocks. These generalizations are true
without exception if variability is measured in terms of the size of the
inner-quartile range. For example, considering the high volume stocks
assigned to high activity NYSE specialist units, the first quartile of
gross income 1s $62 per month; that is, in 25 percent of the stock-
months these units earn less than $62 per month from a high volume
stock. For the same group, the third quartile is $46,778: In 25 percent
of the months these units earn more than this amount from a high
volume stock. The inner-quartile range, in this case $46,778 minus $62,
or $46,716, is the spread from the boundary of the lowest quarter of
the distribution to the boundary of the highest quarter of the distribu-
tion. Half of the values of monthly income are covered by this range.
If there were less variation in the values of total income, the range
would be smaller. For example, in high dollar volume stocks assigned
to medium activity NYSE specialist units the inner-quartile range is
only $25,073. For similar stocks assigned to low activity category units
the corresponding range is about $22,064.
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To further illustrate the variability of gross income per month, the
percentage distribution of monthly gross incomes for high dollar
volume stock months has been calculated separately for each inventory
activity category of NYSE specialist units on Table XTI-22. Invest-
ment account gains and losses are not included. NYSE specialist units
in the high activity category had losses in about 25 percent of their
high dollar volume stock months. The corresponding percentages are
17 and 13 for the medium and low activity units. Losses of $100,000 or
more in a single stock month occurred 5.4 percent of the time for the
high activity units and 0.4 percent of the time for the other two cate-
gories of units. Similarly, gains of $100,000 or more per month occurred
1n 6.6 percent of the months for the high activity units and 2.7 and 1.3
percent for the medium and low activity categories.”
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Table XII-22

Percentage Distribution of High Dollar Volume
Stock Months by Inventory Activity Category of
NYSE Specialist-Units and Amount of Unit's

. Gross Income or Loss in Month _ |

Level of Total Gross
Monthly Income Inventory Activity Category of NYSE Specialists Units
Per Stock (Dollars) Hioh Medium Low

. (Percent of Months)

Losses !
250,001 or more 1.6 0.0 0.0
100,001 to 250,000 3.8 0.4 0.4
50,001 to 100,000 2.5 1.9 1.7
25,001 to 50,000 4,1 3.9 0.8
1 to 25,000 12.9 11.2 9.5
Sub-total 24.8 . 17.4 12.6
Gains
1 to 25,000 28.2 - 51.6 56.7
25,001 to 50,000 24,5 27.1 23.4
50,001 to 100,000 16.0 8.9 6.1
100,001 to 250,000 5.0 2.7 1.3
250,001 or more 1.6 0.0 0.0
Sub-total 75.2 82.6 87.4
Total 100.0 100.0 100.0
Number of Stock
Months 319 258 231
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For some purposes, it is more interesting to look at gross income on
such examination is summarized in Table XII-23.> There were 42
stocks in List I, which were in the high dollar volume category for at
least 12 of the 15 months for which the Study had data. The tabulations
in Table XII-23 were based on only those high dollar volume stock
months. Of the 42 stocks listed in the table, there were only seven that
were profitable every month the stock was in the high volume category.
Four of these seven stocks were assigned to units in the low activity
category. On the other hand, there were only two stocks for which the
losses were large enough, or persistent enough, so that the average in-
come over all high volume months was negative. Both of these stocks
were assigned to NYSE specialist units in the high inventory activity
category. Including stocks in which the average monthly income was
negative, there were only seven stocks for which the average income
per stock was less than $10,000 per month. Four of them were assigned
to high activity units.

8 It should be noted that the gross Income data in Table XII-23 do not include realized

or unrealized capital gains or losses in specialists’ investment accounts. The information on
realized gains or losses from these accounts is discussed in the following paragraphs.
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Table XII-23

Maximum, Minimum and Average Monthly Gross Incomes fof.ﬁigh
- Dollar Volume Stock Months Only, */
By Stock and by Specialist Activaty Category

Specialist Stock Maximum Monthly _ Minimum Monthly  Average Monthly

Activity Number Gross Income for Gross Income for _ Gross Lncome

Catcgory Stock Stock for Stock

High 1 59,883 -1,937 23,823
2 138,428 -35,328 63,376
3 57,430 -9,07r 28,987
4 60,082 7,167 35,522
5 63,738 -61,720 - 20,273
6 102,675 ~-201,142 9,497
7 109,865 -100,142 11,161
8 87,914 -119,861 ~-10,499
9 111,571 -42,072 17,375
10 74,105 -55,86] 22,967
11 45,491 3,196 25,727
12 53,114 -24,458 12,500
13 74,603 -16,859 24,714
14 81,990 -65,115 20,683
15 203,227 -302,389 8,132
16 202,990 -125,125 38,452
17 113,614 -35,887 45,372
18 82,891 -16,423 23,292
19 490,802 -993,445 -12,799

(continued)

*/ Only stocks in the high dollar volume category for at least 12 of the
15 months were included; and, for any stock included, only the high dollar volume
stock months werc considered for this tabulation.



Table XII-23

Maximum, Minimum and Average Monthly Gross Incomes for High

Dollar Volume Stock Months Only, */ o T
By Stock and by Specialist Activity Category '
(continued)

Specialist Maximum Monthly -~Minimum Monthly Average Monthly
Activity Stock Gross Income for Q¥9§s }ncohe for Gross Income °
Category Number Stock : Stock for Stock
Medium 20- 56,569 -43,816 . 5,405

21 35,160 | - 8,802 . . 15,791

22 27,942 -32,425 7,263

23 45,736 -20,835 14,319

24 39,426 -18,828 22,817

25 85,418 -59,542 17,600

26 91,919 - 8,025 44,459

27 56,532 - 4,548 22,173

28 164,346 -76,405 16,320

29 43,287 - 2,500 26,645

30 229,135 -82,805 34,509

31 191,422 -18,125 36,094

32 46,982 - 767 15,240
Low 33 146,851 17,054 54,855

34 69,534 : 6,394 35,795

35 45,516 3,573 13,176

36 36,544 3,193 21,507

37 37,295 -1,376 17,182

38 36,090 -13,558 13,496

39 37,295 -49,805 5,443

40 51,945 -11,053 15,585

41 76,601 -19°,492 25,623

42 51,247 - 2,802 23,872

*/  Only stocks in the high dollar volume category for at least 12 of the
15 months were included; and, for any stock included, only the high dollar volume
stock months were considered for this tabulation.
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Specialists are allowed to segregate a part of their long positions
into separate investment accounts under certain circumstances. Gains
or losses from stock held in such separate accounts are eligible for
treatment as long-term gains or losses. The Study collected data on
realized and unrealized capital gains or losses from such investment
accounts on the stocks in List L. Of the 1,338 stock months for which
data were available, NYSE specialists units realized gains or losses in
42 (8 percent) of such months. Capital gains were realized in 25
stock months and totaled $1,742,121. while losses were realized in 17
stock months and totaled $214,649, for a net gain of $1,527,472. The
average realized pre-tax long-term capital gain per stock month was
$1,142. T'wo stock months accounted for over $1 million of the realized
capital gain; in both cases the specialist units were in the top activity
category. In general, there appears to be a strong relationship between
the frequency of realized capital gains or losses and the activity cate-
gory of the NYSE specialist unit.

Considering the small proportion of all stock months in which
realized capital gains or losses occurred and the concentration of the
dollar amounts of such gains and losses in a few such months, the esti-
mates of average realized capitals gains per stock month must be con-
sidered extremely unreliable. The same factors would tend to make it
very difficult for the unit to judge what level of capital gains it can
expect from its specialist activity.

The main determinant of the average level of gross income that
NYSE specialist units can anticipate from their specialty stocks is the
dollar volume of trading in those stocks. Whether NYSE specialist
units in different inventory activity categories earn different levels of
gross income from stocks i comparable dollar volume categories de-
pends on on the measure of income used. Judging from their median
income, the high activity units earn somewhat higher levels of gross
income. Judging from their average incomes, the high activity units
earn somewhat lower levels of gross income. But differences in the aver-
ages are reduced, if not eliminated or reversed, when investment ac-
count income 1s considered.

It is clear that N'YSE specialist units in the high activity categories
experience greater risks, as measured by the variability of their gross
incomes and the frequency and size of the losses they sometimes in-
cur. Two factors account, for the differences in risk. First, NYSE
specialist units in the high activity categories may have assigned to
them a higher proportion of the more inherently volatile stocks. Sec+
ondly, they are more effective in reducing the day-to-day price varia-
tions in their stocks. In the process of reducing day-to-day price
variability, they undoubtedly increase the variability of their gross
income.

4. Relations Between Income and Resources Employed

Comparisons of the income of NYSE specialist units may be mis-
leading if they do not take into account differences in the quantity of
resources employed. As indicated in section c¢.2.a of this chapter, for .
cach dollar volume category of stock there is a direct relationship be-
tween the inventory activity category of the NYSE specialist unit and
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the average value of its inventory position. In the high dollar volume
stocks, the high inventory activity category NYSE specialist units’
average inventories are nearly seven times as large as those of special-
ists in the low inventory activity category. For medium dollar volume
stocks, the average inventories of the high activity units are just over
four times as large as those of the least active specialists.

The averages referred to above were calculated by giving equal
weight to each stock month in the high dollar volume category. To
some extent these averages may exaggerate the differences between the
high inventory and medium inventory activity units. Two units in the
high inventory activity category carry much larger average daily
positions per stock than the other units in the sample. If these two
units are eliminated, and the average closing positions of the remain-
ing eight high inventory category units are calculated for high NYSE
dollar volume stock months, the average closing position for the group
in these stock months is reduced from $812,259 per stock to $355,033
per stock. This lower amount is still larger than the average closing
positions of $224,700 for the NYSE specialist units in the medium in-
ventory activity category, but the difference is substantially less.

The two units referred to above also have somewhat lower average
gross incomes per stock. While the average monthly gross income per
high dollar volume stock month is $19,810 for all the high inventory
activity units, the average excluding the two firms referred to is
$26,069 per high dollar volume stock month.

The two units referred to are also more likely to hold stocks in their
investment accounts. The value of this stock is not included in the aver-
age positions reported here or elsewhere in the Study, nor are the
capital gains or losses included in the gross income totals.

Excluding these two unusual units, however, the average gross rate
of return per month for the remaining high activity category NYSE
specialist units is somewhat less than the return for the medium activity
units and is less than half the average return of the low activity units
(Table X1I-24).% Since the risks. as measured by variability of in-
come, are greater for NYSE specialist units in the high activity
category, it is legitimate to question whether they have an economic
incentive to perform as effectively as desirable in reducing day-to-day
variations in the prices of their specialty stocks.*”

5 If these two units were included in the high activity group, the average gross return
for the group would be substantially less.

57 The return data referred to in the text do not include the income from or the capital
tied up in the specialist units’ investment accounts. Concelvably an evaluation of such
data could lead to a modification of the conclusion in the text. Data about an entire specialist
unit for a period of years would be required adequately to evaluate the additlonal return
earned by units with investment accounts. See sec. G.3, above.



Table XII-24

Average Gross Monthly Income
And Return on Investment
‘For High Activity Stock Months, By
Inventory Activity Category of NYSE Specialist Units

-
Inventory Average Gross Average

Activity Income per R ‘Average Monthly .
Category of Stock Month Investment Gross Return

NYSE Specialist Unit (Dollars per Month) (Dollars) (Percent per Month)
High 26,039 355,033 7.34

Mediun 20,652 224,700 9.19

Low 18,786 118,340 15.87
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As further evidence on the relation between risk, return and the
average investment of NYSE specialist units, the total gross income
per stock for the entire 15 month period has been calculated for
essentially all stocks on List L.5® These data, along with the average
closing position in these stocks and the average value of the dollar
volume decile * in which they fell, are given in Table XII-25).

In evaluating the level of income received by NYSE specialist units,
it would be desirable to make some allowance for overhead expenses
and for the opportunity cost of the individual specialist’s time. The
Study was unable to make the detailed analysis of the internal opera-
tions of NYSE specialist units and of the assignment of stocks to these
firms that would be required to make accurate estimates of the level of
these expenses. T'o the extent that some of these expenses represent fixed
overhead costs shared by several stocks or several individual specialists
in a single unit, no economic meaningful allocation of them to indi-
vidual stocks is possible. The appropriate question is whether all of
the stocks assigned to the unit generate enough gross income to cover
the shared overhead costs and still provide an adequate return to the
individual specialist and to the capital employed.

8 A few stocks were omitted because data were incomplete for them on the computer
file from which this table was produced.

8 Stocks whose dollar volume in a particular month was in the top ten percent of all
NYSE-listed issues that month are in the tenth decile. If the average declle was 10, the
stock was in that category in every one of the 10 months.



Table XII-25

FIFTEEN MONTH TOTAL OF GROSS INCOME,
AVERAGE DAILY CLOSING POSITION OF NYSE SPECIALIST UNIT
AND AVERAGE DOLLAR VOLUME DECILE, BY STOCK
AND BY INVENTORY ACTIVITY CATEGORY OF NYSE SPECIALIST UNIT

Average Fifteen Month Average
Inventory Dollar Total of Daily
Activity Volume Gross Closing .
Catepory Decile Income Position
High 10.0 950, 642 351,418

10.0 532,837 1,063,184
10.0 434,810 305,194
10.0 370,714 423,030 °
10.0 357,359 269,020
10.0 344,510 432,889
10.0 304,106 298,194
10.0 260,638 910,742
10.0 167,416 568,192
10.0 121,988 1,284,130
10.0 -157,499 1,088,816
10.0 -191,996 5,026,622
9.93 142,462 600,941
9.80 680, 586 567,511
9.64 175,816 206,840
9.60 369,383 144,539
9.33 576,784 791,920
8.80 372,344 499,186
8.60 -1,521,474 2,597,194
8.40 157,666 110,860
8.40 48,093 289,269
8.20 372,760 367,723
8.00 177,293 185,694
7.80 ° 145,307 1,325,692
7.73 284,785 197,399
7.66 28,706 143,722
7.06 169,339 112,376
6.73 117,696 162,770
6.53 160,281 148,569
6.40 76,890 . 117,308
5.86 132,224 47,874
4,66 159,868 56,612
3.93 28,116 70,618
Medium 10.0 342,261 282,978
10.0 214,787 284,406
10.0 236,869 249,973
10.0 666,897 317,356
10.0 399,677 272,966
10.0 517,636 401,626
10.0 541,422 123,777
9.84 68,123 173,571
9.73 343,183 168,554
9.73 228,604 61,465
9.66 264,003 221,269
9.66 182,601 265,407
©9.20 -32,202 260,114
8.93 304,522 168,984
8.93 145,595 222,832
8.73 53,811 42,994
8. 60 6,737 191,913
8.60 497,034 371,791
8.53 139,271 213,497

8.33 122,519 226,963
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Table XII-25

(continued)

o Average Fifteen Month Average
Inventory Dollar Total of Daily
Activity Volume Gross Closing
Category Decile Income Position™
Medium 6.20 160,710 78,134

6.06 75,326 131,513
5.33 81,353 43,598
5.20 . 34,808 72,004
Low 10.0 358,081 138,390
10.0 257,734 113,601
9.93 81, 650 163,763
9.86 822,831 95,043
9.86 384,358 92,408
9.80 197,651 78,248
9.73 536,939 75,031
9.53 202,441 139, 604
9.33 298,279 89,196
9.28 149,808 103,259
9.26 248,709 160,234
9.06 115,462 153,296
9.06 -91,535 238,297
8.60 153,270 42,472
8.60 138,817 127,994
8.20 273,604 47,348
8.13 174,876 140,312
8.13 126,426 263,238
8.08 278,206 131,988
7.60 236,249 57,862
7.40 99,517 30,267
7.13 111, 547 33,410
6.93 29,276 52,946
6.93 -261,319 214,197
6.73 88,218 61,753
6.73

-13,229 52,730
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In commenting on the problem of providing continuity with depth,
the Special Study said:

There is no doubt that by providing depth in both good markets and bad, the
specialist is more likely to accumulate an inventory and thus increase his risk.
However, the business of the specialist is not an unrewarding one. A responsi-
bility to provide continuity with depth is the reasonable concomitant to the many
privileges specialists enjoy.®
The findings of this chapter substantiate the conclusion that providing
liquidity in depth is indeed likely to increase the NYSE specialist
unit’s risk. They also substantiate the conclusion that the business of
the NYSE specialist unit is a rewarding one. Indeed, in the one out of
five stocks that fall in the high dollar volume category each month, the
average annual gross incomes of NYSE specialist units range from
$225,000 per stock per year to $312,000, depending on the inventory
activity group of the specialist unit. In the case of the two categories
of specialists that respond less to market demands for liquidity, the
annual gross incomes per stock exceed the average overnight positions
in the stock.

H. ALLOCATION OF SECURITIES TO NYSE SPECIALIST UNITS

The economic motivation of NYSE specialist units could be im-
portantly influenced by the way stocks are allocated among units, In
addition, by allocating a larger proportion of the available issues to
units whose performance is superior, the NYSE could improve the
average quality of the market-making in its list even if the behavior of
individual units were not changed.

At the request of the Study, the NYSE supplied data on all stocks
assigned to each of the 30 NYSE specialist units in the sample as of
mid-1967 and on all additions and deletions until July 1, 1970. Since
the number of issues is not a good measure of the economic potential
in a stock, the Study estimated the dollar volume of trading in the
stocks during the month of July 1967 and during the months of June
and July 1970.

Table XTI-26 shows the percentage distribution of volume in mid-
1967 and mid-1970 in the stocks assigned to the three categories of
NYSE specialist units. For each category of specialist unit, the per-
centages are very nearly identical in the two periods. This table indi-
cates that the NYSE has not tended to use the allocation process to
increase the proportion of its volume assigned to those specialist units
in the highest inventory activity category.®!

Table XII-27 divides the total volume of trading in issues assigned
to the sample specialist units into that part of the volume resulting
from stocks that had been allocated to the unit before July 1, 1967, and
the part allocated to those units after that date. Nearly a quarter of the
1970 volume for the 30 units as a whole was in issues for which a spe-
cific specialist unit assignment decision was made in the previous three
year period. Thus, the opportunity existed to make a significant change
in the allocation of volume.

% Special Study, pt. 2. p. 126. In 1959, NYSE specialists had total gross income (on
a LIFO basis and including investment account profits and losses but excluding all un-
realized trading profits and losses) of $40.8 million on capital (cost of inventory plus
cash on hand) of $69.1 million for an annual gross return of 59 percent. In 1960 the
reﬂwctlve figures were $34.7 million, $76.3 million and 45 percent. I'd. at 68, 69, 481, 483.

The volume in the stocks newly assigned to the high activity specialists was higher
than that of the stocks assigned to the other groups. The high activity specialists, however,
lost more stocks by merger or delisting,

53-940—71—pt. 4 35
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Table XII-26

Percentage of Trading Volume in 1967 and 1970
“In All Stocks Assigned to Sample
NYSE Specialist Units by Inventory Activity Category

Percentage of Dollar Volume in Stocks
A551gned “to Units in Each Category

Inventory As of ngy'1967 As of June-July 1970
Activity (Percent) (Percent)
Category .

High 44,6 44,5

Medium 34,7 35.0

Low 20.7 ° 20.5

Total 100.0 : 100.0
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Table XII-27

Percentage Distribution 'of 1970 Trading
Volume by Inventory Activity Category
N of NYSE Specialist Unit and
By Status of Stocks in 1967

Stocks Allocated to Stocks Allocated to Activity
Units in 1967 and Units Since 1967 Category
Still Assigned to Totals
""Them in 1970
High 35.2 9.3 44,5
Medium 23.8 11.2 35.0
Low 17.5 3.0 20.5
Total 76.5 23.5 100.0






