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CHAPTER XIII

Inreacr oF INSTITUTIONAL TRADING ON BROKERAGE SERVICES AND THE
SecuriTieEs INpUSTRY

A. INTRODUCTION

1. Scope of Chapter

This chapter deals with both the relationship of institutional inves-
tors to the securities industry and the impact of that relationship over
time. For purposes of this chapter the securities industry includes
those persons and firms that meet the statutory definition of “broker”
or “dealer.” The Securities Exchange Act defines a broker as: “any
person engaged in the business of effecting transactions in securities
for the account of others. . . .”?

A dealer is defined as: “any person engaged in the business of buying
and selling securities for his own account but does not include . . .
any person insofar as he buys or sells securities for his own ac-
count . . . but not as a part of a regular business.” 2

Brokers normally recelve a commission for acting as agent for oth-
ers in the execution of securities transactions. Dealers normally at-
tempt to profit on principal transactions with others. Compensation
for the actual execution of securities transactions represents only a
minor part of the payments made by institutional investors to broker-
dealers. The first part of the chapter deals with the impact of the
growth of institutional equity investment on the securities industry
during the 1960’s. Both the period before and after changes in stock
exchange rules on the level, structure and sharing of commissions took
effect were studied in detail. The second part of this chapter will be
devoted to a discussion of those other services for which payments are
made and their importance to both the institutional investors and the
broker-dealers. The third part of the chapter analyzes the question of
institutional affiliations with broker-dealers.

2. Sources of Data

The major sources of quantitative data used in this chapter are three
Study questionnaires, Forms I-7, I-29 and I-61, and the Income and
Expense Reports of New York Stock Exchange (NYSE) member
firms. Much of the descriptive material comes from interviews con-
ducted by the Study as well as the transcript of proceedings before the
Commission, In the Matter of SEC Rate Structure Investigation of
National Securities Exchanges (SEC Rate Hearings).

1 Securities Exchange Act, sec. 3(&; (4;.
2 8ecurities Exchange Act, sec. 3(a) (5

(2157)
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Form I-7, sent to 227 institutional investors, collected data on the
commissions paid by these institutions and the volume of their prin-
cipal transactions in stocks for the calendar year 1968 and for the first
six months of 1969. Data were collected for both their total dealings
and their dealings with a sample of broker-dealers.®

In addition to data on total commissions, figures were provided
detailing the amount of commissions designated by customers, the
amount of commissions paid and/or directed for research, and the
prevalence of institutions receiving such services as custody of secur-
ities, portfolio valuation or direct wires from broker-dealers. Re-
sponses were received from 49 banks, 26 life insurance companies, 21
property and casualty insurance companies, 13 self-administered pen-
sion funds, 10 self-administered foundations, and 17 self-administered
college endowments. These were the largest institutions in each cate-
gory in terms of assets. In addition, data were collected from the 88
largest investment advisers on their registered investment company
and other accounts.* Although in most instances the advisers were
unable to supply data on accounts other than registered investment
companies, data were available for the investment companies man-
aged by 57 of these advisers and the other accounts of 36 of the
advisers. The data were available for all of the 10 largest registered
investment company complexes, but only for the non-investment com-
pany accounts of two of the 10 largest advisers to such accounts.

Form I-29 was sent to the same institutional investors as Form I-T.
This form asked about certain trading procedures used by these in-
vestors in the purchase and sale of stock, the responsibilities and
makeup of the trading department, the discretion given to broker-
dealers, the policy on combining orders of two or more accounts, the
use of market-makers as opposed to agents and the extent that the
instiktut;ion dealt directly with other institutions or the issuer of the
stock. ‘

Form I-61 was sent to both a random and selected sample of broker-
dealers.’ The random sample initially consisted of 10 percent of all
broker-dealers registered with the Commission. From this list the
Study selected all broker-dealers that reported upon registration with
the Commission that they intended to, or already did, earn at least
10 percent of their gross income from any of the following three
capacities:

(1) “exchange member engaged in exchange commission business”;

(”2) “broker or dealer retailing corporate securities over-the-coun-
ter”’; or

(8) “broker or dealer making inter-dealer over-the-counter markets
in corporate securities.” ¢ Only firms which acted in at least one of
these three capacities were likely to receive any significant institu-
tional business in stocks. Some firms which received the questionnaire

8 These were the same broker-dealers in the Form I-61 sample described below.

¢ These include most investment advisers managing over $100 million of assets whether
or not registered under the Investment Advisers Act of 1940.

5The names of the sampled broker-dealers are contained in Lists F and G in Supple-
mentary Volume II.

6 This information is requested by question 22 of Form BD. Since the registration
form was revised in September 1968, and all broker-dealers were required to file the re-

vised form, the classification of firms on this basis was in almost every instance based on
current data about the firm.
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were excused when it was learned that, although they intended to
engage in these activities, they had never actually done so. Others
were excused because they had either ceased business prior to the
period studied or had not initiated business until after the period
studied. Data from 210 of the broker-dealers chosen at random were
used in the analysis. Additional firms were chosen if they were known
to be major institutional brokers, block positioners or institutional
research firms, or if they had some other characteristic of interest.
Responses from 85 of these selected brokers were used in the analysis.

Form I-61 asked for data from these broker-dealers about their
exchange memberships held, their sources of income, their dealings as
market-makers and Elock positioners, their other principal transac-
tions, their capital and their personnel. One schedule included sum-
mary information on their banking relationships with all banks and
detailed information on their relationships with the 50 banks in the
sample for Form I-7. Another schedule dealt with their total mutual
fund sales and their sales of the funds managed by the investment ad-
visers in that sample.”

Members of the NYSE doing business with the public file an annual
report with that exchange which details the income, expenses and
capital of the firm. Reports filed for the years 1962 through 1969 were
used extensively in studying the long term trends in the securities
industry. In addition, certain analyses of the Income and Expense Re-
ports and related data done for the NYSE by the National Economic
Research Associates (NERA) have been used. The use of Income and
Expense data as a measure of absolute income, expenses and profits has
been questioned since the industry does not have a uniform system of
accounts, and the profits of the commission and other parts of the busi-
ness are 1n part determined by the allocation of expenses in a manner
which is not necessarily consistent among respondents.® Consequently,
these reports and the NERA analyses were used in the context of this
Study only to show trends over periods of time or to compare one type
of firm against another and not to ascertain absolute magnitudes. Since
allocations are presumably made consistently over time by individual
firms, and there is no reason to assume any differences among different
types of firms in their methods of allocation, the data were appropri-
ate at least for this limited use.

On July 1, 1968, the Commission commenced its rate hearings. These
hearings, which have continued intermittently for more than two years,
have produced more than 7,000 pages of transcript and hundreds of
exhibits. Witnesses appeared representing the self-regulatory bodies,
broker-dealers, institutional investors, the AntiTrust Division of the
Department of Justice and other interested parties. The transcript and
exhibits have served as a source for some of tll)le material in this chapter.

In addition, the Study interviewed hundreds of people, including
broker-dealers, bankers, insurers, investment advisers and managers of
foundations, pension funds and endowments.

7The names of the banks and the mutual funds for which these data were collected
appear in Lists N and O, respectively.

8§ For a more complete description of the Income and Expense Reports and some of
thetr deficiencies. See In the Matter of SEC Rate Structure Investigation of Natlonal
Securities Exchanges, Commission file No. 4~144 (“SEC Rate Hearings’’), at 41894194,
On October 22, 1970, the Commission requested the NYSE to develop and submit a plan
by May 31, 1971, for a uniform system of accounts and uniform methods of cost allocation.
See Securities Exchange Act Release No. 9007.
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B. LONG-TERM IMPACT OF INSTITUTIONAL INVESTORS ON THE SECURITIES
INDUSTRY

1. Overall Trends in the Securities Industry

The 1960’s saw dramatic change in the securities industry. Between
1960 and 1968 total dollar volume of stocks traded on the NYSE rose
from $38.0 billion to $145.0 billion, and volume of the American Stock
Exchange increased from $4.2 billion to $34.8 billion. Similarly, vol-
ume on the regional exchanges increased from $3.1 billion to $16.6
billion by the end of 1968. This 334 percent increase in the dollar value
of trading volume on all registered exchanges, combined with increases
in over-the-counter trading, mutual fund sales, and sales of under-
written issues produced tremendous growth in the securities industry.’

Table XIII-1 shows for one segment of the industry—NYSE mem-
ber firms doing business with the public—the distribution of gross in-
come for the period 1962 to 1968. During this period the gross income
of these firms increased about 270 percent, from under $1.5 billion to
more than $5.4 billion. In 1962 more than a third of the member firms
reported gross income of under $1 million and less than 1 percent re-
gorted income of at least $50 million. By 1968 only 7 percent of the

rms reported gross income under $1 miﬁion, while more than 6 per-
cent reported gross income of $50 million or more. Table XTII-2 shows
the rates of growth of various segments of these members’ business.
Security commission income increased 279 percent between 1962 and
1968, and gross income from all other sources increased 259 percent.
The greatest percentage increase occurred in profits from trading and
arbitrage (39gepercent) and investments (787 percent), although this
increase in part reflects differences in market conditions prevailing in
1962 and 1968. Gross interest received on customers’ margin accounts
increased 133 percent, but since the volume of margin debt on which
the interest was earned increased only 62 percent from 1962 much of
‘fhe total increase reflects a higher rate of interest charged on margin
oans.

The major source of NYSE member firms’ income is commissions
charged on the execution of agency orders. Table XIII-3 shows, for
NYSE member firms, the amount and distribution of gross commis-
sions received for the period 1962-1968. Throughout this period com-
mission income as a percentage of total gross income of all firms re-
mained around 60 percent. Firms reporting gross commission income
of under $1 million decreased from 55 percent of the total firms in
1962 to 17 percent in 1968. At the other extreme, firms with $25 million
or more in gross commission income rose from less than 1 percent of
the total firms to almost 8 percent.

Along with this higher volume of commissions and other income,
member firms enjoyed correspondingly greater profits. Tables X1I1—4
and XIII-5 show, for NYSE member firms, the amount and distribu-
tion of pre-tax profits on total business and security commission
business.*®

9 Secs. B.7 and B.8. below, discuss the period 1960-1970 in detafl,

10 Since NYSE member firms include both partnerships and corporations, imputed rather
than actal salaries of general partners and voting stockholders have been used in the
Income and Expense Reports in the calculation of pre-tax profits.
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Pre-tax profits on total business increased from $108 million in 1962
to more than $1 billion in 1968. The median firm in 1962 earned about
$62,000 before income taxes. By 1968 the pre-tax profits of the median
firm had risen to more than $500,000. The percentage of firms losing
money declined from 30.6 percent to 2.6 percent.

Pre-tax profits on commission business during this period increased
from $7 million to $320 million. In 1962, 59 percent of the firms re-
ported losing money on this segment of their business; by 1968 only
17 percent lost money. Between 1962 and 1968 the percentage of firms
with pre-tax profits of $1 million or more rose from 3 percent to 22
percent of the total (Table XIII-5).
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©XI1I-1
~___ Gross Income .
New York Stock Exchange Member Firms.

~

1962 - 1968

Percent of Firms

Gross Income

($ millions) 1962 1964 1966 1968
under 1 34.1% 24, 5% 16.87% 7.0%

1- 3 37.3% 38.7% 38.1% 24.1%
3-5 10.1% 14, 2% 14.6% 15.8%
5-10 9.0% 11.3% 15.7% 23:6%
10-20 5.2% 1.9% 6.8% 15.0%
20-50 3.8% 5.2% 5.1% 8.3%
50 and over _0.6% _1.0% _3.0% _6.2%
TOTAL 100.0% 100, 0% 100.0% 100.0%

]

Grosgs Income
(millions) $1,464 $1,801 $2,849 $5,403

Source: NYSE Member Firm Income & Expense Reports - various years.



T, . TABLE XT11.2 ..
Sources of Income

New York Stock Exchange Members
1962-1968

.. INCOME ($ millions) T

' ﬁ Percent Increase '
1962 1964 1966 1968 1962-1968
Security Commlgsion 856 1054 1766 3246 279
Profit from trading and
arbitrage ’ 129 150 186 641 397
Profit from”‘:}—l"—a'ewrffi{lg - : .
syndicates & selling groups 122 123 208 462 ) 279
Profit from investments 15 32 34 133 787
Dividends and interest received by

reporting firm on investments 32 40 61 55 72
Income from sales of mutual fund .
shares to customers at retail or 34 39 84 157 362
to broker-dealers at wholesale

Fees for account supervision -

investment advice 11 12 19 29 164
Interest (gross) received on

customers' accounts 191 263 337 445 133
All other income 74 88 156 _ 237 220
TOTAL GROSS INCOME 1464 1801 2851 5430 | 269

Source: NYSE Member Firm Income & Expense Reports - various years.

€91¢
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Toxiiraa o
_Gross Commission Income

_New York Stock’ Exchange Member Fitms
1962 - 1968 ’ -

Gross
Commission Percent of Firms

Income
($ millions) 1962 1964 1966 . 1968
under 1 54.6% 43.27 32.3% 17.1%
1- 3 28.07% 32.6% 36.1% 32.9%
3- 5 6.9% 10.0% 11.1% 15.0%
5-10 . 5.8% 8.1% 10.8% 14.87%
10-25 3.8% 3.9% 5.7% 12.7%
25 and over _0.6% —2.3% _4.0% _1.5%
TOTAL 100.0% - 100.0% 100.0% 100.0%

Gross Commission
Income 17 = . $856 $1,054 $1,755 $3,245
(millions)

1/ Includes somc double counting to the extent that
commissions were paxd by one member to another~
in the form of floor brokerage, give-ups, etc.
The overstatement is probably less than 10 percent
of the total.

Source: NYSE Member Firm Income & Expense Reports - various years.
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L111-4

Pre-Tax Profit-Topg{ Business

New York Stock Exchange Member Firms

1962 -~'1968_

Pre-Tax Profit P t of Fi

Total Business grcent or Firms
($ thousands) 1962 1964 1966 1968
Loss ' '30.6% 4.2%  10.0%..., 2.6%
Under 250 43.9% 51.0% 36.1% 17.1%
250-500 11.8% 18.1% 17.5% 16.1%
500-1, 000 6.1% 11.0% 14.3% 19.2%
1,000-5,000 6.4% 13.2% 17.5% 33.4%
5,000 and over 1.2% 2.6% 4.6% 11.7%
TOTAL 100.0% 100.0% 100.0% 100.0%
Pre-Tax Profit (Loss)
(millions) $108 $239 $447 $1,013

Source: NYSE Mgmber Firms Income & Expense Reports - various years.
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_ XIII-5
A_;_?;é}iaiffféfit-Commission ﬁusineé;

W:Né& York:S£béELEiqhaﬂge.ﬂéﬁbeg-Fifmé i .

1962 - 1968
Pre-Tax Profit .
Commission Percent of Firms
Business
($ thousands) " 1962 1964 1966 1968
‘Loss 59.27% 34.5% 22.1% 17.1%
under 250 30.1% 45,27, 39.1% . 27.7%
250- 500 4.6% 6.17% 18.1% 16.6%
500-1,000 2.9% 7.7% 8.6% 16.3%
1,000-5,000 2.9% 5.8% 11.3% 18.9%
5,000 and over 0.3% 0.3% 0.8% 3.4%
TOTAL 100.0% 100.07% 100.0% 100.0%
Pre-Tax Profit (Loss)
(millions) $7 $75 $190 $320

Source: NYSE Member Firms Income & Expense Reports - various years.
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2. Growth in Institutional Investor Payments to the Securities
Industry

During the 1960’s the volume of institutional trading rose dramat-
ically. On the NYSE alone, estimated share volume of institutional
investors rose from about 360 million shares, or 28 percent of 1960
total public volume, to almost 2.3 billion shares, or more than 50
percent of 1969 public volume. Table XII1-6 shows, for major classes
of institutional 1nvestors, their estimated share volume and their per-
centage of total NYSE public volume for the years 1960, 1963, 1966
and 1969.1* On an absolute basis, institutional 1nvestor share volume
during this period increased 548 percent while individual investor
share volume increased only 133 percent. Between 1960 and 1969 vol-
ume generated by each type of institutional investor also increased.
The two largest groups, banks and mutual funds, accounted for a com-
bined 231 million shares in 1960 and 1.5 billion shares in 1969. Their
volume increased from 18.3 to 34.0 percent of total public volume dur-
in%this period.

uring most of this period the average price per share traded also
increased. For the full year 1960 the average price per share traded
was $39.60. The average price rose to a high of $44.70 in 1966, settling
to $40.80 in 1969. The average price per share traded by institutional
investors has been higher than the average price of shares traded by
individuals. In their Public Transaction gtudy conducted in 1969 the
NYSE found the average price of a share traded by institutions and
intermediaries was $44 and by individuals was $35. Similar price
differentials have also been found in preceding NYSE Public Trans-
action Studies.?®

The increase in institutional investor share volume was implemented
by a substantial increase in the average size of institutional orders.*?
Between 1960 and 1969, increases in the average size of institutional
orders executed on the NYSE ranged from 179 percent for self-ad-
ministered pension funds to 577 percent for mutual funds. Table XTII-
7 shows, for selected classes of institutional investors, the average size
of orders executed on the NYSE in the period 1960 to 1969. In 1960
the average size of institutional orders ranged from a low of 166 shares
for commercial banks and trust companies to a high of 550 shares for
mutual funds. By 1969 the average size order for these two institu-
tional types increased to 493 shares and 8,726 shares, respectively.

1 Public share volume excludes all trading by NYSE members for their own account.

13 For instance in 1966 the average price of shares traded by institutions and individuals
was $46 and $38, respectively.

18 For this purpose an order is defined as all purchases or sales for one brokerage
account of a single security on the same day pursuant to a single order.



TABLE X111-6

;ﬁsiimgted.Shareé Volume on the NYSE'"
Institutﬁongl and Individual Investors

1960 - 1969
1960 1963 1966 1969
% of % of % of 7% of
INVESTOR TYPE ohares | public | STES | ublic | Shares | pupiic | Shaves | mubite
m ons Volume millions . Volume m llioqs) Volume m ions Volume
Commercial Bank or Trust
Companies 165 12.8 224 11.6 508 16.7 949 21.1
 Mutual Funds 71 5.5 107 5.5 337 11.1 584 12.9
Life Insurance Comparies 9 0,7 14 0.7 34 1.1 71 1.6
Non-Life Insurance
Companies 13 1.0 17 0.9 37 1.2 53 1.2
Non-Bank Trust or Estates 18 1.4 29 1.5 51 1.7 9i -~ 2.0
Self-Administered Private )
Pension Funds 19 1.5 21 1.1 52 1.7 126 2.8
Other Institutions 66 5.1 119 6.2 212 7.0 ..458 10.2
SUBTOTAL 360 27.9 529 27.4 1,230 40.4 2,332 51.8
Individuals and Non-Member e -
Broker-Dealers 932 72.1 1,399 72.6 1,814 59.6 2,»173 48.2
TOTAL 1,292 100.0 1,928 190.0 3,044 100.0 4,505 100.0

SOURCES:

member trading volume.

Public volume derived from twice reported round-
Percent of public volume

lot volume plus public customer odd-lot volume minus
derived from NYSE Public Tramsaction Studies.

89132
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TABLE XII1-7

_Average Share Size of Order Executed on NYSE
By Selected Institutions

Percent
Increase
1960 1963 1966 1969 1960-1969

Commercial Bank or

Trust Company 166 205 288 493 197 °
Mutual Fund 550 1,148 1,730 3,726 3577
Life Insurance Co. 371 570 760 1>93§: o422
Non-Life Insurance Co. 347 542 953 9887 T 1857

Non-Insured Private
Pension Fund (Self- o L
Administered) 350 309 366 976 179

el

SOURCES: New York Stock Exchange Public Transaction Studies:
various years,

53-940 O - 71 - pt. 4 - 50



2170

3. Impact of Increased Institutional Investor Business on Securities
Industry Profitability

a. Total business

The overall increase in total business, as well as commission business,
had a positive impact on the profitability of most NYSE member
firms. Broker-dealers executing orders primarily for institutional in-
vestors, however, were more profitable than those broker-dealers who
dealt primarily with individuals.

In order to study the relative profitability of firms, broker-dealers
were grouped into institutional and individual or retail firms. This
was done by using the average commission income received per trans-
action as a proxy for the mix of institutional and individual business
of the broker-dealer. The commission on an average 100 share order
during this period was about $40. Any broker-dealer with average
commission income per transaction around that figure probably
handled a predominant number of orders for individual rather than
institutional investors. Conversely, a firm with income per transaction
of three and four times the commission on a typical 100 share order
probably handled a greater amount of the larger orders typically as-
sociated with institutional rather than individual investors. Firms
with average commission incomes between $50 and $100 may be deal-
ing with wealthier individuals or may have a product mix combining
both institutional and individual orders, with neither type dominating.

Table XTII-8 shows, for NYSE member firms so grouped, the pre-
tax profits on their total business. Although broker-dealers who dealt
primarily with individuals (commission income of under $50 per
transaction) accounted for 62 percent of the NYSE member firms,
they accounted for 72 percent of the firms with pre-tax profits of less
than $1 million, and only 41 percent of those earning more than $5
million. The institutional firms (commission income per transaction
of $100 and over), although accounting for 13 percent of all firms,
accounted for only 7 percent of firms with under $1 million in profits
and 52 percent of those earning $5 million or more.

Table XIIT-9 shows the median pre-tax profits of each class of
firms. The median pre-tax profit for all NYSE member firms in 1968
was $824,000. The medians for the retail firms and the institutional
firms were $672,000 and $2.4 million, respectively. Although on aver-
age the institutional firms may be larger than the retail firms it does
not account for the disparity in income.

Table XIII-10 shows the pre-tax return on capital for the total
business of these firms in 1968. Including those firms suffering losses,
22 percent of the retail firms, but only 10 percent of the institutional
firms, had pre-tax returns of under 10 percent. At the other extreme,
one-fourth of the institutional firms, but only 5 percent of the retail
firms, had returns of more than 50 percent. The median pre-tax return
on capital for retail firms was 18.9 percent and for institutional firms
was 35.7 percent.

b. Security commission business

The difference in the profitability of handling the commission busi-
ness of individuals as opposed to institutions was primarily responsible
for the unequal distribution of total net income among member firms
in 1968. Although those firms executing orders primarily for individ-
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uals represent 62.4 percent of the firms and received 66.7 percent of
security commission gross income, they accounted for only 32 percent
of the pre-tax profit. With the largest firm doing primarily a public
retail business removed from both the group of firms doing an indi-
vidual business and from all firms, the gross commission income of the
remaining primarily retail firms declines to 63.8 percent of total busi-
ness and their percentage of total profit declines to less than 25 per-
cent of total member pre-tax profit.

The institutional firms, although accounting for only about 13 per-
cent, of all firms and 14 percent of all commission income, accounted
for 39 percent of the profits from securities commission income. If
the largest retail firm is excluded from the group of firms doing

rimarily an individual business and from the total, the institutional
I1‘?11'ms’ share of the remaining profits rises to 43 percent.

Table XTII-11 shows that the groups of firms with higher pre-tax
profits have higher median commission income per transaction. Table
X1II-9 shows that the median profit for the 241 firms doing primarily
a retail business was $182,000, while the median profit for the institu-
tional firms was more than $1 million. Table XIII-11 shows that firms
suffering losses on commission business had a median commission
income per transaction of $38.63, while firms with profits of $500,000
to $1 million had median income per transaction of $52.56. For the
firms with profits of $5 million to $10 million, and $10 million and
over, the median commission income per transaction was $99.66 and
$191.37, respectively. Ninety-two percent of the firms that lost money
on their commission business were retail firms while only one of the
institutional firms suffered a loss. At the other extreme, of the 13
firms with profits of $5 million or more, three were in the retail cate-
gory and seven were in the institutional category.

Similarly, the pre-tax profit margins, that is, pre-tax profit as a
percent of total gross income, of institutional firms were considerably
higher than those of the retail firms. For the entire categories of retail
and institutional firms, profits were equal to 4.8 percent and 26.8 per-
cent, respectively, of gross commission income.* As shown in Table
XTIII-12 the median profit margin of the retail firms was 6.6 percent,
and the median of the institutional firms was 26.7 percent.

The higher profits for institutional firms cannot be attributed solely
to their larger average size. The median institutional firm had total
%ross commission income of $4.3 million, compared with $2.9 million

or the retail firms. Table XIII-13 shows that the median profit mar-
gin of the institutional firms grouped by size classes was in every case
greater than the median for retail firms in the same size class.

The higher profit margins of institutional firms were attributable
to a commission rate schedule which did not recognize any of the
economies in handling larger orders.’® Although detailed data on the
cost of handling different size transactions are not available for 1968,
such data are available for 1969. According to a study done for the

1 The Income and Expense Reports, on which these profit margin calculations are based,
include in gross income receipts of give-ups and do not exclude payments of give-ups.
Institutional firms paying give-ups reflect such payvments as an expense. In calculating
profit margin if gross income were stated as net of give-ups paid, and such payments were
not stated as an expense, the disparity between retail and institutional firm' profit mar-
gins would be greater. For a discussion of give-ups see sec. C.4, below.

15 Although "the rate structure did not recognize any economies in handling larger
orders the firms handling these orders often gave-up part of the commissions received
on these transactions to other broker-dealers. Seesec. C.4, below.
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NYSE,® the average cost of handling a 1,000 share, a 10,000 share
and a 100,000 share order of a $40 stock in 1969 was respectively,
about 6, 42 and 377 times as great as the average cost of handling a
100 share order, yet the commission charged in 1968 was, respectively,
10, 100 and 1,000 times the 100 share commission.!” As shown on Table
XiII—M, the rate schedule in effect prior to December 5, 1968, resulted
in the profit per order increasing with the size of orders. Added to the
economies resulting from the increased size of orders were any econ-
omies individual firms enjoyed from the overall increase in the volume
of business during the 1960s.

c. Other business

Aside from the execution of agency orders, NYSE members received
income from various other sources. The three most important by
amount of gross income to members as a group were trading and
arbitrage, underwriting, and margin interest income. For all firms
these three accounted for $641 million, $462 million and $445 million,
respectively. Income from these sources accounted for 29 percent of
total gross income and 71 percent of income from sources other than
commissions.

The type of other business done by any particular firm is closely
related to the type of customer it deals with in its commission business.
For instance, retail firms derived more than 10 percent of their other
income from the sale of mutual fund shares, while institutional firms
received only four-tenths of 1 percent of their other business from this
source (Table XIIT-15). Likewise, interest received on customer ac-
counts (margin interest income) accounted for 29 percent of the retail
firms total other income but less than 4 percent of the other income
of institutional firms.

Profits from other than commissions are shown in Table XIII-16.
Unlike the situation with the commission income figures, the per-
centage of institutional firms losing money on other business was
greater than the percentage of retail firms losing money. The median
pre-tax profit on this other business was greater for the institutional
firms. On average, however, they are larger firms.

The more profitable commission business done by the institutional
firms may In certain instances be offset by losses suffered on the other
business. For example, at least some block positioners regularly incur
trading Josses on their positions in order to attract the highly profitable
institutional commission business.’® Similarly, interviews indicate that
some broker-dealers making a market in over-the-counter securities at
times engage in principal transactions with the institutional commis-
sian customers at lower markups than would have been prescribed
were the transactions in the regular course of market-making. For in-
stance, one institutional brokerage house reported that it was in their
best long-range interest to buy from its regular institutional customers
shares in which it was a market-maker close to or at the last sale even
though the heavy volume of their sales might have resulted in much
lower prices.

18 NERA, Stock Brokerage Commissions: The Development and Application of Stand-
ards of Reasonabdbleness for Public Rates (July 1970).

17 These relatlve costs would be slightly different if an adjustment for the cost of
margin orders had not been made by NERA,

18 See ch. XII for a discussion of block positioning.



Pre-Tax Profit-Total Business

TABLE XIII-8

By Commission Income Per Transaction

NYSE Member Firms

1968
(a)
Commission PRE-TAX PROFIT-TOTAL BUSINESS ($000)
Income Per - 250 500 1000 5000 10000
Transactions Loss Under 250 to to to to and TOTAL
(dollars) - 500 1000 5000 10000 Over
Under 50 3.3 19.5 18.7 22.0 29,0 3.3 4,1 100.0
50 - 100 2,2 17.2 14,0 9.7 46,2 4.3 6.5 100.0
100 and over 7.7 5.8 23.1 30,8 15,4 17.3 100.0
ALL FIRMS 2.6 17.4 15.8 19.2 33.4 5.2 6.5 100.0
(»)
Commission PRE-TAX PROFIT-TOTAL BUSINESS ($000)
Income Per. * 250 500 1000 5000 10000
Transactions Loss Under 250 to to _ to to and TOTAL
(dollars) 500 1000 5000 10000 Over,
Under 50 80,0 70.1 73.8 71,6 54,3 40.0 40,0 62,4
50 - 100 20.0 23.9 21,3 12,2 33.3 20.0 24,0 24,1
100 and over 6.0 4.9 16,2 12,4 40,0 36.0 13.5
_ALL FIRMS 100,0 100.0 100.0 100.0 100,0 100.0 100,0 100.0
Source: NYSE Member Firm Income & Expense Reports : 1968

EL1C
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TABLE XIII-9

Median Pre-Tax Profits
By Commission Income Per Transaction
New York Stock Exchange Member Firms
1968

Commission Median Pre-Tax Profit ($ thousands)

Income
Per Transaction Commission Other Total

(dollars) Bus;ness Business Business
under 50 182 418 672
50 to 100 524 . 543 1,194
100 and over 1,038 656 2,421
all firms 309 478 824

Source: NYSE Member Firm Income & Expense Reports : 1968



.. TABLE XIII-10

Pre-Tax Return on Capital-Total Business
By Commission Income Per Transaction
NYSE Member Firms

1968

- . (a)
“Commission - Return on Capital-Total Business

Income Per .

Transactions Loss Under 10 10 to 20 20 to 30 30 to 40 40 to 50 50 to 70 70 and over Total
.. (dollars)
Under 50 3.3 19.1 32.0 18.7 16.2 6.2 4.6 100.0
50 - 100 2.2 12.9 28.0 24.7 11.8 8.6 6.5 5.4 100.0
. s
100 and over 9.6 9.6 21.2 15.4 19.2 11.5 13.5 100.0
TOTAL 2.6 16.3 28.0 20.7 15.0 8.5 6.0 3.1 100.0
. ®)

Commission Return on Capital-Total Business

Income Per

Transactions Loss Under 10 10 to 20 20 to 30 30 to 40 40 to 50 50 to 70 70 and over Total
___(dollars)

JUnder 50 80.0 73.0 71.3 56.3 67.2 45.5 47.8 62¢4
50 - 100 "l 20.0 19.0 24.1 28.8 19.0 24.2 26.1 41.7 24.1
1100 and over 7.9 4.6 13.8 13.8 30.3 26.1 58.3 13.5
TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 L 100.0 100.0 100.0

Source: NYSE Member Firm Income & Expense Reports : 1968

GL1G



TABLE X1II-1l1

Pre-Tax Profit-Commission Business
By Commission Income Per Transaction
NYSE Member Firms

1968
(a)
Commission PRE-TAX PROFIT-COMMISSION BUSINESS ($000)
Income Per 250 500 1000 5000 10000
Transactions Loss Under 250 to to to to and TOTAL
¢ _fdollars) 500 1000 5000 10000 Over
Under 50 ?5.3 31.5 17.4 11.6 17.9 0.8 0.4 100.0
50 to 100 4.3 78,0 17.2 23.7 23.7 3.2 100.0
100 and over 1.9 9.6 11.5 25,0 38.5 9.6 3.8 100.0
TOTAL 17.1 27.7 16.6 16.3 18.9 2.6 0.8 100.0

MEDIAN COMMIS-
SION INCOME 38.63 39.98 42.80  52.56 55.06 99.66 191.37 43,37
. PER TRANS ($)

(b)

Commission PRE-TAX PROFIT-COMMISSION BUSINESS ($000) MEDIAN PRE-TAX

Income Per 250 500 1000 5000 10000 PROFIT-COMMIS-

" Transactions Loss Under 250 to to to to AND TOTAL SION BUSINESS
(dollars) 500 1000 5000 10000 OVER ($000)
Under 50 92.4 71.0 65.6 44,4 42,5 20,0 33.3 67.4 182
50 to 100 6.1 24,3 25,0 34.9 30.1 30.0 24,1 524
100 and over 1.5 4,7 9.4 20.6 27.4 50.0 66.7 13.5 1038
TOTAL 100,0 100,0 100,0 | 100.0 100.0 100,0 100.0 100.0 309

Source: NYSE Member Firm Income & Expense Reports : 1968

9.12



" TABLE XIII-i2

Pre-Tax Profit Margin on Commission Business

By Commission Income Per Transaction

NYSE Member Firms

1968
’ (a)
_ Commission PRE-TAX PROFIT MARGIN ON COMMISSION BUSINESS ($000)
Income Per: .
T~ Tramsactions’ ' | pogg Under 5 5 to 10 10 to 15 15 to 20 20 to 25 25 and Over| TOTAL
(dollars)
Under 50 25.3 17,0 22.0 : 13.7 10.8 4,1 7.1 100.0
50 - 100 4,3 10,8 20,4 19.4 17.2 5.4 22.6 100, 0
100 and over 1.9 1.9 9.6 11.5 5.8 13.5 55.8 100.0
TOTAL 17.1 13.5 19.9 14.8 11.7 5.7 17.4 100.0
MEDIAN COMMIS-
SION INCOME 38,63 39,29 42,69 47,60 48,53 53,20 90,37 43,37
PER TRANS ($)
. (b)
_ Commission PRE-TAX PROFIT MARGIN ON COMMISSION BUSINESS ($000)
Income Per
Transactions Loss Under 5 5 to 10 10 to 15 15 to 20 20 to 75 25 and Over| TOTAL
(dollars)
Under 50 92,4 78.4 68.8 57.9 57.8 45,5 25.4 62.4
50 - 100 6.1 19.6 24,7 31.6 35.6 22.7 31.3 24,1
100 and over 1.5 2.0 6.5 10.5 6.7 31.8 43,3 13.5
TOTAL 100,0 100,0 100.0 100,0 100,0 100.0 100.0 100.0

Source:

NYSE Member Firm Income & Expense Reports : 1968

MEDIAN PRE-TAX
PROFIT MARGIN-
COMMISSION
BUSINESS

6.6
13.8

26.7

9.7

LL1T



Table XI11-13

Median Profit Margin on Commission Business

by Commission Income Per Transaction
Security Commission Gross Income
NYSE Member Firms

and

1968
Commission Income Commission Incomeg ($millions)

_ Per Transactions Under 10 to |20 and

(dollars) 1 to 2 |2to 3 [3 to 4 i4 to 5 15 to 7 |7 to 10 20 over
Under 50 4.1 7.5 10.6 9.1 9.3 6.3 3.5 7.2 3.5
50 - 100 10.9 14.3 26.3 13.0 14.4 16.1 15.3 ,10.9 13.4
100 and over ,23.2 .34.3 35.5 ,27.8 13.5 24.8 21.2 ,25.4 ,22.5
All Firms 5.3 .10.0 13.3 13.6 11.8 7.5 6.6 ,11.2 8.0

Note: The number in each cell is the median profit margin on commission business of all
firms in that cell.

Source: NYSE Member Firm Income & Expense Reports: 1968

8L12
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"TABLE XI1I-14
Index of Income, Costs and Profit Margin
For Various Size Orders
NYSE Member Firms
Pre-December 5, 1968

Index of
Size of Order . Commission Income Average Cost I7 Profit
Margin 2/
100 100.0 100.0 . 0.0
200 200.0 165.3 17.4
300 300.0 225.6 24,8
400 : . 400.0 282.3 ) ‘ 29.4
500 4500.0 336.3 32,7
-
1000 ] 1000.0 . 578.0 42,2
5000 5000.0 2180.8 56.4
10000 10000,0 4180.8 58.2
" 100000 100000.0 37697.4 T 62,3

1/ Average costs of tranmsactions under 5000 shares include an adjustment
for the cost of handling margin orders.

2/ Profit margins are based on an assumed firm whose average cost of
executing a 100 share order of a $40 stock equals its pre-December
1968 income from a 100 share order.

Source: Average cost index derived from NERA Stock Brokerage Commission:
The Development and Application of Standards of Reasonableness
for Public Rates .



*  Table XIIL-15__ _

SOURCES OF INOOME OTSER THAN SECURITY COMMISSIONS
. . NEW YRQK STOCK EYCHANGE MDEERS

1958
Seeurfty Comission Income Per Transaction
Unaar 50 30 o 100 100 and over A1l Firws
As a rorcenc of As & pezgcort of As g parcsnt of . As_: sercent of
Totz Total Totcl ‘ Total
Cthar Cross Other Gross Other Gross Other Gross
" $ Millione Ircc== Incore §$ Millions Incoms Income Millfona _ Income _Income Millions TIncore Imcome
Preofit or loss from trading
and arbitrage 319 25.3 9.3 145 4.1 13.9 177 37.4 18.9 641 29.7 11.9
Profic ¢z 1oss from Underwristing . T
Syndicates & Sellinz Troups 254 20.2 7.4 102 25,0 9.8 106 22.4 1.3 462 21.4 8.6
Profit or loss from investmeats 379 3c.1 111 25 . 5.9 2.4 70 4.8 7.5 133 6.2 2.5
- .. .
Dividends and interest recelved by . . .
reporting flrm on investments 275 2.18 8.0 9 2.1 0.9 18 3.8 1.9 55 , 2.6 1.0
Incoue from sales of mutval fupd ’
shaies to customers ac retell or . . .
to broker-dzalers at whalesale 127 10.1 3.7 27 6.4 2.6 2 046 . 0.2 157 7.3 7 2.9
Fees for account supervislon - °
investoent advice - 8 0.6 0.2 10 2.4 1.0 11 2.3 1.2 23 1.3 0.5
Ietorest {gross) recelved on . . ..
c_us:o:en'_a\.caunr.a 365 29.3 10.8 57 3.4 5.5 18 3.8 1.9 445 20.6 - 8.2
All Othar Inceme i 116 9.2 3.4 40 11.5, 4.7 n - 15,0 .. 7.6 237 11:0 T4
Total Other Income 1259 100.9 36.8 42> 10020 ). 473 100.0 So0.5 2157 " 100.0 39.9
Security Comeission Incoms 2165 63.2 617 - 59.2 464 49.5 3246 . 60.1

Total Gross Iocome 3426 : 100.0 1042 100.0 - 937 100.0 5463 100.0

Source: NYSE Member Firm Income & Expense Reports : 1968.
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. TABLE XIIi-'I6.

Pre Tax Profit On Other Business

By Commission Income .Pcr Transaction
Yy

NYSE Member Firms

1968
. e . . ()
- Commission , PRE-TAX PROFIT ON OTHER BUSINESS ($000) ) ©
Income Ter 750 500 1coo 5000 . 10000
Transactior Loss Under 250 to to to to and TOTAL
(dollars) 500 1030 5000 10000 OVER
foder 50 %7 T34 17.4 16,6 2.1 | 1.7 4.1 100.0 -
30 < 100 1.8 31> 4.3 18.3 26,9 7.5 1.1 100.0
A
100 and oved  19.7 19.7 7.7 9.5 25.0 9.6 2.6 10,0
‘TOTAL 7.5 30,3 13.0 16.1 74,9 4,2 5.4 100.0
“HEDIAN
“LCOME PER ° .
TRALS (§)
P 3N}
5222;25522 PRE-TAX PROFIT ON OTHER BUSINESS ($000) :
: 250 500 1000 - 5000° "10600 -
Transactlog ., Under 250 to to to to o and TOTAL
(dollars) 500 1000 5000 10090 * QVIR
Lrier 59 31.0 66.7 84.0 86,5 60.4. 25.0 T 62,5 6.4
0 - 100 34.5 74,8 8.0 27.4 76,0 43.8 6.3 24,1
10 and oyer] 345 2.6 8.0 8.1 13.5 31.3 731.3 ~ 13.5
TOTAL 100.0 100.0 100.0 100,0 | 100.0 100.¢ 100.0 1100.0

Source: NYSE Member Firm Income & Expense Reports: 1968

MEDIAN
RE-TAX PROFIT-
OTHER BUSIKESS
($000)

(%]
543

656

1812
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4, Distribution of Increased Institutional Investor Busipess

Because of the more profitable nature of institutional commission
business during the 1960’s it was widely sought by broker-dealers.
Firms attempted to gain additional business by tailoring their services
and advertising to the institutional investor. Conferences and semi-
nars, where broker-dealers and institutional investors could meet, be-
came common-place. The increased sale of mutual funds and the need
for larger bank deposits resulting from increased business gave some
firms additional reasons to receive institutional business.’* The result
of all this was that most NYSE member firms were affected to some ex-
tent by the increase in the percentage of the total commission business
accounted for by institutions. Table XIIT-17, which has been ad-
justed for changes in the price level per share between 1962 and 1968,
shows the number of firms in seven categories of average commission
income per transaction in 1962 and 1968. Of the 265 member firms in
business at both the beginning and end of the period, 53 percent re-
mained in the same category and 4 percent moved into a lower income
per transaction category.”® Forty-three percent of the firms moved into
a higher income per transaction category. Of the 48 firms with income
per transaction of $100 or more in 1968, only four were in that category
in 1962. Eleven of the 30 firms with 1962 income per transaction of
between $50 and $100 had 1968 income per transaction of at least $100.

Of the 265 firms that were in business during both years, those that
moved into a higher average income per transaction category generally
were able to retain their portion of the total commission income of the
Exchange community, while those firms that remained in the same cate-
gory saw their portion of the total decrease significantly. This is shown
in Table XIIXI-18. Those firms with average commission income per
transaction under $50 in both 1962 and 1968 saw their percentage of
total commissions decline from 65.3 percent to 55.6 percent. Those firms
moving from one category into a higher category of average gross in-
come increased their share of the market from 16.9 percent to 19.3 per-
cent. In 1962, firms with average transactions under $50 accounted
for over 91 percent of total commission income, while firms with in-
come averaging $100 and over accounted for only 1 percent of the total.
By 1968 the total commission business done by firms with income per
transaction under $50 had fallen to 65.6 percent of the total, while
firms with income per transaction of $100 and over accounted for 14.3
percent of the total.

The period 1962 to 1968 was marked by the exit of member firms
dealing primarily with the public and the entry of many new firms,
including many doing an institutional business. Eighty-one firms
ceased to report between 1962 and 1968, 71 with 1962 income per
transaction under $50. -

In 1968 there were 121 firms which had not reported in 1962. Most of
these firms were either not in husiness in 1962, were not members of
the NYSE in 1962, or if members they did not carry customer ac-
counts but introduced their business to other members. Of these 121

15 For a discussion of the role of reciprocity in generating business see sec. 7, below.
2 There were many additlonal firms whose gross commission Income per transaction
increased but not enough to move them into a higher category.
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firms, only 74 had average commission income in 1968 under $50, while
21 firms had income per transaction of $100 and over. Of the 27 firms
handling the largest orders in 1968 (average commission income of
$150 and over), 15 did not report in 1962.

Those firms reporting in 1962 but not 1968 accounted for 14.3 per-
cent of 1962 commission income; those firms reporting in 1968 but not
1962 accounted for 21 percent of 1968 income.

Although institutional investors distributed the bulk of their com-
mission business by placing purchase and sell orders with the broker-
dealers of their choice, further redistributions were often made by
directing the confirming broker-dealer, that is, the one receiving the
full non-member commision, to pay a portion of the commission re-
ceived to other broker-dealers. This practice, which came to be known
as the “give-up”, grew very rapidly during the 1960’s. The two major
types of give-ups were the give-up by check and the floor give-up. In
the former the confirming broker-dealer (usually the executing broker)
would send checks at the end of each month, (or some other period)
to other broker-dealers for the amount specified by its customer. In a
floor give-up the broker-dealer would execute the order but would not
confirm the execution. The transaction would be confirmed by another
broker-dealer that the institution would want to compensate for serv-
ices unrelated to the execution. The executing broker would receive
floor brokerage equal to about 10 percent of the nonmember commis-
sion for its services and if it also cleared the trade it would receive an
additional 10 percent of the commission. Table XII1-19 shows the
volume of investment company directed give-ups during the period
1964 to 1968.2* This Table reflects give-ups by check. It does not include
floor give-ups. In 1964, investment companies directed NYSE mem-
bers to pay $11.4 million to other brokers. Of this amount, $10.4 mil-
lion was from NYSE transactions, and $1 million was from com-
missions received on transactions on other exchanges. Between 1964
and 1968 total investment company directed give-ups by check in-
creased more than 700 percent to $91.7 million. Give-ups on NYSE
transactions increased to more than $71 millon while give-ups on all
other exchanges grew to $19 million. Give-ups on over-the-counter
transactions of $1.2 million were reported. The legality of such give-
ups is highly questionable. Since the over-the-counter market is a
negotiated market with no fixed rates of commission, the payment of
any give-up is evidence that a more beneficial price for the invest-
ment company could have been negotiated.

In 1968 NYSE members gave-up by check 38 percent of the $243
million in investment company commistons they received. Table XTIT-
20 shows, by market, give-ups of NYSE members during that year.
Greater percentages of the commission dollar were given up on trans-
actions executed on exchanges other than New York. Of the $43 mil-
lion in commissions received by NYSE members from investment
companies on regional exchange transactions, $19 million or 44 per-
cent were given-up to other broker-dealers.

Investment companies were not the only types of institutions that
directed confirming broker-dealers to split their commissions with

2t Although the term “investment company directed give-ups’ is used, it is the external
adviser to the investment company that directs the give-up.
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others. Table XIIT-21 shows, for the large institutions in the Study’s
sample, the number of institutions of each type directing broker-
dealers to pay commissions to others and the total amount directed.
It was, however, among the investment companies that one found
the most widespread use of this technique for compensating broker-
dealers. Ninety-six million dollars of the total 1968 commissions of
$275 million paid by investment companies was given up. All but nine
of the 57 advisers to investment companies used this device. Although
20 of the 48 banks reporting their 1968 commissions directed broker-
dealers to share commissions, only $6.4 million of the $222 million in
commisions paid by banks was given-up.?? Other types of institutions
directed lesser amounts.

NYSE members reported giving up $35.7 million in 1968 at the
direction of institutions other than investment companies.

Prior to December 5, 1968, the rules of the NYSE permitted mem-
bers of that exchange to give-up portions of the commission paid by
a customer on orders executed on that exchange to other members.
Since most institutional orders to purchase and sell stock were executed
on the NYSE, a large pool of commission dollars was available to be

aid to all NYSE members, not just those confirming the order. An
mstitution could negotiate the amount of the commission to be retained
bﬁ the confirming broker and the confirming broker would write a
check or checks for the remainder to other members named by the in-
stitution. Willingness to give-up high percentages of the commission
on institutional business, as much as 70 percent, became a competitive
norm along-side the historical service competition. Indeed, the execut-
ing broker could give up as much as 90 percent to the member named
by the institution by simply acting as a two dollar broker and by nam-
ing the other member as confirming and clearing agent. (Of course, the
give-up recipient would have the responsibility of confirming and
clearing the transaction.)

The rules on NYSE executions were too restrictive to permit as
wide a distribution of commission dollars as many institutions de-
sired. Advisers to investment companies were particularly anxious
to direct dollars to non-members of the NYSE since a large amount
of fund sales originated with nonmembers. One loophole arose from
a clause in the NYSE Constitution which allowed members holding
seats on other exchanges to charge the rates of commission prescribe:
by the other exchange on all transactions made on the other exchange.
Not only did this permit members of the NYSE to charge commus-
sions at the rate applicable on other exchanges where they were mem-
bers, but more importantly it permitted them to share commissions
in accordance with the rules of the exchange where the orders were
executed. At the very least, these exchanges permitted the sharing of
commissions between their members, many of whom were not mem-
bers of the NYSE. Thus, executions on a regional exchange widened
the potential distribution to include all members of that exchange.
To facilitate the payment of commissions to certain broker-dealers,
funds encouraged those broker-dealers to seek regional exchange mem-

2279 the extent that some banks and other Institutional investors used floor give-ups
these numbers may be understated.
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berships. At the SEC Rate Hearings, the Chairman of the Board of
the underwriter of the funds in one of the largest complexes, testified :

[I1 have suggested to non-members of any Exchange, that they might join
the Midwest and they followed my suggestion within a few months after I gave
them the idea and they did join the Midwest in two cases.?3

Certain exchanges, moreover, permitted the sharing of commissions
with members of any securities exchange and members of the National
Association of Securities Dealers (NASD). Since the NASD included
In its membership about 3,700 broker-dealers doing business with the
public, the potential distribution of commission dollars was limited
solely by the opportunity to execute orders on the exchanges with the
most permissive rules. Since many of the large block trading firms
held multiple exchange memberships it was possible, where the other
side of the transaction and the executing broker were both willing,
to choose among exchanges for execution. As competition for, and
use of, give-ups grew, complex arrangements evolved to bring orders
to regional exchanges. One such arrangement, the “mirror trade”,
was often used to execute orders on the Boston and Detroit Stock
Exchanges. Using this technique a customer would get an NYSE
execution, but would pay a Boston or Detroit Stock Exchange com-
mission. The mirror trade operated in the following way:

One broker-dealer, a member of the Boston Stock Exchange (BSE)
but not the NYSE, would receive a purchase or sell order normally
ranging between 5,000 and 50,000 shares from a mutual fund. This
broker-dealer was able to find the entire other side (by either con-
tacting the BSE specialist or other firms for whom the firm acted
as two dollar broker on the floor of the BSE) in less than 5 percent of
the cases.

When the broker-dealer could not find the other side to a transac-
tion, as was usual, it would send the order, for the firm’s own account,
to the NYSE for execution. The moment the report of the New York
execution was received, the firm would immediately buy an equivalent
number of shares of stock for its own account at the same price on the
BSE from the fund. In other words, the firm bought the stock on BSE
at the identical price at which it sold the stock on the NYSE.

The Boston trade was then confirmed to the fund, described as a
principal transaction and charging a BSE commission in accordance
with that exchange’s rules. The firm paid the New York broker a full
NYSE commission. In accordance with the confirmation, it would re-
ceive & full BSE commission from the fund ; the prices were the same,
thus the commissions were the same. The fund had an execution on the
BSE and the firm had an execution on the NYSE. The fund would
then instruct the firm to pay 50 percent of the commission to other
members of the BSE or NASD members. Under the BSE rules, a
member firm could give-up 50 percent of its commission to another
member or it could give-up 40 percent to an NASD member and 10
percent to a member firm. At that point since the firm had promised
to give-up 50 percent of the commission paid to it but had paid a full
commission to the NYSE member firm, it was out-of-pocket 50 percent
of a full commission. The firm made up the deficit and earned a profit

2 SEC Rate Hearings, at 1856-1857.

53-940—71—pt. 4—51
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by getting unrelated business and give-ups from the NYSE member
firm that had executed the order for it in New York.

Since the opportunity to execute trades on those regional exchanges
which permitted give-ups to NASD members was limited by those ex-
changes’ low volume, other more circuitous routes for the distribution
of commissions developed.

Figures XIII-1 and XIII-2 show how, out of $1,000 in NYSE com-
missions paid by a fund, one non-NYSE broker-dealer could distribute
$250 to NASD only members or to foreign broker-dealers selling shares
of the fund. The non-member would tell the distributor of the fund
to have 50 percent of the fund’s commissions on NYSE executions
given-up to an NYSE member of the non-member broker-dealer’s
choosing. The NYSE member receiving the give-up would, in turn,
pay the full amount received to the non-member for research or other
services rendered by it. The non-member would then pay half the
money ($500) received to NASD only members or foreign broker-
dealers chosen by the fund underwriter. Given the high fixed commis-
sion rate, everybody involved in the transaction appears to have prof-
ited. The fund underwriter was able to encourage additional fund
sales by making additional payments to sellers of the fund’s shares
without any out-of-pocket costs. The fund was able to execute the
order on the NYSE with that broker-dealer believed best capable of
handling the execution. The NYSE executing broker received what it
probably deemed to be fair compensation for executing the order. The
NYSE member that received the give-ups received some services for
which it compensated the non-member in dollars it would have never
seen had it not been for the arrangement. The NASD only or foreign
broker-dealer received additional compensation for the sale of funds
that they might not have otherwise received. The non-member bene-
fitted since the cost of the services rendered to the NYSE give-up
recipient was less than its share.
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The one common characteristic of most of these arrangements was
that they permitted the institution to choose a limited number of
executing broker-dealers while spreading the commissions widely.
Table XTIT-22 shows the percentage of NYSE member firms that
were net payers and the number that were net recipients of give-ups.
Between 1964 and 1968 the net payers ranged between 16.6 and 21.2
percent of NYSE firms. The net recipients, however, ranged from 59
percent to almost 66 percent of the firms.

Table XIII-23 shows the percent of NYSE member firms paying or
receiving give-ups in 1968 at the direction of institutional investors.
Twenty-two percent of the firms received no investment company
directed give-ups and 45 percent received no directed give-ups from
other institutional investors. An additional 27 percent and 29 percent,
respectively, received less than $50,000 from these two sources. About
1.2 percent of the firms received more than $1 million from investment
companies, and 0.8 percent received that much from other investors.
Tables XIIT-24 and XIII-25, respectively, show give-ups received
and give-ups paid as a percent of total commissions received in 1968
from investment companies. Of the 330 firms that received some com-
missions from investment companies, 95 received their sole compen-
sation in the form of give-ups, 28 receiving more than $100,000 in
this manner, At the other extreme 30 firms did not receive any of their
investment company commissions in the form of directed give-ups. Of
the 115 firms receiving less than $100,000 from investment companies,
67 received it all in give-ups. An additional 22 received at least 60
percent of their investment company commissions in the form of give-
ups. Conversely, of the 67 firms with investment company commis-
sions of $1 million or more, 57 received less than 40 percent from
give-ups.

Table XIIT-25 shows the pay out rates of NYSE member firms, Of
235 firms which received commissions from investment companies, 38
paid out more than 50 percent of the total commissions received.
Among the largest recipients of investment company commissions the
pay out ratios are the highest. Of the 56 firms receiving more than $1
million in investment company commissions, 29 percent had pay out
ratios of 50 percent and higher. An additional 34 percent of the firms
had pay out ratios of between 30 and 50 percent. Of the firms with
investment company commissions of under $100,000 only 12 percent
had pay out ratios of 50 percent and over; an additional 6 percent had
pay out ratios of between 30 and 50 percent.

% Some NYSE member firms served as “conduits” in that they would pay directed
give-ups from the give-ups they received from confirming brokers.



TABLE XI11-17 ~

Average Commission Income Per Transaction
1962 and 1968
New York Stock Exchange Member Firms

/

-

Average Income Average Income Per Trdnsaction 1968 (dollars) 1/
Per Transaction 25 50 75 100 125 150
1962 Not Under to to to to to and
(dollars) Reporting 25 50 75 100 125 150 over TOTAL
. Not Reporting 11 63 14 12 3 3 15 121
Under 25 23 19 36 6 i 85'
25 to 50 48 5 121 32 7 7 1 4 225
50 to 75 7 3 6 4 2 22
75 to 100 1 1 1 2 1 2 8
100 to 125 1 3 4
125 to 150
150 and over 1 1 2
TOTAL 81 35 224 53 26 16 5 27 467

1/ Average income per transaction for 1968 has been adjusted to reflect the change in the average price of shares

traded between 1962 and 1968,
NOTE: The number in each column represents the number of firms with
NYSE Income and Expense Reports: .

SOURCE :

1962 and 1968.

.

such available commission income in 1962 and 1968,

061¢



By Income Per Commission Transaction
NYSE Members
1962-1968
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TABLE XIII-18

Percent of Total Commission

1962 1968 INCOME PER AGENCY TRANSACTION (DQLLARS)
Income Not Under 50 to 100 and
Per Agency| ponorred 50 100 over TOTAL Year
fransaction ;;?’
77 / 77
Not %;;;ﬁ/ .';z”/’//// .
Reported g
- / . 1968 -
E
1962
under 50
1 55.6 11.4 1.7 68.7 1968
1962
50 to 100 1968
1962
100 and
over 1968
1962
TOTAL 1968

1/ Firms classified as not reported include firms which

SOURCE:

reported in one year, but not the other.

Most firms,

so classified were either not in business or, if they
were in business did not carry customers' accounts,

or were not members of the NYSE,

NYSE Member Firm Income and Expense Reports:
1962 and 1968.
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" " TABLE XILI-19

Give-Ups Paid At the Direction of Advisers to Investment Companies
New York Stock Exchange Member Firms

1964-1968

Give-Ups Paid to Others at the Direction
of Investment Companies L/ ($ millions)

New York Other
Year Stock Exchange Stock Exchanges Over-the-Counter TOTAL
1964 10.4 1.0 0.1 11.4
1965 18.3 2.0 * . 20.4
1966 33.3 4.9 0.7 38.9
1967 55.6 9.2 0.8 65.6 -
1968 7L.5 19.0 1.2 91.7

1/ Does not include floor give-ups,
% less than fifty thousand dollars

SOURCE: NYSE Member Firm Income and Expense Reports: various years.
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TABLE XTII-?O

Investment Company Commissions Received and Given-Up
New York Stock Exchange Member Firms
1968

Investment Company Commissions

Given-Up
Market Received Given-Up 1/| Retained as a %of
($ millions) | ($ millions) |($ millions) | received

New York Stock Exchange 192.6 71.5 121.1 37.1
Other Exchanges 43.4 19.0 24.4 43.8
Over-the-Counter 6.9 . 1.2 5.7 17.4
TOTAL 242.9 91.7 151.2 37.8

1/ Does not include floor give-ups:

SOURCE: NYSE Member Firm Income and Expense Reports: 1968,



2194

TABLE XI1I-21

Institutional Investors
Other Than Investment Company Advisers
Directing Commissions 1/

1968

Class of Total Amount
Institutional Number of Ingitutions Directed

Investor Directing Commissions (thousands of dollars)
Banks 20 6,406
Investment Advisers (non- )
investment company accounts) 12 1,420
Life Insurance 12 1,494
Property & Liability Ins. 10 . 506
Sclf-Administered Pension
Funds ’ 4 184
Foundations 2 64
Educational Endowments 9 ' 144
Investment Co. Complexes 46 95,555

TOTAL 78 119,396

1/ Does not include floor give-ups.

SOURCE: Form I-7.
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_ . TABLE XIII-20

Give-Ups Paid at the Direction of Investment Companies
New York Stock Exchange Member Firms

1964-1968

Net Give-ups Paid " Net Give-ups Received

Year Percent Amount Percent Amount
of Firms ($ million) of Firms ($ million)
1964 18.4. 8.2 59.0 4.3
1965 16.6 14.5 60.4 9.6
1966 17.3 28.9 65.4 15.5
1967 19.3 49.3 65.8 22.9
1968 21,2 63.6 60.6 32.8
SOURCE: NYSE Member Firm Income and Expense Reports:

various years.
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_ TABLE XITI-23
" " PERCENTAGE DISTRIBUIION OF NYSE MEMBER FIRMS BY THE AMOUNT
GIVEN-UP OR' RECEIVED AT THE DIRECTION OF INSTITUTIONAL INVESTORS
ST T 1968

5 . t

- PERCENT OF NYSE MEMBER FIRHS

Investment

Companies Others
($thousands) Pl |neveivea| “Paid” |pinuived
0 56.2% 22,3% 75.9% 45.3%
Under 50 16.8% 26.7% 8.3% 29.3%
50-100 6.5% 10. 4% 3.6% 7.5%
100-300 7.5% 24.6% 5.4% 9.1%
300-500 1.6% 9.1% 2.1% 6.2%
500-1,000 4.7% 6.0% 2.6% 1.8%
1,000-2, 000 4.1% 0.8% 0.8% 0.8%
2,000 and over 2.6% 0.3% 1.3%
TOTAL 100.0% | 100.0% | 100.0% | 100.0%
Amount ($ millions) 91.7 .60.9 *© 35,7 . 28.2

SOURCE: NYSE Member Firm Income and Expense Reports: 1968,



Percent of Investment Company Commissions

2197

T IABLE'XIiE-24

_Received as Give-Ups

New York Stock Exchange Members
1968

Total Commissions
Received From

Percent of Investment Company Commissions

Received As Give-Ups

Investment 20 40 60 80

Companies Under to to to to
($000) 0 20 40 60 80 100 100 TOTAL
undér 25 7 1 1 4 2 34 49
25- 50 3 2 1 1 6 17 30
50- 100 2 4 2 3 6 3 16 " 36
100- 200 8 4 4 1 6 6 16 45
200- 300 2 3 5 3 3 7 8 31
300- 500 3 3 8 10 2 4 2 32
500-1,000. 1 8 13 11 5 1 1 40
1,000-2,000 2 7 4. 5 4 1 23
2,000 + over _2 33 9 — _ _ . 44
o 3 8 4 # a2 5 3

SOURCE: NYSE Member Firm Income and Expense Reports: 1968,
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TABLE X1I11-25

Percent _of Investment Company Commissions
_ Received Which Was Given-Up
New York Stock Exchange Member Firms

1968
Total Commissions Percent of Investment Company Commissions
Received From Paid As Give-Ups
Investment ) 10 20 30 40 50 60
Companies Under to to to to to and
($000) 0 10 20 30 40 50 60 over TOTAL
under 25 29 2 3 1 2 4 1 42
25- 50 8 4 - 2 "2 16
50- 100 11 4 1 1 1 1 19
100- 200 14 6 3 5 2 1 1 32
200- 300 4 7 2 1 3 2 2 21
300- 500 6 6 4 2 3 6 27
500-1,000 4 7 4 4 2 1 22
1,000-2,000 1 2 1 5 2 1 6 1 19
2,000 + over 3 3 _5 _8 8 _4 _5 37
TOTAL 68 30 6 a3 19 20 22 16 235

I
I

SOURCE: NYSE Member Firm Income and Expense Reports: 1968,
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6. 1968 Commission Rate Changes

The prevalence of the give-up demonstrated that NYSE firms
specializing in execution and clearance for institutions were willing
to perform this function for significantly less than the commission im-
Eosed by the NYSE commission schedule and that other NYSE mem-

ers not participating in the execution and clearance of portfolio orders
were receiving commission dollars at the direction of the institution for
services unrelated to the portfolio transactions, perhaps for example,
for the sale of investment company shares.

As far back as 1963, the Special Study of the Securities Markets ex-
pressed concern that the give-up was symptomatic of an inflexible
NYSE non-member commission rate schedule that did not consider :

(a) whether the nonmember is or is not a professional in the securities business,

(b) the effect of volume of a particular customer’s business (whether measured
by size of single orders or volume of orders over periods of time) on the cost of
serving that customer, and

(c) a particular customer’s use or nonuse of ancillary services covered by the
commission rate.”

Between the publication of the Special Study and the beginning of
1968, the problems raised by the NYSE commission rate structure
were the subject of numerous Commission and NYSE studies.

In a release in early 1968, ** the Commission asked for comments on
two matters before it: (1) proposed Rule 10b-10 under the Securities
Exchange Act which would have prohibited investment company man-
agers from directing a broker-dealer to give-up any part of the com-
mission on a securities transaction for an investment company unless
the benefits of the division of such commission accrued to the invest-
ment company itself and (2) an Exchange proposal which called for a
volume discount (the amount and nature of which was to be determined
in the future), continuation of customer directed give-ups but with a
percentage limitation, prohibition of reciprocal practices that involve
rebates of NYSE commissions, a discount for nonmember broker-
dealers and prohibitions of institutional access to all stock exchanges.

Comments on the two proposals were received from institutions, the
exchanges, broker-dealers, and other interested parties. The Depart-
ment of Justice, in a lengthy comment, questioneg whether fixed mini-
mum rates were “necessary to make the Securities Exchange Act
work.” #* To the extent that fixed commissions were not necessary for
the purpose, in the Department’s view, any fixed rate would be un-
lawful under the antitrust laws.

On May 28, 1968, the Commission announced its intention to institute
public hearings concerning the commission rate structures of registered
national securities exchanges and related questions.?s At these hearings,
which commenced July 1, testimony was taken from representatives
of the exchanges, investment company managers, broker-dealers, the
Department of Justice and others.

Concurrently with the announcement of the public hearings, the

2 SEC, Report of the Special Study of Securities Markets, H.R. Doc. No. 95, 88th Cong.,
1st Sess., pt. 2 at 349 (1963) (“‘Special Study’).
* Securities Exchange Act Release No. 8239 (January 26, 1968).

¥ The quoted language had appeared in Silver v. New York Stock Exchange, 373
U.S. 341. 359 (1963).
3 Securities Exchange Act Release No. 8324.
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Commission requested that the NYSE revise its commission rate
schedule to include a volume discount of a specified amount or, in
the alternative, to provide for competitive rates on orders in excess
of $50,000 in value. This revision was to be an interim step until the
Commission could complete its examination of the matters under
consideration at the hearings.

In response,the NYSE adopted an interim commission rate structure
which included a volume discount and changed its Constitution, to
prohibit customer directed give-ups. To effectuate the ban on give-ups,
the NYSE added the following sentence to its Constitution :

No member, member firm or member corporation shall, in consideration of
the receipt of listed business and at the direct or indirect request of a non-member
or by direct or indirect arrangement with a non-member, make any payment
or give up any work or give up all or any part of any commission or other
property to which such member, member firm or member corporation is or
will be entitled.”

The American Stock Exchange and all regional stock exchanges
at or about the same time adopted a volume discount and give-up
prohibition.

Table X111-26 shows the revised commission rate schedule which
went into effect December 5, 1968. For transactions up to and including
1,000 shares, the schedule remained unchanged. On that portion of an
order in excess of 1,000 shares the new rate reduced commissions on
all stocks selling below $90 per share. Table XIII-27 shows the effect
of the volume discount for stocks selling at different price levels.
For a $20 stock the discount per round lot on the portion above
1,000 shares is about 48 percent. The percentage discount declines
from that point until at $90 per share the rate per round lot above
1,000 shares is the same as on the first 1,000 shares. Table XITI-28
shows the application of the interim commission rate schedule to a
$40 stock. On 10,000 shares the reduced total commission is about 37
percent lower than under the previous schedule. On an order of 100,000
shares the minimum commission is 40.6 percent lower. In no case was
the fixed minimum commission on a single order to exceed $100,000
no matter how high the value of the order. For a $40 stock the $100,000
ceiling on the mimimum commission applies on orders of more than
434.000 shares or $17.4 million in value.

The volume discount applicable on orders of over 1,000 shares re-
quired some definition of the eligible orders. To qualify for the dis-
count a customer had to express an interest in purchasing over 1,000
shares, although he did not have to disclose the total amount of his
order. Thus, a customer could place an order to purchase 1,100 shares
of a stock with a broker and by informing the broker that there was
“more to come” the customer would qualify not only the one round lot
over 1,000 in his order, but also all additional purchases of that same
stock on that day. On the other hand, if a customer placed an order for
500 shares, followed later that day by ten other orders to purchase 500
shares of the same stock, none of the shares would qualify for the
discount.®

A single order for more than 1,000 shares entered by the trust de-

2 NYSE Constitution art. XV, sec, 1.
3 NYSE, Department of Member Firms, Educational Circulars No. 243, 249 and 317.
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partment of a bank or an investment adviser might qualify, provided
that it was executed, confirmed and settled for a single brokerage
account, even though the order may have been on behalf of several
of the bank’s customers. Orders for trust and advisory accounts of
different beneficiaries, confirmed by the broker-dealer separately to
each account, qualify for the discount only if the order for any account
exceeds 1,000 shares.

Since the previous rate schedule did not differentiate between any
two round lots in determining commissions, some institutions had not
found it beneficial to combine orders of two or more customers. Al-
though orders might have been placed at the same time for two cus-
tomers, these institutions would usually request separate confirma-
tions for each account. In 1969 the policy of most investment advisers
remained the same, that is, they continued to request separate confir-
mations even though in certain instances it meant that the customer
would not benefit by the volume discount. In part, this is necessary
since accounts may be in the custody of different banks and broker-
dealers. In addition, NYSE rule 372 prohibits NYSE members from
executing “bunched” orders, that is, a combination of orders accepted
from several principals and executed as one lot. Thus, if & member firm
executes an order, for example, on behalf of an investment adviser
that requests two or more confirmations, each covering a portion of
the order, the member firm must charge a full minimum commission
on each portion.** Those investment advisers that combine orders on
behalf of two or more accounts (to be confirmed to the adviser) are
affecting transactions for customers and may have to register as
broker-dealers.?

Other banks sought to combine their orders and some banks that
would previously have requested a separate confirmation changed
their policy. One bank, however, although it had combined orders prior
to the volume discount, now decided it would not combine orders for
accounts that would not ordinarily be entitled to the volume discount.
(A bank is not required by the Securities Exchange Act to be regis-
tered as a broker to effect transactions in securities for its customers.)

Where the volume discount is applicable to a group of customers,
some problems arise as to the allocation of the discount as well as the
allocation of share cost if more than one execution is involved. In
most instances, if more than one customer is involved in an order the
cost is distributed on the basis of the average price for the entire order
with the volume discount prorated among the customers.

3t NYSE Department of Member Firms, Educational Circular No. 273,

32 Interviews with some investment advisers having broker-dealer affillates indicate
that they use those affiliates to effect a “bunching” of customers’ orders. This in turn
necessitates adequate capital to carry the customer’s account.

53-94y—71—pt. 4——-52
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TABLE XIII-26
NYSE Commission Rate Schedule
Effective December 5, 1968
Stocks Selling at $1.00 Per Share or Above
Minimum Commission on First 1,000 Shares of an Order

Plus Stated Amount:

Per Cent of For 100 For Less Than
Money Involved Money Involved Shares 1/ 100 Share 2’
$100 to $400 2% R A 3/
$400 to $2,400 1% . 7 5
$2,400 to $5,000 1727 19 17
Over $5,000 1/10% 39 37

Minimum Commission on Shares in Excess of 1,000 per Order

Per Cent of Plus Stated
Money Involved Money Involved Amount
$100 to $2,800 1/2% $4
$2,800 to $3,000 Compute as $2,800 --
$3,000 to $9,000 1/2% $3
Over $9,000 1/10% . $39

2

1/ Also, 10 to 9§ shares of a 10-share unit stock,

2/ Except for 10 to 99 shares of a 10-share unit stock.

3/ Minimum $6.

NOTE: For transactions in excess of 100 share lot or fraction thereof is
considered separately. When the commission on any order computed in

accordance with the foregoing schedules is in excess 'of $100,000, the
minimum charge is $100,000.



2203

TTABLE X111-27

NYSE Commission Rates
Before and After Dec. 5, 1968

Commission Per Round Lot
Shares in Excess of 1,000 Shares

Price Per Share Pre-Dec, 5, 1968 After Dec. 5, 1968
(dollars) (dollars) (dollars)
10 . 17 9 e
20 27 14
30 L34 18
40 39 23
50 44 - 28
60 45 33
70 46 38
80 47 43
90 48 48

100 49 49

Percent Decrease

e

35.3

48.1

47.1

41.0

36.4

26.7
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s

TABLE X111-28 ... -

NYSE Commission Rates
Before and After December 5, 1968

Number '
of NYSE Minimum Commissions on a Forty Dollar Stock
Shares Pre-December 5, 1968 After December 5, 1968 Percent Decrease
(dollars) (dollars)
- )

100 39 39 --
1,000 390 390 --
10,000 3,900 2,460 36.9
100,000 39,000 23,160 40.6"
500,000 195,000 100,000 48.7

1,000,000 390,000 100,000 74.4
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6. Impact of 1968 Commission Rate Changes

One of the major effects of the volume discount and abolition of
customer directed give-ups was an increase in the number of broker-
dealers receiving institutional commissions for the execution of orders.
Since institutions could no longer give an order to one broker-dealer
and request that it distribute the commissions among others, some in-
stitutions began to deal with some broker-dealers for the first time.
Table XTIT-29 shows, by their 1968 net give-up balance, the amount of
actual commissions received from investment companies by NYSE
member firms in 1969. Actual commissions are those paid to the broker-
dealer confirming the transaction as opposed to give-ups which were
paid to persons other than those participating in the order. To the
extent that in 1968 investment companies directed some executing
brokers to allow other brokers to confirm, the change between the two
years in actual commissions received by certain broker-dealers may be
understated.

Of 360 firms reporting for both 1968 and 1969, 80 were net payers of
give-ups in 1968, while 214 were net recipients. Of the 80 net payers,
46 received a smaller percentage of total actual investment company
commissions in 1969 than in 1968, and three additional firms received
no investment company commissions. Of the 214 net give-up recipi-
ents in 1968, 135 increased their percentage of actual investment com-
pany commissions in 1969, while only 36 decreased their percentage.
Of the 135 that received a greater proportion of 1969 investment com-
pany commissions, 44 had not received any actual commissions in
1968. The actual commissions received by these 135 firms increased
from $27.7 million in 1968 to $49.7 million in 1969. Of the $49.7 mil-
lion, $5.5 million went to the 44 firms that had received no actual com-
missions in 1968.

The 80 firms that paid give-ups on balance in 1968 received $127
million from investment companies in actual commissions in 1969,
about 31percent less than the $184 million they received in 1968. The
214 net give-up recipients on the other hand, increased their actual
commissions about 35 percent, from $43 million to $58 million.

Of the total actual commissions paid by these institutional in-
vestors in 1968 to NYSE member firms doing business with the public,
80.8 percent were received by net give-up payers. In 1969, however,
those who had been net give-up payers in 1968 received only 67.3
percent. Although the decrease may be in part attributable to the vol-
ume discount which affected net give-up payers to a greater extent
than net give-up recipients, this explanation cannot account for the
magnitude of the percentage change. Although net give-up payers
received less actual commissions in 1969, they no longer were per-
mitted to give-up at the direction of their investment company cus-
tomers and were thus keeping much more of the actual commissions
received. Table XTII-30 sets forth the combined impact of the volume
discount and the give-up abolition on NYSE member firms. It shows
that while 1968 net give-up payers received $57.1 million less in
actual commissions in 1969, they did not have to give up anything as
compared with $58.2 million given up in 1968. From the two changes
these net give-up payers came out ahead $1.1 million. Net give-up
recipients, on the other hand, although receiving $15.1 million more in
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1969 actual commissions than in 1968, no longer received net give-up
which in 1968 totaled $30.7 million. For these firms the new rules re-
sult in a combined loss of $15.7 million in income.

Many firms, therefore, which had not been used for execution and
clearance since an alternative method of compensation was available
(the give-up) were sent portfolio orders by investment company ad-
visers after that alternative was eliminated. It is unknown whether
these firms improved their execution“capabilities between 1968 and 1969
or whether investment companies, as well as other institutional in-
vestors using these firms for execution for the first time, became willing
to alter their standards of trading in order to pay commissions to firms
that had received only give-ups in previous years. Undoubtedly, many
broker-dealers had adequate execution capabilities prior to December
5, 1968, but some institutional investors probably preferred the con-
venience of a small number of lead brokers who could distribute com-
missions by using give-ups. Other broker-dealers that had attracted
business prior to %ecember 5, by offering services other than execution
capabilities, appear to have strengthened that capability after the
abolition of give-ups. Some of these firms, in fact, opened offices in
New York City, hired block traders and increased their advertisement
of execution services. )

Other firms improved their ability to receive commissions atter
December 5, by joining a regional exchange.®® In 1969 the Philadel-
phia-Baltimore-Washington Stock Exchange (PBW) admitted 69
new member organizations, up from 23 new admissions in 1968.* An
average of less than 13 new members per year were admitted in the pre-
vious four years, ending in 1967. The BSE admitted 41 new member
organizations in 1969. In 1968, 31 new member organizations were
admitted, most of these in the latter part of the year. Between 1964 and
1967 Boston averaged nine new memberships per year.*® During 1968
one BSE member solicited broker-dealers to join that exchange in a
letter which read in part:

After December 5 we can help you in replacing give up checks that you will
no longer be able to receive by substituting in their place a direct order given
you by a Fund. We in turn would execute this order either on the Boston to
Stock Exchange or the primary market in accordance with the Fund’s instruc-
tions to you. We would do this as your floor broker and clearing correspondent
on the Boston Stock Exchange and remit to you on this reciprocal arrangement
an amount equal to 50 percent of the commission involved. As we would clear for
you, this would have no effect on your aggregate indetedness. You would have no
complicated problems of bookkeeping. There would be no tying up of your capi-
tal. A confirmation and minor entries are all that would be involved. In order
for us to engage in this reciprocal arrangement, it would be necessary for you to
be a member of the Boston Stock Exchange. This would necessitate the purchase
of a seat by you at a current market price of $14,000 and dues are approximately
$800 a year. All clearing expenses would be borne by us as your clearing cor-
respondent. The liquidating value of a Boston Stock Exchange seat in cash and
securities is currently in excess of this price. The capital requirements of the Bos-

ton Stock Exchange in addition to your seat cost are $10,000 for a partnership
and $25,000 for a corporation.

33 For a description of how commissions on block trades could be shared after the aboli-
tlon of give-ups, see ch. XI.C.

3¢In late 1968 the PBW and@ BSE doubled their total memberships by effecting a two
for one split of outstanding shares.

3 In 1969 there were 23 and 16 new member organizations admitted to the Pacific Coast
and Midwest Stock Exchange, respectively,
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1968 Give-Up
Balance of Firm

Net Payer

Even

Net Recipient

All Firms

| TABLE X111-29

Actual Commissions Received From Investment Companies 1968- 1069
By 1968 Give-Up Belance
New York Stock Exchange Member Firms

Actual Commissions Received From Investment Companies

1969 Share Higher Than No 1969 1968 Share Higher Than
. 1968 Commissions 1969
Some No No Some
Commissions Commissions Commissions Commissions
Received In Received In No 1968 Received In Received In
1968 1968 Commissions 1969 1969
Number of Firms 30 1 3 [
1969 Actual Commissions ($ millions) 66.4 60.5
.. 1968 Actual Commissions ($ millions) 57.3 1.7 125.0
Rumber of Firms . 3 7 46 7 3
1969 Actual Commissions ($ millions) 1.5 2.2 0.2
1968 Actual Commissions ($ millions) 0,3 0.3 0.4
Number of Firms 91 44 43 11 25
1969 Actual Commissions ($ millions) 46,2 5.5 7.9
1968 Actual Commissions ($ millions) 27.7 0.7 14.2
Number of Firms 123 51 90 21 74
1969 Actual Commissions ($ millions) 112.2 7.7 68.7
;1.968 Actual Commissions ($ millions) 85.3 2.8 139.6

Source: NYSE Member Firm Income & Expense.Reports: 1968, 1969,

L0%%
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TABLE XIII-30

Impact of the Volume Discount and the
Abolition of Investment Company Directed Give-Ups
New York Stock Exchange Member Firms 1969

1968 Investment

1968 Investment

Increase (decrease)

Net Increase

Company Directed Company Directed in Actual Commissions or (decrease)
Give-Up Balance Give-Up Balance _ Received 1968 to 1969 '~ in Gross
of Firms ($ millions) ($ millions) - Income
1968-1969
($ milliéns)
Payer 58,2 (57.1) 1.1
Even 3.0 3.0
Recipient (30.7) 15.0 (35.7)
All Firms 27.5 - (39.1) (11.6)
Source: NYSE Member Firm Income & Expense Reports: 1968, 1969,



2200

7. Overall and Institutional Investor Trends 1969-1970

In 1969 and the first half of 1970 the volume of business done by
broker-dealers generally declined. After six straight years of increas-
ing volume, 1969 saw the start of a decline which has persisted into
late 1970. Share volume on all exchanges declined 6.6 percent, from
5.31 billion shares in 1968 to 4.96 billion in 1969. Declining prices
during this period amplified the impact. The value of shares traded
on all exchanges declined 10.7 percent, from $196 billion in 1968 to
$175 billion in 1969. The year 1969 was also the first full year of the
interim commission rate structure with its volume discount.

As shown on Table XIIT-31 commissions on NYSE transactions
declined 23.1 percent even though dollar volume declined only 10.6
percent. The decline in commissions for transactions on other ex-
changes and in the over-the-counter market was less severe, 20.0 per-
cent and 13.4 percent, respectively.

The decline in total commission volume was accompanied by a de-
cline in other phases of the broker-dealer business. Table XIII-32
shows the difference between 1968 and 1969 gross income for selected
sources of broker-dealer income. The largest absolute decline occurred
in profits from trading and arbitrage, down $200 million or 31 percent
from 1968. Decreases in dividends, interest and mutual fund sales also
were reported. Although gross interest on customers’ margin accounts
increased, the actual volume of average margin debt declined 16.0
percent, from $6.3 billion in 1968 to $5.3 billion in 1969, and thus
the increase in gross interest is entirely attributable to higher interest
rates.

The overall decline in volume appears to reflect a substantial de-
crease in individual investor volume between 1968 and 1969. Table
XTII-33 shows that between 1968 and 1969 dollar volume of most
institutional equity transactions increased on the average 18.7 per-
cent, from 8.6 percent for mutual funds to 71.2 percent for property
and liability insurance companies.
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TABLE XIII-31

Dollar Volume on Exchanges
and NYSE Member Firms' Commissions

1968-1969
Percent
e - 1968 1969 Decrease
- . . ($millionsg) ($millions)

NYSE Dollar Volume 144,978 129,603 19.6
Other Exchanges Dollar Volume 51,380 45,695 11.1
NYSE Members' NYSE Commigsions 2,017 1,551 23.1
NYSE Members' Other Exchange Commissions 793 634 20.0

" RYSE. Members' OTC Comnisaions ) 436 377 13.4
NYSE Members' Total Commissions 3,245 ’ 2,563 21.0

Source: NYSE Member Firm Incomes Expense Reports: 1968, 1969.
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_TABLE XIII-32

Income From Sources Other than Commissions

NYSE Member Firms

1968-1969
1968
Income Source ($millions)

Profit from trading and
arbitrage 641
Profit or loss from Underwriting
Syndicates & Selling Groups 462
Dividends and interest received by
reporting firm on investments 55
Income from sales of mutual fund
shares to customers at retail or
to broker-dealers at wholesale 157
Fees for account supervision
investment advice 29
Interest (gross) received on -
customers' accounts . 445

Source: NYSE Member Firm Income & Expense Reports:

1969
($millions)

442
495

35

44

472

1968, 1969. -

Percent

Change

-31.0

7.1~

-36.4

-11.5

51.7

6.1



TABLE XI1I-33

Selected Institutions

Total Purchases and Sales of Common Stock

Class of Institutional Investor .. .. .. 1968 . 1969
‘Private noninsured pension funds 20,100 25,500
Open-end investment companies - 38,595 41,910
Liffe insurance companies 4,655 5,740
Property and liability insurance cos. . 3,890 6,660
Total of above institutions ' 67,245 79,815

Source: S.E.C. Statistical Release No. 2434, April 13, 1970,

Percent Increase

26.9

8:6
23.3
71.2

18.7

144



2213

8. Profitability of Institutional Investor Business in 1969-1970
a. Total business

The downturn in total volume had broad impact on broker-dealers.
Thirty-seven percent of NYSE member firms lost money in 1969 ; only
2.6 percent had lost money in 1968. Table XIII-34 shows the pre-tax
profits and losses of NYSE member firms grouped by the average size
of their commission transactions. While 42 percent of the retail firms
(average commission income per transaction under $50) suffered losses
in 1969, only 18 percent of the institutional firms (average commission
income per transaction over $100) suffered losses. The most profit-
able firms in 1969 as in 1968 were the institutional firms. Twelve
percent of the institutional firms, but oniy 2 percent of the retail firms,
had pre-tax profits of $5 million or more. The median pre-tax profit
on total business was $128,000 for all firms, $63,000 for retail firms,
but $722,000 for institutional firms. Tables XIII-35 and XIII-36
show for 1969 the median income of N'YSE member firms grouped by
size of commission income per transaction, and the difference between
1968 and 1969. The median profits on total business decreased $600,000
for retail firms and $1.7 million for institutional firms. Although
in absolute dollars the decline was greatest for institutional firms, the
proportional decline for retail firms was 90.6 percent, as compared to
70.2 percent for institutional firms.

A decrease in the pre-tax return on capital of these firms accom-
panied the decrease in profits. The 1969 median return on capital for
retall firms was 3.2 percent and for institutional firms 12.2 percent.
Table XIII-87 shows the return on capital of NYSE member firms for
1969. Although only 3 percent of the firms doing primarily a retail
business had returns of 30 percent or higher, almost a fourth of the
institutional firms had returns that high. Twenty percent of the re-
tail firms had negative returns of 10 percent or more; only eight per-
cent of the institutional firms had negative returns of 10 percent or
more.

The decrease in profitability of firms may reflect increases in certain
costs as well as decreases in volume. Table XIII-38 shows expenses in
1968 and 1969 for all firms and for firms classified by institutional or
retail business. The largest cost increases occurred in interest, clerical
and administrative salaries, and office and equipment costs. Since
give-ups were considered by the NYSE to be a commission expense,
their elimination caused a reduction in that category. Registered rep-
resentatives’ compensation, which for retail firms is normally paid as
o percentage of the gross commissions earned by the registered repre-
sentative, declined approximately the same percentage as gross in-
come. It represented, therefore, the same percentage of gross income in
both periods, about 21 percent. Since institutional salesmen are often
on salaries or other arrangements not tied to gross commissions, the
amount paid to salesmen of the institutional firms did not decline pro-
portionately. In 1968 their compensation represented 7.2 percent of
gross income and in 1969 it was 8.9 percent of gross income.
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b. Security commission business

In 1969 the security commission business of most NYSE member
firms was unprofitable. NYSE firms as a group showed a combined
loss before taxes of $75.5 million. Table XIIT-39 shows that in 1969,
despite the volume discount, the institutional firms were still much
more profitable than the retail firms. Almost 70 percent of the retail
firms lost money on their commission business; only 20 percent of the
institutional firms lost money. While only 4 percent of the retail firms
had profits of $1 million or more, 36 percent of the institutional firms
enjoyed that level of profitability. The median pre-tax loss was $37,000
for all firms and was $82,000 for retail firms. Institutional firms, how-
ever, had a median profit of $530,000 (Table XIII-35).

The difference between 1968 median commission profits and 1969
median commission losses was $346,000 for all firms, and was $246,000
for retail firms. The difference in the median profits in the two years
for the institutional firms was $508,000. The profit margins on com-
mission income were still much higher for the institutional firms than
for the retail firms. Table XIIT-40 shows that more than one-third of
the institutional firms had a 1969 profit margin on commission busi-
ness in excess of 30 percent. Less than 6 percent of the retail firms
had that high a profit margin. An additional one-third of the insti-
tutional firms, but only 6 percent of the retail firms, had profit mar-
gins between 10 and 30 percent. Moreover, 22 percent of the retail

rms had negative margins of 20 percent or more, while none of the
institutional firms fared that poorly.

Table XIII-41 shows the percentage difference between income and
cost per order for 1969, as determined by a study conducted for the
NYSE by NERA. In their analysis, the cost of handling an order for
100 shares exceeded the commission by between 40 an% 105 percent
for stocks selling from $10 to $100 per share. Indeed, the NERA
study reported that on some priced stocks the exchange member
needed an order of 400 shares or more to earn a profit. On the other
hand, 100,000 shares of a $40 stock reportedly produced a commission
which exceeded costs by 11 percent and the commission on 100,000
shares of a $100 stock exceeded costs by 23 percent.*®

The NYSE included margin interest income in calculating the
profitability of members’ commission business in 1969. Since most
margin business is done by individuals rather than institutions, and
since it has normally been a profitable aspect of the business, inclusion
of margin interest In commission business profitability would tend to
bring the profits of the retail firms closer to those of institutional
firms. Table XIIT42 indicates that when margin income is included
in the commission business, the size of the group of retail firms losing
money declined from 70. percent to 63 percent. Similarly, after the
inclusion of margin income the percentage of institutional firms losing

36 NERA has estimated that there has been a substantial increase in the cost of handling
orders in 1970. This increase is due in part to the combination of higher costs and decreased
volume.
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money declines from 20 to 16 percent. While no institutional firm had
a negative return as low as minus 20 percent on this combined busi-
ness, about 22 percent of the retail firms had such negative returns.
Conversely, while 45 percent of the institutional firms had returns on
capital of 20 percent or higher only 12 percent of the retail firms had
such returns.

c. Other business

Unlike the commission business, the 1969 profitability of the other
business of institutional firms was lower than the profitability of the
other business of the retail firms. The median pre-tax profits on other
business were $57,000 and $191,000 for institutional and retail firms,
respectively (Table XIIT-35). This represented a 91 percent decline
in other business profitability from 1968 for the institutional firms
and a 54 percent decline for the retail firms. While 42 percent of in-
stitutional firms, as shown on Table XIII-43, lost money on their
other business, only 21 percent of the retail firms suffered losses. Over
5 percent of the retail firms and 4 percent of the institutional firms
earned at least $5 million before taxes on their other business.



| TABLE X111-34 _

Pre-Tax Profit-Total Business
By Commission Income Per Transaction
NYSE Member Firms

1969
. (a)
Commigsion PRE-TAX PROFIT-TOTAL BUSINESS ($000)"
¢« Income Per 250 500 1000 5000 10000
Transaction Loss Under 250 .to to to to and TOTAL
(dollars) 500 1000 5000 10000 Over
Under 50 41.9 22,7 12.7 10,9+ 10.0 1.3 0.4 100.0
50 - 100 34,0 22,0 11.0 12,0 16,0 6.0 1,0 100,0
100 and over 18.0 20,0 6.0 12,0 32,0 6.0 6.0 100.0
TOTAL 36.7 22,2 18,8 18.8 18.8 5,2 2.2 100.0
(b
Commission PRE-TAX PROFIT-TOTAL BUSINESS ($000)
Income Per 250 500 1000 5000 10000
Transaction Loss Under 250 to to to to and TOTAL
(dollars) 500 1000 5000 10000 Over
Under SO 69.1 61.9 67.4 58.1 53.5 25.0 20.0 60.4
50 - 100 14.8 26,2 25.6 27.9 32,6 50.0 20,0 26.4
100 and over 6.5 11,9 7.0 14.0 37.2 25.0 60.0 13.2
TOTAL 100.0 100.0 100.0 100,0 100.0 100.0 100.0 100.0

Source: NYSE Member Firin Income & Expense Reports: 1969

9123
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TABLE X111-35

Median Pre-Tax Profit
By Commission Income Per Transaction
New York Stock Exchange Member Firms
1969

Median Pre-Tax Profit (Loss) ($ thousands)
Commission Commission Other Total
Income Per Business Business Business -~
Transaction
(dollars)

under 50 (82) 191 63

50 to 100 46 128 163

100 and over ) 530 57 722

all firms 37) 161 128

Source: NYSE Member Firm Income & Expense Reports: 1969

s -

53-940 O - 71 - pt. 4 - 53
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‘TABLE 'XITI-36 °

Difference in Median Pre-Tax Profits
By Commission Income Per Transaction
New York Stock Exchange Member Firms
1968-1969

Commission Income Per
Transaction Median Pre-Tax Profits
(dollars) Commission Other Total
Income Business Business
undexr 50 change ($ 000) -264 -227 -609
percent difference -145.1 --54.3 - 90.6
50 to 100 change ($ 000) -478 -415 -1031
percent difference - 91.2 - 76.4 - 86.3
100 and over change ($ 000) -508 -599 -1699
percent difference - 48.9 - 91.3 - 70.2
all firms change ($ 000) -346 " -317 - 696
percent difference -112.0 - 66.3 - 84.5
Source: NYSE Member Firm Income & Expense Reports: 1968, 1969.



| _TABLE XI111.37

Pre-Tax Return on Capital-Total Business
By Commission Income Per Transaction
NYSE Member Firms

. 1969
| . (a) ’
Commission Return on Capital-Total Business
. Income Per
Transaction Loss ~ Profit
(dollars) 10 and over Under 10 Under 10 10 to 20 20 to 30 30 to 40 40 to 50 50 and over Total
Under 50 19.7 22.3 32.8 16.2 6.1 0.9 1.3 0.9 100.0
50 - 100 10.0 24.0 27.0 25.0 6.0 4.0 T30 1.0 100.0
100 and over 8.0 10.0 30.0 22.0 6.0 8.0 8.0 8.0 100.0
’ Total 15.6 21.1 30.9 19.3 6.1 2.6 2.6 1.8 100.0
(®)
Commission Return on Capital-Total Business l ‘
Income Per - \ !
Transaction Loss Profit
(dollars) 10 and over Under 10 Under 10 10 to 20 20 to 30 30 to 40 40 to 50 50 and over Total
Under 50 76.3 63.8 64.1 50.7 60.9 20.0 30.0 28.6 60.4
50 - 100 16.9 30.0 23.1 34.2 26.1 40.0 30.0 14.3 26.4
100 and over 6.8 6.3 li.B 15.1 13.0 40.0 40.0 57.1 13.2
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Source: NYSE Member Firm Income & Expense Reports: 1969
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Table X1I1-38 o
Expenses of NYSE Member Firms

1968-1969
Retail Firms Institutional Firms All Firms

1968 1969 1968 1969 1968 1969
Commissions and Other Variable {$000) 315,557 222,979 118,122 64,696 561,628 366,213
Fees (percent) 9.2 7.5 12.6 9.0 10.4 8.1
Registered Representatives ($000) 725,038 627,771 67,828 64,100 945,253 798, 889
- (percent) 2Y1.2 21.0 7.2 8.9 17.5 17.7
Clerical and Administrative {$000) 753,261 805,089 136,991 151,133 1,095,335 1,161,135
Emplovees {percent) 22.0 27.0 14.6 21.1 20.3 25.8
Communication Costs ($000) 250,117 292,516 27,501 32,035 330,794 378,794

(percent) 7.3 9.8 2.9 4.5 6.1 .
Occupancy and Equipment ($000) 168,020 212,680 26,00b 30,461 236,761 291.622
Costs {percent) 4.9 7.1 v 2.8 4.3 . 6.5
Promotional Costs {$000) 95,864 107,915 17,603 21,326 141,099 156, 242
(percent) 2.8 3.6 1.9 3.0 2.6 3.5
Interest Expense ($000) 190,783 245,291 135,163 130,978 392,374 442,909
(percent) 5.6 8.2 14.4 18.3 5.7 9.8
Other Expenses ($000) 216,890 215,446 63,150 61,513 343,187 335,821
{percent) 6.3 7.2 6.7 8.6 6.4 7.5
Total Expense ($000) 2,715,530 2,729,688 592,357 556,241 4,046,421 3,931,786
(percent) 79.3 91.5 63.2 77.6 74.9 87.3
Gross Income ($000) 3,423,810 2,984,852 > 936,837 716,677 5,402,794 4,505,785
(percent) 100,0 100.0 100.0 100.0 100.0 100.0

Note:
Source:

.

The firms have been categorized as institutional or re
NYSE Member Firm Income &-Expense Reports:

1968, 1969,

tail separately for each year.
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" TABLE X1I1-39

Pre Tax Profit Commission Business
By Commission Income Per Transaction
NYSE Member Firms

1969
(a)
PRE-TAX PROFIT COMMISSION BUSINESS ($000)

Commission R LOSS PROFIT
Income Per 5000 1000 500 0 0 500 1000 5000 .
Transaction and to to to to to to and TOTAL

(dollars) over 5000 1000 500 500 1000 5000 over
Under SO 5.2 10,0 9.6 .&5.0 22,7 2.1 3.9 100.0
50 - 100 3.0 7.0 30.0 36.0 + 10,0 14,0 100,0
100 and over 2,0 4,0 14,0 28.0 16.0 28.0 8,0 100,0
TOTAL 3.2 7.1 7.9 36.9 26.9 6.9 9.8 1.1 100.0

. (b)

PRE-TAX PROFIT COMMISSION BUSINESS ($000)

Commission LOSS PROFIT
Income Per 5000 1000 500 . 0 o} 500 . 1000 5000
Transaction and to to to to to to and TOTAL

(dollars) over 5000 1000 500 500 1000 5000 over Z
Under 50 100,0 85.2 71,0 73.6 51,0 30.8 24,3 60.4
50 - 100 11,1 22,6 |- 21,4 35.3 38.5 37.8 26.4
100 and over 3.7 6.5 5.0 13.7 30.8 37.8 100,0 13.2
TOTAL 100.0 100,0 100.0 100,0 100,0 100.0 100,0 100.0 100.0
Source: NYSE Member Firm Income & Expense Reports: 1969.
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" TABLE X1I1-40.

Pre-Tax Profit Margin-Commission Business
By Commission Income Per Transaction
NYSE Member Firms

(dd44

1969
(a)
B - PRE-TAX PROFIT MARGIN-COMMISSION BUSINESS ($000) -
Conmission LOSS . PROFIT
Income ‘Per -
Transaction 30 & over 20-30 10-20 0-10 0-10 10-20 20-30 30 & over TOTAL
(dollars)
Un’der 50 9,6 12,2 22,3 25.8 18,3 4.8 1.3 5.7 100.0
50 - 100 5.0 3.0 7.0 25,0 33.0 13.0 4,0 10,0 100,0
N 2,0 © 14,0 4,0 8.0 4,0 100,0
100 and over 8.0 ! ! ! ! 3
TOTAL 7.1 8,2 16.4 23,7 21.6 8.2 4,2 10,6 100.0
. (b)
PRE-TAX PROFIT MARGIN-COMMISSION BUSINESS ($000)
Commission L0Ss PROFIT ,
Income Per '
Transaction 30 & over 20-30 10-20 0-10 0-10 10-20 20-30 30 & over TOTAL
(dollars)
Under 50 81.5 90.3 82.3 65.5 51,2 3s5.5 18,8 32.5 60.4
50 - 100 18.5 9.7 11,3 |. 27.8 40,2 41,9 25.0 25,0 26,4
100 and over 6.5 6.7 8.5 22.6 56.3 A 42.§ 13.2
TOTAL ~ .100,0 100,0 100.0 100.0 100.0 100,0 100.0 100.0 100.0

Source: NYSE Member Firm Income & Expense Reports: 1969,



. ... _. TABLE XIII-41 .
PERCENT DIFFERENCE BETWEEN 1969 COST PER ORDER AND MINIMUM COMMISSION RATE EFFECTIVE DECEMBEK ™S, 1968

Tound Lots

Shares Price of Stock:

Per Cades s10 520 $80. ss0 75 5100
100 90.4% 47.0% 40.1% | 41.3% 74.5% 104.5%
200 59.4 22.4 15.7 16.5 433 67.6
300 45.5 11.5 53 59 30.2 S5z.2
400 - 369 438 ~1.1 -C.6 221 42.7

. SQO 30.7 0.9 -5.8 -5.3 16.2 357
1,600 14.0 . =134 -19.0 —-18.3 -0.8 15.5
5,600 430 8.7 -9.1 -i4.4"° -18.6 -160
10,000 44.6 11.5 =72 . =131 -199 -18.1
163,000 313 4.8 ~11.1 -16.7 -244 --22.7

Source: Stock Brokerage Commissions: The Development and Application of Standards of Reasonableness for
Public Rates, Table XI-3.
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_ Table XITI-42

Pre-Tax Return on Capital-Commission and Margin Interest Business
By Commission Income Per Transaction
NYSE Member-Firms
1969

(a)
_PRE-TAX RETURN ON CAPITAL-COMMISSION AND MARGIN INTEREST BUSINESS

(444

Commission LOSS PROFIT
Income Per i 40 . 30 20 10 10 20 30 40
Transaction and to [ to ‘to Under Under to to to and
(dollars) over| ' 40 30 |~ 20 10 10 20 30 40 | over TOTAL
Under 50 8.9| 4.5 | 9.4] 16.5 23.7 15,60 9.4\ 7457 a0 | 3.6} 100.0
50-100 3.1 1.0 4.1 6.2 19.6 |  25.8 19.6 5.2 3.1 12.4 100.0
100 and over] 4.1 12.2 12.2 26.5 16.3 6.1 22,4 100.0
All Firms 6.2 3.0 6.8 12.2 21.1 17.8 14.3 6.2 4.1 8.4 100.0
(b)
- 0 - h
Commission ___PRE-TAX RHUEN—Lg CAPITAL-COMMISS1ON AND MARGIN ;g(l;?ﬁs’{'_ §_USINES§ e
Income Per 70 30 1. 20 [ 10 T0 20 30 U
Transaction |- and to |+ to , to Under Under to to to and
(dollars) over 40 30 ; 20 10 10 20 30 40 ) over{ TOTAL
“lunder 50 87.0 | 90.9 184.0 | 82.2 67.9 53.0( 39.6 | 43.5| 60.0| 25.8] - 60.5
50-100 13.0 9.1 [16.0 {13.3 24,4 37.9| 35.8 | 21.7| 20.0] 38,7] . 26.2
100 and over 4.4 7.7 9.1 24.5 34,81 20.01} 35.5 13.2
All Firms 100.0 |100.0 }00.0 {100.0 100.0 100.0 | 100.0 100.0 | 100.0 |100.0 100.0

Source: WERA, unpublished data.



TABLE XII1-43

Pre-Tax Profit Other Business

By Commission Income Per Transaction
NYSE Member Firms

1969
. (a)
Commission PRE-TAX PROFIT OTHER BUSINESS ($000)
Income Per 250 500 1000 5000 10000
Transaction Loss Under 250 to to to to and TOTAL
{dallars) 500 1000 5000 10000 Over
Under 50 21.4 33.2 13,5 14,8 11,8 2.6 2,6 100,0
50 - 100 28.0 33.0 13.0 9.0 14.0 3.0 100.0
100 and over. 42,0 18.0 10.0 8.0 18.0 2.0 2,0 100.0
TOTAL 25.9 31,1 12,9 12.4 13.2 2.6 1.8 100.0
(b)
Commission PRE-TAX PROF1T OTHER BUSINESS ($000)
Income Per 500 1000 5000 10000
Transaction Loss Under 250 to to to to and TOTAL
(dollars) 500 1000 5000 10000 Over
Under 50 50.0 64.4 63.3 72.3 54,0 60.0 85.7 60.4
50 - 100 28.6 28,0 26.5 19.1 28.0 30.0 26.4
100 and over 21.4 7.6 10.2 8.5 18.0 10.0 14,3 13.2
TOTAL 100.0 100.0 100,0 100.0 100.0 100.0 100.0 100,0

Source: NYSE Member Firm Income and Expense Reports: 1969.

444
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C. ALLOCATION OF COMMISSION AND OVER-THE-COUNTER BUSINESS
BY INSTITUTIONAL INVESTORS '

1. Commissions Paid by Institutional Investors

Broker-dealers receive their corapensation for services rendered to
institutional investors in the execution of orders to purchase or sell
securities through receipt of commissions if acting as agent or through
the opportunity to make a trading profit if acting as principal.

a. Magnitude of commissions paid by institutional investors

Most commissions paid by institutional investors are paid to broker-
dealers for executing transactions on a stock exchange; a lesser total
is paid for the execution of agency orders in the over-the-counter
market.

Investment companies and bank trust departments are by far the
largest source of institutional investor brokerage commissions. In 1968,
49 of the 50 banks with the Jargest trust departments paid $222 million
in commissions. The investment company complexes managed by the

largest investment advisers paid more than $275 million in commis-
sions that year. Although brokerage data were available for the non-
investment company accounts of only two of the 10 largest investment
advisers, these accounts ranked third, paying $28 million in commis-
sions.

The largest life insurance and property and liability insurance com-
panies as a group paid $23 million and $9 million in commissions, re-
spectively. The self-administered institutions, that is, pension funds,
educational endowments and foundations accounted for commissions

of only $5 million, $4 million, and $2 million, respectively.

Table XIII-44 shows the amount of commissions paid by individual
institutions of each type during 1968. Six of the banks and seven of
the investment company complexes paid more than $10 million each
in commissions in 1968. These six banks accounted for more than $96
million, or 43 percent, of the commissions paid by the 49 banks. The
seven investment company complexes paid almost $117 million in com-
missions, about 42 percent of the commissions paid by the 57 invest-
ment company complexes studied. These 13 institutions represent 38
percent of the total commissions paid by all of the institutions in the
Study sample.

b. Concentration of commissions paid by institutional investors

The number of broker-dealers with which any one institution does
business varies widely. For instance, as shown in Table XI1IT—45, the
number of broker-dealers confirming transactions to each of the larg-
est banks ranged from a low of 55 to a high of 1,022, with a mean of
212. Through use of the give-up, banks were able to compensate, on
the average, six additional broker-dealers.>” The number of broker-
dealers confirming transactions to the investment adviser managed in-
vestment company complexes ranged from one ( for some of the broker-
dealer managed mutual funds) to a high of 408, with a mean of 136.

37 Some banks used floor give-ups as described in sec. B.4, above. Since the recipient of a
fioor give-up confirmed the transaction it is included in the total of confirming broker-
dealers. If the executing broker did not confirm any transaction it would not be included
in the number of confirming or give-up brokers.
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Investment company complexes, however, used the give-up extensively
to compensate, on the average, 59 additional broker-dealers. Four in-
vestment company complexes directed give-ups to between 200 and
300 nonconfirming broker-dealers, and two to over 400 nonconfirming
broker-dealers. )

Table XIII-46 shows that 72 percent of the broker-dealers in the
random sample doing a general securities business received commis-
sions from one or more of the institutional investors in the sample. The
investment companies paid some commissions to 52 percent of the
broker-dealers, banks paid some commissions to 48 percent of the
broker-dealers, and the other types of institutional investors paid some
commissions to a smaller number of broker-dealers, ranging from 29
percent for insurance companies to 14 percent with self-managed
Imstitutions.

Table XIII-47 shows the commissions paid by each institutional
investor type in the sample to the 50 broker-dealers receiving the great-
est amount of net commissions from them. Commissions (net of give-
ups paid and received) received by the top 50 broker-dealers (not
necessarily the same 50 for each institutional category) ranged from
56 percent of the total commissions paid by banks to 89 percent of total
commissions paid by investment advisers. The investment companies,
self-managed institutions, and insurance companies paid their top 50
broker-dealers, respectively, 61 percent, 77 percent and 79 percent of
their total commissions. The unexpectedly high concentration in in-
vestment adviser commission payments may be attributed in part to
the disproportionately high number of accounts in the sample managed
by broker-dealer affiliated advisers. The 10 broker-dealers receiving
the largest amount of business from all institutions received 21 per-
cent of the total. The top 10 firms dealing with the banks received
22 percent of the total, and the top 10 firms dealing with the non-invest-
ment company accounts managed by the investment advisers received
53 percent of the total.

Two of the brokers were among the top 10 for each of the institu-
tional types, two more for four of the five institutional types and an
additional two for three of them. Twenty-eight different groker-deal-
ers, however, were among the top 10 firms for at least one type of
institution.

. Characteristics of broker-dealers receiving commissions from in-

stitutional investors

Table XTIT-48 shows, by exchange membership, the percentage of
broker-dealers in the random sample receiving various amounts of
institutional business. Of the broker-dealers doing a general securities
business, about 32 percent of the sample were members of the NYSE
while 54 percent were not members of the NYSE, American Stock Ex-
change (Amex) nor any regional exchange where NYSE or Amex
stocks are dually traded (“non-members”). Over 98 percent of the
NYSE members, but only 51 percent of non-members, received some
commissions from the largest institutional investors. Of the sample
firms, 14 percent were not members of the NYSE but were members of
Amex or one of the regional exchanges where NYSE and Amex stocks
are traded, 93 percent of these firms received commissions from some
institutional investors.
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Of the firms that received more than $1 million in institutional com-
missions, 92 percent were members of the NYSE, and the remainder
were members of the Midwest or Pacific Coast Stock Exchanges. About
17 percent of the NYSE members doing a public business each re-
ceived more than $1 million in commissions from the largest institu-
tional investors.

Table XIIT-49 shows the distribution of broker-dealers receiving
institutional commissions classified by their total capital. The more
highly capitalized firms tend to receive greater amounts of institutional
commissions. Ninety-five percent of the firms with under $100,000 in
total capitalization received less than $25,000 in institutional commis-
sions. At the other extreme all broker-dealers with $5 million or more
in total capital received some institutional business, 44 percent receiv-
ing at least $1 million of such business. '

An examination of Table XIIT-50 shows the distribution of broker-
dealers receiving institutional business classified according to gross
income. Fifty-two percent of the broker-dealers with gross income in
excess of $5 million from all sources received at least $500,000 in com-
missions from institutional investors; an additional 40 percent reccived
between $100,000 and $500,000. Of the broker-dealers with gross in-
come under $1 million, 39 percent received no institutional commis-
sions, and an additional 46 percent received less than $25,000 in such
commissions.

d. Institutional investor commissions as a percent of broker-dealer
gross income

Tables XIII-51, XIII-52 and XIII-53 show for broker-dealers of
different characteristics the percentage of their gross income from
commissions paid by the largest institutional investors. For 69 percent,
of the broker-dealers, such commissions represented less than 5 percent
of their gross income from all sources, and for only 2 percent of the
broker-dealers did it represent as much as 25 percent of their total
gross income.

Table XIII-51 shows the relative importance of such commissions
by exchange membership. Fifty-nine percent of the NYSE members
in the sample received at least 5 percent of their gross income from
commissions from institutional investors, while only 14 percent of the
non-members received 5 percent or more of their total gross income
from institutional investor commissions.

Tables XIIT-52 and XIII-53 show the distribution of firms by the
amount of institutional commissions received in 1968, by their total
capital and gross income. The smaller firms generally received a small
percentage 1f any of their gross income from institutional commis-
sions. Seventy-five percent of the firms with total capital of above $1
million and 78 percent of those with gross income of under $1 million
received under 5 percent of their gross income from institutional
commissions. For the larger firms institutional commissions generally
represented & greater portion of their income. Institutional cemmis-
sions represented less than 5 percent of the gross income of only 28
percent of the firms with capital of $5 million and over and 32 percent
of the firms with gross income of $5 million and over.



_TABLE X111-44
TNSTITUTIONAL INVESTORS

COMMISSIONS PAID TO BROKER-DEALERS
1968 .

Number of Institutional Investors

.

Investment Company
Complexes

Commissions Paid Property & Self-Administered Investment Insurance
(thousands of Investment Life Casualty Pension ) Educational  Adviser Company
dollars) Banks _Advisers Insurance _Insurance Funds Foundations _Endowments _Managed Managed
0- 250 : 15 6 6 6 8 10 1 5
250~ 500 1 S5 5 8 3 3 3
500- 1,000 5 6 5 6 2 2 2 S
: 1,000- 2,000 12 8 1 1 2 - 1 7
2,000- 3,000 11 1 2 - 10
3,000- 5,000 6 1 9
5,000-10,000 7 1 9
10,000-15,000 2 N 2
15,000-20,000 3 2
Over 20,000 1 . 3
TOTAL 48 36 26 2] 13 10 16 57 5

Source: Form I-7°
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TABLE XII1-45

INSTITUTIONAL INVESTORS
NUMBER OF BREKER-DEALERS RECEIVING COMMISSIONS
1968

Number of Institutional Investors
: Investment Company

Complexes

.

Number of Broker- Property & Self-Administered Investment Insurance
Deaslers Confirming Investment Casualty Pension Educational Adviser Company
‘» Transactions Banks _Advisers Insurance Insurance Funds Foundations Endowments Managed Managed

- 25 17 1 1 s 7 5 5 2

26 - 50 [ 2 5 1 1 4 3 1

51 - 100 10 9 15 10 _ 4 -1 7 7 2

101 - 150 12 3 2 4 3 1 11

151 - 200 8 6 o 3 ‘
i 201 - 300 9 1 10

301 - 400 3 6

401 - 500 2 5

500 - 1,000 3 4

Over 1,000 1 )

TOTAL 48 ’ 36 26 21 13 10 ' 16 57 5

" Source: Form I-7
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- TABLE X111-46

Concentration of Commissions Paid by Institutional Investors
Calendar Year 1968

Percent of
Broker-Dealers
Paid Commissions By

Type of Institution Institutional Investors 1/
Banks ) 48
Investment Companies :52
Insurance Companies 29
Investment Advisers 28
Self-Managed Institutions . 14
A1l Institutions - 64

3
.

1/ Excludes any broker-dealer paid less than $500 of such
commissions

Source: Form I-7



Table X111.47

Commissions Received by Broker-Dealers From Institutional Investors
Calendar Year 1968

(4344

. Self Managed
All Institutions 47 Banks Investment Companies Insurance C_Eggnies Institutions Investment Advisers
Top ¥Fiity Commissions[Cumulative [Commissions [Cumulative [Commissions |Cumulative |Commissions Cumulative [Commissions|Cumulative [Commissions| Cumulative
Broker- Received |Percent of { Received {Percent of Received [Percent of] Received {Percent of Received |[Percent of Received |Percent of
Dealersl/ (000} Total (000) Total (000) Total (000) Total (000) Total (000) Total
: t
1 - 10 | 119,080 ”0.9 l 47,940 ?1.3 66,350 BEELS ) 9,370 29.3 4,224 35.5 14,707 5.6
: -
11 - 20 78,650 34,7 i 26,450 33.3 38,360 38.0 5,880 47.8 1,889 51.4 4,121 67.3
?1 - 30 90,1&0 45.3 i 21,530 43,7 28,800 48,5 4,180 60.8 1,371 62.9 2,486 76.2
31 - 40 43,250 52.9 ! .16,470 51.2 18,890 55.3 3,040 70.4 965 71.0 7,089 83.7
. B e s . —— - - -
|
41 - 50 32,140 58,6 [ 11,710 55.5 14,240 60,5 2,270 -77,5 674 76.7 1,57? 89.1
All 235,860 95,514 100.0 108,750 100.0 7,200 100.0 2,776 100.0 3,047 . 100.0
Others . R
3 el S N R T T 0 T
NN N iooars L N : N \\\ R
TOTAL 569,120  “\W .\ 219,514 (oA LL L TH275,390 .- 31,940 W WY 11,899 SRR 27,97 W T 7

1/ The top £ifty broker-dealers differ for the different categories of institutions,

Source: Form I-7
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Table XI1II-48

Distribution of Broker-Dealers By Commissions Received From
Institutional Investors and Exchange Membership 1/
Calendar Year 1968

EXCHANGE MEMBERSHIP

Commissions Received Regular Regular Member of Other All Others
From Institutional Regular Member Exchange Where NYSE and Including Non- Total
Investors Member Member of MWSE * Amex Stocks are Dually Members of any
($000) of NYSE of AMEX or PCSE Traded Exchange
4] .5 0.5 0.5 26.5 28.0
Under 25 5.0 0.5 3.5 2,0 23.5 34,5
25 - 100 5.0 3.0 1.5 1.5 11.0
100 - 500 ~ 13.0 1.0 0.5 0.5 1.5 16.5
500 - 1000 3.0 1.0 4.0
1000 and over 5.5 0.5 6.0
Total 32.0 1.5 8.0 4.5 56.0 100.0

1/ Categories of exchange membership are mutually exclusive from left to right.

Source :

Forms I-7, I-61
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By Commissxons Received from Institutional Investors

TABLE X11I-49

Distribution of Brokcr-Dealers

:and Total Capital
_Calendar Year 1968

Commissions Received |

Total Capital ($000)

From Institutional 100 1000 5000 10000 N
Investors Not under to to to and
{$000) Available 100 _. 1000 5000 10000 . over Total
0 6.5 15.5 5.5 0.5 ;8.0
under 25 3.5 11,0 16.5 3.0 0.5 . 34.5
25-100 0.5 0.5 5.0 4,0 1.0 11,0
100-500 0.5 0.5" 5.5 7.0 2.5 0.5 16,5
500-1000 0.5 0.5 2.5 . 0.5 4.0
1000 and over 0.5 1.5 1.0 3.0 6.0
Total 12,0 28,0 32.5 18.5 5.5 3.5 100.0
Source: Fo}ms 1-7, 1-61
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Distribution of Brolier-Dealers

TABLE XIIT-50

By Commissions Received from Institutional Investors
and Total Gross Income

Calendar Year 1968

Commissions Received

Total Gross Income ($000)

From Institutional 100 1000 5000 10000
Investors Not under to to to and
($000) Available 100 __.1009 5000 10000 over Total
0 6,5 15.0 6.5 . 78.0
under 25 3.0 8.0 17.0 5.5 _ Lo 34,5
25-100 0.5 5.5 4,5 a.s 11,0
100-500 0.5 i 1.5 10.0 3.0 1.5 16.5
500-1000 0.5 I 0.5 1.5 1.0 0.5 4,0
1000 and over 0.5 l' 0.5 0.5 4.5 6.0
Total 11,0 l 23.5 31,0 22.0 5.5 7.0 100.0

Source: Forms I-7, I-61

GETT



- TABLE XIIi-51

Distribution of Broker-Dealers By Percent of Gross Income Derived

From Institutional Commissions and Exchange Membership 1/
Calendar Year 1968

EXCHANGE MEMBERSHIP

Percent of Gross Reéular Regular Member of Other All Others
Income Derived From Regular :| Member Exchange Where NYSE and Including Non- Total
Institutional Member Member of NWSE Amex Stocks are Dually Members of any
- Commissions of NYSE of AMEX or PCSE Traded Exchange
Not Available 1.5 1.0 2.5 5.0
0 0.5 0.5 0.5 26.5 28.0
Uéder 5 11.0 1.0 4.0 2.0 17.5 35.5
5 - 10 8.5 2.0 1.0 2,5 14.0
10 - 15 7.0 0.5 0.5 3.0 11.0
15 - 20 1.0 . 1.0 0.5 2.5
20 - 25 2.0 2.0
25 and over 0.5 1.5 2.0
Total' 32.0 1.5 8.0 4,5 54.0 100.0

" 1/ Categories of exchange membership are mutually exclusive from left to right.
A

Source: Forms I-7, 1-61
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Distribution of Broker-Dealers

TABLE XI1I-52

‘By Percent of Gross Income Derived From Institutional CO'nmJ.ssJ.ons

and Total Capital
Calendar Year 1968

Percent of Gross

Total Cepital ($000)

Income Derived From~ . 100 1000 5000 10000
" Institutional Not under to to to and
| commissions __ {Available 100 1000 5060 10000 over TotalX_
0 6.5 15,5 5.5 0.5 28,0
under 5 RN l 7.0 17.5 8.0 __ 2.5 3.5.0
5-10 - ! 1.5 5.5 4.5 1.54 1.0 14,0, ..
R 10-15. 5.5 i 2,5 - 2.5 3.0 0.5 § 2.5 11,0 .
15-20 e l 0.5 1.0 Jo..s 0,5 2.5
20-25 J A 0.5 1.0 0.5 2.0
25 and over ’ I.0 1.0 2.0
Total . 12.0 28.0 32.5° 18.5 5.5 3.5 100.0

~*Doés not include. the 5.5 percent of firms for which data on total gross income

were not available.

} s Source:

Forms I-7, I- 61

-
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TABLE XI1I-53

Broker-Dealers

By Percent of Gross Income Derived From Institutional Comm;ssxons

_and Total Gross Income

Calendar Year 1968

R

Source:

—

Forms 1'7, I-61

—_——.

.

Percent of Gross Total Gross_lncome ($000)
Income Derived From’ i 100 1000 5000 10000
Institutional Not . under to to to and ) N
n Commissions Available 100 1600 5000 10000 . over Total®_
. 0 6.5 ' 15.0 6.5 ‘ ‘ . ) 8.0
under 5 5.0 15.5 11,0 2.0 2.0 35.5
5-10 1.0 4.0 5.0 2.5 1.5 14,0
10-15 5.0 ( 1.5 2.5 3.5 1.0 2.5 11,0
15-20 ‘ 0.5 ' 1.5 ) 0.5 ‘ 2.5
20-25 " 1.5 0.5 2.0
25 and over 1.0 1.0 2,0,
Total 11.5 73.0 310 22.0 5.5 7.0 100.0
* Does not include tﬁé'SgO'percédt"éf £irms fpr which ana'o{ E8c31 gro;sfi??gm?_wgfg not available.

8€CC
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2. OTC Net Trades In Stocks By Institutions

a. Magnitude of Institutional Investor OTC Net Trades

On stock exchange transactions a member firm must charge a brok-
erage commission. On many over-the-counter (OTC) transactions a
broker-dealer will not act as agent for an institution, but rather as a
dealer, either on a risk or a riskless basis, purchasing the stock from,
or selling the stock to the institution for the broker-dealer’s own trad-
ing account in anticipation of being able to turn over the position
acquired to some other customer at a profit.*® Institutional OTC net
trades include transactions in both listed and unlisted stocks with
market makers and others.

Banks and investment companies have the greatest volume of such
OTC net trades in stocks. In 1968 the group of 47 banks and the group
of 51 investment company complexes for which data are available
each had net OTC stock purchases and sales of about $5 billion. Those
accounts other than investment companies managed by the 28 invest-
ment advisers had more than $300 million of such transactions. The
life insurance companies had about $500 million, while the fire and
casualty insurance companies accounted for less than $100 million.
Self-administered pension funds, college endowments and founda-
tlons combined had an additional $300 million of OTC trades.

The investment companies, investment advisers and banks trade in
unlisted stocks to a greater degree than do other types of institutional
investors. The OTC trading of other institutions is primarily in listed
securities, the third market. Table XIII-54 shows the distribution of
OTC net trades by institutional investors. Of the 29 institutional
investors with OTC net trades of $100 million or more, nine were
banks and 12 were investment adviser managed investment company
complexes.

b. Concentration of Broker-Dealers’ OTC Net Trades with Institu-
tions

The number of broker-dealers that purchase securities from, or sell
sccurities to institutions on a net basis is far smaller than the number
of broker-dealers that act for them on an agency basis. For instance,
although the avearge bank had a total of 212 confirming broker-deal-
ers, only 44 of these did any dealer trading. Table XIII-55 shows
the number of broker-dealers having OTC net trades with each cate-
gory of institution studied. Only the banks, investment adviser-

38 In a riskless principal trade the broker-dealer purchases (sells) stock only after it has
found a customer on the other side to (from) whom the stock can be immediately resold
(purchased) at a profit.to the dealer.
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managed investment company complexes and advisers’ other accounts
averaged OTC net trades with more than 15 broker-dealers. Table
XIII-56 shows that only 46 percent of the broker-dealers had OTC
net transactions with any institution. Thirty-eight percent had some
net trades with banks, while 29 percent had some with investment
companies. The other institutions had net trades with a very limited
number of broker-dealers.

An examination of the 50 broker-dealers having the greatest volume
of net trades with each class of institution (Table XIII-57) shows in
somewhat greater detail the concentration of this business. Ten broker-
dealers handled more than 50 percent of net trades reported by the
institutions studied. The first four firms all made markets in listed
as well as unlisted securities; these four accounted for $3.9 billion, or
34 percent of all institutional net trades.

The top 10 firms accounted for 50 percent of the OTC net trades
with banks and 70 percent of the trades with insurance companies.
Four dealers appeared among the top 10 firms for each type of insti-
tution; three of these four f%rms made markets in listed securities.

¢. Characteristics of Broker-Dealers With OTC Net Trades With
Institutions

Seventy-eight percent of the NYSE members in the sample (Table
XTIII-58) had some OTC net trades with institutions. Only 19 percent
of the non-members of any major exchange received such business.
Of those firms having more than $10 million in OTC net trades, 73
percent were NYSE members. Like the firms that received commis-
sion business, these firms tend to have more capital and higher gross
incomes. Although only 34 percent of the firms dealing net with nsti-
tutions had total capital of over $1 million, 83 percent of the firms
with over $1 million in institutional net trades had at least that much
total capital. Similarly, 96 percent of the firms with over $1 million
in net trades had gross income of over $1 million, even though firms
with that much gross income represented only 39 percent of all firms,

Table XTII-61 shows selected characteristics of the top 50 broker-
dealers who do the most OTC net trading with institutions. Forty-
nine of these firms made markets in unlisted securities, and eight made
markets in some listed securities. Of these eight broker-dealers making
markets in listed securites, six were among the 10 leading broker-deal-
ers, including the top four. Of the $8.5 billion in institutional business
done by the 50 firms, $4.8 billion or 56 percent was done by these
third market makers.



TABLE RILL-S4 "~

o Institutional Investors ' T
OTC Net Trades in Stock With BroKer-Dedlers
1968

NUMBER OF INSTITUTIONAL INVESTORS

Investment Company

OTC Net Trades Self-Administered Complexes
in Stock Property & Investment Insurance
(millions of Investment Life Casualty Pensidn Educational Adviser Company
dollars) Banks Advisers Insurance Insurance Funds Foundations Endowments Managed Managed
N.A. {2 9 1 1 1 6
.0 3 L4 1
under 1 < 4 10 6 3 1 4 7 5 2
i- 5 1 7 6 3 1 6 4 3
5- 10 6 3 [ 5 3 1 7
10- 25 10 5 5 6 2 1 7
25- 50 4 1 4 3 2 7
50-100 6 1 1 9
100-250 6 1 1 5
250-500 5 5
500 § over 4 2
TOTAL
26 21 13 10 16 57 5

48 .37

Source~Form 1.7
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TABLE X111-55

Institucional Investors . --
Numbet of Broker-Dealers Having OTC Net Trades With Institutions.
1968

NUMBER OF INSTITUTIONAL INVESTORS

INVESTMENT COMPANY

(4444

COMPLEXES

Number of Broker- - Property & - SELF-ADMINISTERED Investment -~lIrsurance
Dealers Having Investment Life Casualty Pension Educational Adviser Company
OTC Net Trades Banks Advisers Insurance Insurance Funds Foundations Endowments Managed - _Managed

Not Available 6 9 1 1 1 2 . 1 7

[ 2 1 - 3 4 1

Under 10 2 12 15 10 1 4 12 8 1

10 - 25 6 6 3 7 6 . 2 5 4

25 - 50 13, 6 ) 4 2 20

50 - 75 7 3 1 1 6

75 -100 6 1 1 1

100 & OVER 8 10

TOTAL (institutie) 48 37 26 21 13 10 16 57 5

MEAN (broker- 44 . 22 12 15 12 ? 6 3? 13

dealers)

Source-Form 1;7
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“TABLE XII1-56

Concentration of OTC Net Trades With g{éﬁet%Deaféfé"
by Institutional Investors
Calendar Year 1968

Percent of
Broker-Dealers
With Institutional

Type of Institution OTC Net Trades 1/
Banks 3§
Investment Companies ' 29
Insurance Companies 7
Investment Advisers 11

Other Self-Administered .
Institutions 4

All Institutions 46

1/ Excludes any broker-dealer having less than $500 in
such OTC Net Trades

Source-Form I-7



" TABLE X111.57

,Broker-Dealer OTC Net Trades in Stocks -3
MWith_Institutions T

Calendar Year 1968

Tos All Institutions Banks Invaestment Ccmpuniesi Insurance Companies [Self-Adain. Inst. Investment Advisars
Fifes orc ] : f r 5
Broks - Net Cumulative orc Cumnlative oTC i Cumulative (s} Cumulative oTce Cunulative orc Cumntliative
Dealers Trzdes Perceat of Net Percent of Net Parcent of Net Percent of Net Percent of Net Percent cf
1 (m:1llions) Total Trades Total redes Tozal Trades Total Trades Total Trades Total
1-12 5797 50,1 2681 50,3 2673 52.3 434 69.7 184 66.7 193 62.1
11-22
1519 63.2 604 61.6 728 66.8 51 77.9 29 77.2 30 7.7
21-3) H
653 68.9 231 65.3 788 72.5 24 81,7 8 \ 80.1 21 78.5
31-44)
348 72.2 110 67.9 172 76.0 12 83.6 3 81.5 10- 81.7
41-39
211 74,0 76 69.1 110 78.2? 6 84,6 1 8l1.9 5 83.3
All Orher
Brok.r- 3009 100.0 1646 100,0 1096 100.0 96 100.0 51 100.0 52 100,0
Dealers . :
i Y 7 T2 [Z =7 74 1777780
At - K B e 8 . 7
ToTA% 11571 W 5332 W 5017 ’/4/ ""/lj” ///// 276 ;::_,j’f/;, % 3 1//// 4

1/ “te zop £ifty broker-deslers differ for the diffarent categories of institutions.

Source-Form 1-7

4444



" TABLEXITI-S8

Distribution of Broker-Dealers By OTC Net Trades in Stocks With

Institutional Investors and Exchange Membership 1/
Calendar Year 1968

N

Exchange Membership 1/

OTC Net Tradés in Sioéké Regular Regular Member of Other Al)l Others
With Institutional © Regular Member Exchange Where NYSE and Including Non- Total
Investors Member Member of NWSE Amex Stocks are Dually Members of any
(Smillions) of NYSE of AMEX or PCSE Traded Exchange
0 7.0 3.0 1.5 44,0 55.5
under 1 15.0 1.0 4.0 3.0 8.5 31.5
1-10 6.0 0.5 1.0 7.5
10 and over 4.0 0.5 0.5 0.5 . 5.5
Total 32,0 1.5 8.0 4,5 54,0 100.0

1/ Categories of exchange membership are mutually exclusive from left to right.

Source-Forms I-7, 1-61,
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TABLE XIII-59

_ Distribution of Broker-Dealers
By OTC Net Trades in Stacks With Institutional Investors
A‘—‘ and Total Capital
Calendar Year 1968

OTC Net Trades in Total Capital ($000)

| Stocks with Insti- - 100 1000 5000 10000

, tutional Investors Not under to to to and
($millions) Available 100 1000 5000 10000 over Total
0 ' 9.5 25.5 17.5 3.0 55.5
under 1 1.5 2.0 13.5 10.5 3.5 0.5 31.5
1-10 0.5 0.5 1.0 4.0 ) 1.0 0.5 7.5
10 and over 0.5 0.5 1.0 1.0 2.5 5.5
Total 1 12.0 28.0 32.5 18.5 5.5 3.5 100.0

Source!Forms I-7, I-61
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Distribution of Broker-Dealers
. "0TC By Net Trades in Stocks With Institutional Investors

"TABLE X111-60 __

and Total Gross Income

Calendar Year 1968

0TC Net Trades in

Total Gross Income ($000)

Stocks With Insti- 100 1000 5000 10000
-tutional Investors Not under to to - to and
! ($ millions) . Available 100 1000 5000 . 10000 over Total
0 9.0 "22,5 21.0 3.0 55.5
under 1 1.5 0.5 9.5 14,5 4,0 1.5 31.5
1-10 0.5 0.5 3.5 1.5 1.5 7.5
10 and over 0.5 1.0 4.0 5.5
Total 11.5 23.0 31.0 22,0 . 5.5 7.0 100.0

Source: Forms 1-7, I-61.
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TABLE XIII-61 .

Fifty Broker-Dealers' With Greate§t~Vb£3ye
of OTC Net Trades in Stocks With Institutions

Calendar Year 1968

- - - -

8¥CC

Top JAverage Numbzr of S:icks Total Dollar Gross Profits
Brokare CTC Net Number of in Which Markec-Mekers Volume cf Trading as £fron Traedirg as
Deal:r Tradzas With “arkec-Makers s Regularly Made Markey-Maker Moarket-Maker
Daslats Institutions | Miykits .y (S million) ($ million)

2 j (uiiitons) | ogro | 5.3 Market| OTC ! 3:d Marker | orc 2rd Market | CTC  {3rd Market

i v
1-10 5797 10 6 158 173 4565 6099 2?5 17
: i
K]
11-20 1519 10 1 156 5 11562 " 56 - 90 *
21-30 653 10 1 188 147 3957 388 33 x
{ ]
3l-40 348 10 . 146 4945 . 35 |
! - - t
Al-30 4 o | o - 62 839 0 |-

1/ Top fifty broker-dealers based on their volume of OTC net trades with institutions.
* Less than 500 thousand.

Source: Forms I-7, I-61,
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3. Customer Designation of Broker-Dealers

a. Reasons for customer designation of broker-dealers

The bank or investment adviser managing an account is not always
granted the authority to choose which broker-dealers to use in exe-
cuting orders for the purchase or sale of securities. The customer, or
someone other than the bank or adviser chosen by the customer, may
do the trading for the account—that is, place the order with the
broker-dealer. Even if the bank or adviser does the trading for the
account, the order may be directed to a broker-dealer designated by
the customer.

The reasons for customer designation of a particular broker-dealer
are many. A person associated with the broker-dealer may be a mem-
ber of the family or a friend. At times, if a broker-dealer does not pro-
vide any account management services or does not offer services suit-
able for a particular client, it may introduce a client’s account to a
bank or adviser. Executions for the client’s account may then be fun-
neled back to the introducing broker-dealer pursuant to a designation
by the customer. Other broker-dealers may serve as an underwriter,
or in some other investment banking relationship with an issuer cor-
poration, and may be designated zﬁ?or part of the commission busi-
ness generated by an employee benefit plan of that corporation.
Brokerage in'some corporate accounts is directed to a certain firm be-
cause an officer of the broker-dealer serves on the board of directors of
the corporation. Persons associated with broker-dealers who are
alumni, or who serve as trustees, or who are large contributors to an
endowment might be designated to handle the executions for those
accounts.

Some firms provide performance evaluations of corporate pension
funds managed by banks and investment advisers, and in return the
corporation designates them to receive some of the brokerage paid by
the bank or adviser managing the fund.

b. Magnitude of customer designation of broker-dealers

Table XTIII-62 shows the percentage of various types of bank and
investment adviser managed accounts for which all or part of the
brokerage is designated. A much larger percentage of customers per-
mit a bank to trade (place the order) for the account than do the cus-
tomers of investment advisers. The greatest difference occurs in ac-
counts managed on behalf of individuals. The trading for 30 percent
of adviser managed individual accounts is not done by the adviser
whereas only about 5 percent of the trading for bank managed per-
sonal trusts and personal agency accounts is not done by the bank.

The percentage of bank accounts for which the brokerage is not
designated (free brokerage) ranges from 69 percent for personal
agency accounts to 81 percent for personal trusts. The percentage of
investment adviser managed accounts where there are no brokerage
designations is much lower, ranging from 28 percent for both employee

53-940—71—pt. 4——55
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benefit plans and non-profit organizations to 35 percent for individ-
uals’ separately managed accounts.*

The importance of customer designation varies from bank to bank
and adviser to adviser. As much as 93 percent of the commissions paid
by (I)(ne bank was paid to broker-dealers designated by clients of the
bank.

As shown in Table XIIT-63, in 10 banks designated commissions
represented 50 percent or more of the total commissions paid to broker-
dealers. In another 21 banks, commissions paid to designated brokers
were between 30 and 50 percent of the total. For the 46 banks where
data on designated brokerage were available, customer designations
accounted for $82 million, or 37 percent of total commissions paid by
these banks.

Most banks claim to discourage their customers from designating the
broker-dealers to be used, arguing that the designation of a particular
broker for all transactions is not in the best interest of the account
because no one broker-dealer can provide best execution in every in-
stance. In some cases, banks are given discretion by their customers to
use other than the designated brokers if the circumstances warrant. For
instance, if a block of stock is being offered by a broker-dealer other
than the one designated, the bank may usually purchase the stock for
the customer’s account. Qther arrangements allow the bank or adviser
to execute particular orders with the broker of their choice as long as
a certain amount of unrelated commissions is paid to the designated
broker-dealer.

¢. Importance to the broker-dealer of customer designation

Customer designation can be a major source of bank or adviser busi-
ness for any broker-dealer., Fifty percent of the broker-dealers re-
ceived some bank-designated business in 1968. As shown in Table
XTII-64, 18 percent of the brokers received almost all of their bank
commissions solely because one or more customers had so designated.
At the other extreme, 11 percent of these broker-dealers received only
free commissions from tﬁe banks, and an additional 23 percent re-
ceived at least 80 percent of their bank commissions in the form of
free commissions.

The 50 broker-dealers receiving the greatest amount of bank-cus-
tomer-designated commissions accounted for about 54 percent of such
commissions. As shown in Table XTII-65, for the top 10 broker-dealers
receiving designated commissions, these commissions represented 45
percent of their total bank commissions and about 1.5 percent of their
gross income. All 10 of these firms are either multi-office firms doing
a retail business or major investment bankers. One of these firms also
offers special performance evaluation services for trust department
clients. Customer-designated commissions represented 39 percent of
the bank commission income of the top 50 firms as a group, and about
1.2 percent of their total gross income.

® For additional discussion of designation by investment adviser and bank managed
accounts see ch. IV.B, and ch. V.C.4.b, respectively.



TABLE XI1I-62
Customer Designation of Broker-dealers
Bank and Investment Adviser Managed Accounts

Percent of Accounts

Bank Managed Accounts Investment Adviser Managed Accounts
Institu- | Individuals | B
Employee | Personal | tional Separately | Employee | =
Personal | Benefit Agency | Agency Managed Benefit Non-Profit
Brokerage Designation Trust Plans Accounts | Accounts Accounts Plans Organizations
Adviger .does not trade for the .
account 5 13 4 5 30 22 32,
Over 85% of commissions are paid . R
to broker-dealers designated by 12 8 23 18 . .36 40 34
cugtomers
15%-85% of commissions are paid .
to broker-dealers designated by 1 2 4 6 R 8 5
customers )
Under 15% of commissions are —_
paid to broker-dealers designated * * * * Lo 2 2
by customers
No commissions are paid to broker- 2
dealers designated by customers 81 76 69 70 8 28
TOTAL 100 100 100 100 C oo 100 100

* Less than one percent

Source: Forms I-4, 1.14,

1622
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TABLE XIII-63
Commissions Paid By Banks
To Broker-Dealers Designated By Bank Customers
By Customer Designated Commissions As a Percent of Togp¥~ggmmlssions

cglquar Year 1968

Customer Designated Commissions as a

Percent of ‘fotal Commissions

Customer Designated 10 20 30 40 50 60
Conmissions Under to  to to  to to and -
(thousands of dollars) 10 20" 30 40 50 60 over Totzl
undér 250 1 1 3 5
© 250 - 500 2 3 2 1 2 10
500 - 1,000 2 1 4 1 8
1,000 - 2,500 1 1 1 5 3 1 3 15
2,500 end over — - A 2 3 J 2 9
TOrAL 2 4 1o Jo o1 4 6 4
Total Customer
Designoted .
Comaissions 1.8 2,1 9.4 16,0 23,2 10.7 18.¢ 81.8
(millions of
dollavs),

Source:

Form I-7
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. TABLETXIIT-64
Conmissions Received By Brc.ker«:Dealexs From Banks Upon Customer Designation

as a Percent of Total Commissions Received From Banks
Calendar Year 1968

Y
i
:

Percent of Bank Commissions
Received by Broker-Dealers -

. That, Were Designatea "— Percent of
By Customers Xirms
0 ’ 1.1
under 20 ‘ ) . 23.2
20-40 . ’ . s 13.1
40-60 26.3
60-80 8.1
80-100 . _18.2
TOTAL

Source: Form I-7



TABLE XIII-65

Commissions Received By Designated Broker-Dealers From 41 Banks
Calendar Year 1968

(1) (2) (3) (4) (35) (6) (7) (8)
Top Fifty Amount of Average Number of Amount of Bank Col (1) Col (1)
Broker- Designated Banks Paying Commissions as a Gross as a Number of Number
Dealers 1/ Commissions Designated Received percent Income | percent Offices ~ of Registered
= Recelved Commisgsions (millions) of (millions)] of Represantatives
(millions) Cal (3} Col (5)
1-10 19 35.2 41 45.1 1,205 1.5 497 8,100
11 - 20 10 31.7 25 40.6 760 1.3 405 5,185
21 - 30 7 31.3 27 27.4 662 1.1 331 4,532
31 - 40 5 24.6 12 45.0 331 1.7 241 2,462
41 - 50 &4 21.5- 12 36.3 177 2.5 55 403
All Other
Broker- 35 28.9 79 49.3 2,965 1.2 4,255 . 27,148
Dealers
TOTAL 79 196 40.3 6,100 1.3 5,784 47,830

1/ Top fifty broker-dealers based on designated commissions received.

Source:

Forms I-7, 1-61

14444
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4, Execution and Clearance

Although broker-dealers may provide many services to institutional
and other investors, their compensation is almost always paid in com-
missions or in potential trading profits.

a. Agency ewecutions

The execution needs of institutional investors vary widely. Table
XIII-66 shows the size distribution of orders to purchase and sell
stocks through NYSE members by the major classes of institutional
investors. For all institutional groups shown except investment com-
panies, the largest percentage, ranging from 30 to 40 percent of total
orders, was in the 101-999 share size, and for investment companies it
was in the 1001-5000 share size. The largest percentage for individuals
(39 percent) was expectably 100 shares. Those types of institutions

rimarily managing non-collective accounts, for example, bank trust
59 artment and non-bank trusts and estates, were more like indi-
vidual investors in that over half of their orders were for 100 shares
or less. Insurance companies and investment companies—totally col-
]ectl,ive accounts—have less than a sixth of their orders at 100 shares
or less.

The techniques involved in the execution of smaller orders have
remained basically unchanged for decades. These orders are executed
on the floor of the exchange with the specialist, with orders on his
book, or with another brolg{er. The retail firms execute such orders
for individual customers regularly. The large blocks, however, require
a capability to search for the other side of the trade away from the
regular round lot market on' the floor. In the past this was done
primarily by the large retail houses with the facilities to contact
thousands of small customers and sell them each a part of the block.
As described in detail in chapter XI, over the past several years in-
stitutional firms have sought to assemble the other side of a trade
primarily among institutions rather than hundreds or thousands of
small investors.

b. Principal executions

_Trades may be executed in both the OTC and third market on
either an agency or principal basis. The Study’s survey of over 200
institutions revealed that more than 80 percent of the institutions,
when purchasing or selling an unlisted security, will seek a quota-
tion from a market-maker a majority of the time.

The arguments in favor of dealing directly with market-makers
when purchasing or selling unlisted stocks were expressed by one
bank:

We are of the opinion that best overall results are obtainable by dealing with
“market-makers” in off board securities. Market quotes, trading volume and
prices of primary traders or “market-makers” are consistently better than broker-
dealers in these OTC stocks. We do strive to limit these operations to financially
secure, responsible dealers. i

A major property and liability insurance company gave its reason
for dealing directly with market-makers:

Generally, we believe we can get a better price by dealing directly with a

market-maker who we know and trust, based upon his demonstrated knowl-
edge and expertise. In addition, we can usually be certain that our interest in
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the security involved will not be revealed, at least until after consummation
of the transaction. In cases where we do not have sufficient knowledge of, or
confidence in, the market-maker, we may choose to be represented by another
broker-dealer. '

Of the less than 20 percent of institutions who did not deal with
a market-maker a majority of the time, about two-fifths chose the
broker-dealer without any consideration of whether or not it was a
market-maker.

Those institutional investors that deliberately chose to go to an
agent rather than a market-maker, usually stated their case for doing
$0 in a matter similar to a property and lability insurance company :

If the security is traded by a comparatively small group of dealers, none of
whom are known to us or if we know that they are of the type which would
take advantage of our disclosing to them a sizeable trading interest, we feel
that an experienced broker, who is far more familiar than we with all the

“market-makers” in a given stock could obtain a sufficiently better execution to
more than compensate for the resulting commission cost.

One investment adviser stated another factor in not going directly
to a market-maker:

In those instances where the order placement is discretionary we attempt in
some instances to compensate for investment research.

The use of brokers (or dealers acting on a riskless principal basis),
rather than dealing directly with market-makers, may raise regulatory
uestions. This interpositioning, when done to compensate persons for
the sale of mutual fund shares, has been found to constitute a fraud
Jn the part of both the manager of an investment company and the
broker-dealer who was interpositioned.

It should be noted that institutions managing their own money (for
example, endowments and pension funds)' tend to deal directly with
a market-maker less often than banks and investment advisers. The
potential difficulty in justifying transactions with a broker-dealer
other than a market-maker may tend to discourage the use of brokers
even when not inconsistent with best execution.

The 200-plus institutions were queried as to their policy in seeking
quotations from third-market-makers when dealing in listed secur-
ities. Less than' one-fifth of the respondents checked third market
quotations on a majority of their trades in listed securities, while
about two-fifths of the institutions never checked the third-market.*
The advantages of dealing with third-market market-makers were
enumerated by one life insurance company to be:

Block size, direct negotiation of price between three parties, lower cost, known
price at which trades will be accomplished, more rapid stock delivery and no
“partial” deliveries, and lack of affect of order on exchange markets.

4 In Delaware Management Company, Inc., the principal issue Involved interpositioning
in the execution of portfollo transactions for mutual funds. Delaware Management Co.,
a registered broker-dealer, was the investment andviser of and principal underwriter for
two mutual funds and 1its officers were the officers of the funds. It interposed a second
broker-dealer, which did not maintaln markets in listed or unlisted securities, between the
funds and the best market in order to compensate the second firm for selling the funds’
shares and to stimulate further sales. It was established that the funds were in a posi-
tion to deal directly with the same broker-dealers used by the interposed broker on as
favorable a basis. As a result, the funds were caused to incur unnecessary brokerage costs
and charges. The Commission concluded that this practice constituted a fraud on the
funds and their shareholders by both broker-dealers and their prinecipals. Securities BEx-
change Act Release No. 8128 (July 19, 1967).

‘1 Quotations of some third-market market-makers are available to institutional investors
subseribing to the Autex Block Information System. In addition, some third market-makers’
quotes are shown anonymously on Instinet. For a description of these systems see ch. XI,
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An investment adviser pointed out the potential savings in com-
missions:

A “third market” market-maker may offer a better net price (after taking into
account commissions) than a trade on a securities exchange. Consequently, in
almost every instance we obtain a competitive quote from one or more “third
market” market-makers before placing an order.

‘While some have contended that the lack of a tape print has advan-
tages, one bank, concerned about its fiduciary responsibilities, pointed
out the disadvantage of not having a tape print:

The “third market” consistently utilizes the “exchange last sale” as its basis
for trading smaller increments of stock. Since the last sale is obviously history,
there is absolutely no way to determine if an execution is good or bad until
judged in retrospect. We feel we cannot come under criticism for an execution
on a regulated exchange if the order has been handled with care and intelligent
thought. Conversely, we could be criticized for executions which cannot be sub-
stantiated by a print. We do utilize the ‘“third market” for larger block trans-
actions or thinly traded stocks, particularly utilities.

Most others cited the inability of the third market to handle large
trades or the importance of using the auction market for small trades
as reasons for not getting quotes. A bank responded :

In terms of the total number of separate trades executed, most trades made
on behalf of customers of our institution are of a very small size. The major
exchanges are very important for such orders because they provide a regular
and dependable market. Usually, the advantages of continuity and dependability
provided by the major exchanges outweigh the price difference for such small
orders which the third market can sometimes provide. However, where larger
orders are involved so that the price difference which the third market may
offer can be meaningful in terms of total dollars, our institution does seek
quotations in the third market and trades in that market where in our judgment
it offers the more advantageous execution from an overall standpoint.

An investment adviser explained its position as follows:

In 2 majority of instances, quotes from the third market are not sought since
the supply of stock they ordinarily are willing to bid or offer is insignificant
in terms of the size of the order that our institution must execute. In those
circumstances where it is believed that circumstances exist so that the third
market may be able to bid or offer a sufficient quantity of securities without
entering the other markets to obtain a sufficient supply to meet our needs, the
third market is consulted and may be used later.

As pointed out above and in the later section on reciprocity 4 some
institutional investors such as banks and investment advisers have an
Icentive to ¢reate commissions when trades could actually have been
done at net prices. This is to take advantage of certain services being
oftered by the non-market-making broker-dealers. Some banks, on
the other hand, trade directly with the market-makers at net prices
and add a charge equal to the commission which would have been
charged had the bank given the order to a non-market-making broker-
dealer. This charge is retained by the bank. At least six of the 50
banks studied charged a full NYSE commission on net trades; at least
two others charged half of a NYSE commission. These charges are
not imposed on trust accounts, but are imposed on agency and custody
accounts. The amount of income to the banks from these charges was
almost $6 million in 1968 and 1969, but one bank alone collected more
than $3.5 million of thistotal.

4 See gec. C.7, Delow.



2258

c. T'rading discretion given to broker-dealers

When an institution places an order to buy or sell securities with a
broker-dealer, the broker-dealer may be given varying amounts of
trading discretion. At one extreme an institution might authorize an
individual broker-dealer to dispose of an entire position as it sees
best. At the other extreme, the institutional trader may “mastermind”
the trade by feeding out orders as he thinks they can best be handled
in the market and by directing the broker-dealer to sell each portion
of the block at the time and in the market the institutional trader deems
best. In reality most institutional trading fits somewherc between the
two extremes.

The Study’s survey of over 200 institutions sought to determine
the extent of discretion granted to the broker-dealer by the institu-
tional investor. The institutions were asked how frequently broker-
dealers are given discretion to govern the timing of individual
transactions in effectuating a single investment decision. About 3 per-
cent of the institutions responded “always,” while almost two-fifths
of the institntions answered “never.” One-third only “occasionally™
granted the broker-dealer such discretion, while almost one-fifth said
that they “ordinarily” did.

Once a decision has been reached as to when transactions should be
executed, a marketplace must be chosen. It must be noted, however,
that the choice of broker-dealer determines to a great extent the mar-
ket to be used in executing the order. For instance, when the institu-
tion places an order with a member of the NYSE there is little chance
of execution elsewhere but on that exchange or, if the NYSE member
is also a member of a regional exchange, on a regional. In the SEC
Rate Hearings, the then Chairman of the Board of Governors of the
NYSE stated: “. . . when an institution gives me the order, he ex-
pects me to execute on the floor of the New ~“ork Stock Exchange. He
does not expect me to go to the third market.” * Similarly, the likeli-
hood that an institution would give an order to a third market market-
maker in anticipation of his going to the NYSE is very slight. When
the institutions were queried as to granting discretion in choice of the
executing market, about half responded they “always” or “ordinarily”
gave such discretion, and an additional quarter “occasionally” did.

Discretion as to the price of an individual transaction was given to
the broker-dealer far less frequently than discretion as to choice of
market. In most instances, an institutional investor will either place a
price limit on the order, or will ask the broker-dealer to check back
after finding the other side but before executing the transaction. Only
3 percent of the sample institutions “always” gave price discretion,
with an additional one-fifth of the institutions responding “ordi-
narily.” More than two-fifths of these institutions, however, granted
such discretion only “occasionally.”

d. Clearance and settlement

Clearance and settlement is the process of delivering securities from
the seller to the purchaser and the cash payment from the ]ﬁurchaser
to the seller. Unlike most business transactions, where purchaser and
seller consummate a tranzaction in each other’s presence or at least

o

4 SEC Rate Hearings, at 5115.
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with knowledge of each other’s identity, most securities transactions
are handled by agents representing undisclosed purchasers and sellers.

Under normal circumstances, the purchaser and seller of a security
have five business days to deliver the cash and certificate, respectively,
to their brokers. On the fifth business day after the transaction the
two brokers must settle the transaction.*

By use of a C.O.D. account with a broker or a bank, however, it is
possible for an institutional investor to withhold payment for securi-
ties until the certificates are actually received by the institution.®
But, although the broker on the other side of a purchase transaction
has not delivered the security, the purchaser has a contract giving to it
the benefits and risks of ownership, even though it has not yet paid
any consideration. Banks, when acting as both manager and custodian
for an account, will generally liquidate any short-term holdings prior
to or on the fifth business day after execution of the order to free the
cash needed to pay for delivery. If the securities are not promptly
delivered, the bank, not the account for which it has acted, will have
the direct benefit of the cash float.*¢ Bankers interviewed by the Study
generally stated that it would be too complex and costly a bookkeep-
g procedure to keep their accounts fully invested beyond the sched-
uled delivery date. When a bank acts as custodian for other institu-
tions they usually receive the benefits of the cash which remains at
the bank awaiting receipt of the securities. Several of the largest in-
stitutional investors using bank custodians, however, have worked out
arrangements to enable them, and not the bank, to receive the advan-
tages of the float resulting from the failure of a broker to complete
de%ivery of securities purchased by them.

During the period of the fail, the cash is invested in other securities,
for example, short-term notes. The institution thus receives the bene-
fits of owning $2 worth of securities but has an outlay of only $1.
Unlike margin accounts, this is accomplished without borrowing or
paying any interest on the other dollar.

Broker-dealers contend that many of these fails are the fault of the
institutions or their custodians, and not themselves. In some instances
the fault lies with the custodian who rejects a delivery because its
records are in error. In other instances the fault lies with the institu-
tional customer who has not promptly notified the ecustodian of a trade
and no delivery is expected. This problem is complicated by the re-
fusal of some institutions or their custodians to accept partial delivery
of an order. Thus, the broker-dealer would not receive cash for that
portion of an order for which he could make delivery.

A report prepared for the American Stock Exchange had the fol-
lowing findings about fails:

This problem is aggravated by the lack of incentive for an efficient flow. For
example, if an institutional investor fails to issue adequate, timely instructions

“ Interbroker settlements are usually handled through the facilities of a stock exchange
clearing corporation. As part of the clearing process used by the NYSE and Amex, transac-
tions are netted among all clearing broker-dealers and the brokers representing the pur-
chaser and seller in an individual transaction might not be settling the transaction among
themselves, but rather with other brokers not involved in the particular transaction.

% C.0.D. transactions are permitted under FRB Reg. T, 12 C.F.R. § 220.4(¢) (5).

4 One bank, in its 1969 Annual Report, attributed part of an increase in interest earned
on invested assets to the increase in ‘“funds avallable for investments [which], continued
to reflect the slow clearance of securities transactions on Wall Street.” For a further dis-
cussion of the value of such floats to banks and their impact on fees, see ch. V. H
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to a custodian bank or receiving agent to receive certificates which he has pur-
chased, the bank will not accept the certificates, and will not pay the delivering
broker. The result in this case is that the institution has use of its funds for a
period beyond this settlement date, but the buying broker has had to pay the
selling broker when the shares are delivered. Thus, some have use of pools of
money created by blockages in the system, while other parts of the industry
have to bear higher costs.

In studying this problem, the NR team found that approximately 25 percent
of broker deliveries to New York receiving agents were being rejected. The
reason for three-fourths of these rejections was because the receiving agent
did not have specific instructions from his customers to accent the delivery. A
further survey showed that some 20 percent of the customer instructions were not
arriving at the receiving agent until after the settlement date. On a C.0.D.
(cash on delivery) settlement, several million dollars may thus be available to
the buving institution for several more davs. This availability can be tre-
mendously profitable. And throughout the entire system there is an incentive
to deliver out but no incentive to actually receive certificates. It is interesting
that no one wants certificates ; what they want is cash. ¢

Some institutional investors have attributed part of the failure to
receive instructions to a breakdown in communications between out-of-
town cnstodians and their New York correspondent receiving agents.

During the last half of the 1960’s the volume of fails to deliver grew
at a rapid rate. At the beginning of 1965 the value of all securities
failed to deliver by NYSE member firms was $400 million. By the end
of 1968 fails rose to over $4.1 billion. Since then the value of fails has
declined and for most of 1970 has been under $1 billion.

Numerous steps have been taken by the securities industry to combat
the problem of fails. Among those which affect institutional investors
was a rule adopted by the NYSE which requires member firms to take
orders only from customers willing to accept and pay for partial de-
liveries.®® The NYSE has informed the Study that to date the rule
has not been very cffective but no action by the Exchange has been
taken against any firm for violating the rule. A study by the Rand
Corporation found that the costs to broker-dealers of completing
securities transactions could be reduced by more than one-third if
partial deliveries were accepted by C.0.D. accounts.+?

The Banking and Securities Industry (BASIC) has circulated for
discussion certain proposed changes in procedures for the handling of
C.0.D. accounts.®® Three major recommendations would require
C.0.D. customers to isue standing instructions to agent banks to re-
ceive securities against payment on the basis of confirmations from
brokers previously specified by the customer. According to BASIC
there are arguments for and against this procedure:

Those advocating the standing instruction procedure argue that it is the only
way to make the COD DK problem disappear; that Regulation T’ of the Fed-
eral Reserve Board should make the issuance of standing instructions a condi-
tion precedent to use of the COD privilege ; and that the knowledge that transac-
tions will settle based upon brokers’ confirmations will spur customers to see

that fast communication means are used to detect and correct errors in con-
firmations prior to settlement dates.

47 North American Rockwell, Securities Industry Overview Study, at 32.

48 NYSE, rule 430.

9 Qrnl presentnation by the Rand Corp. to the Commission entitled, Reducing cost of
Incomplete ()Stock Transactions: A Study of Alternative Trade Completion Systems
(July 14, 1970).

% Reducing the Rejections of Deliverier Against Payment Because of Lack of Instruc-
tiong (“DK’s8”’ on COD Deliveries), Discussion Paper (Dec. 1, 1970).



2261

The objections raised against standing instructions to banks to pay for securi-
ties delivered on the basis of brokers’ confirmations turn on the errors in brokers’
confirmations: duplicate deliveries; wrong price, quantity, customer, or even
wrong side of the trade; incomplete or inaccurate information as to sub-account
data ; delivery to the wrong bank; etc. Customers argue that they are unwar-
rantedly exposed to loss if an instruction is standing to settle on the basis of
confirmations when the latter can and do contain errors like these—that the risk
is too great that they will be unable to secure the erroneous confirmation and get
it corrected in time to prevent incorrect settlements.

Some agent banks also raise questions about a universal standing instruc-
tion procedure. They point out that the customer selects the broker and that all
responsibility for a trade, and for errors in a broker’s confirmation thereof, lies
between those two parties. Yet, if agent banks settle unwittingly on the basis
of an erroneous confirmation, they say that they are drawn into.the ensuing
controversy. This is particularly true where there are allegations that the cus-
tomer alerted them to an error in a confirmation.®

o Id., at 6.



TABLE XII1-66

Distribution of Share Size of Orders to Purchase or Sell Stocks
NYSE Members

1969
Commercial Life Non Life Non-Bank
Size of Order Banks and Investment Insurance Insurance Pension Trusts and Individuals
(shares) Trust Companies Companies Companies Companies Funds Estate
0dd Lot 78.7 4,4 5.4 12.° 172.8 29.8 33.5
100 21.8 10.1 11.3 - 25.5 26,2 24,9 39.0
101 - 999 20,0 31.3 40,4 39.7 42.0 38.0 25,2
1000 3.1 8.7 10.0 7.6 4.4 3.1 1.4
1001 - 5,000 6.8 32.9 24.5 11.7 12.1 3.5 0.8
5001 -10,000 2.0 6.8 6.” 2.4 1.9 0.5 0.1
Cver 10,000 0.6 5.8 2.7 0.9 0.6 0.1 0.0
TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0
SOURCE: Unpublished data of NYSE 1969 Transaction Revenue Survey.

[

42144



2263

(Readers and Revisers Carry All Information Prominently)

5. InsTITUTIONAL INVESTOR PAYMENTS FOR RESEARCH

One of the major services provided by broker-dealers is investment
research. Such research may take many forms including analyses of
the entire economy, the market, specific industries and individual
companies.

a. Magnitude of institutional investor payments for research

The percentage of institutional investor commissions paid out for
research varies among and within institutional categories. The magni-
tude of such payments vary with two factors: one, the amount of re-
search needed to supplement that produced by the institution itself;
and two, the institution’s alternative uses for the commissions
generated. .

Banks and investment companies, appear on the average to pay only
a relatively small percentage of their total commissions for research
services, Table XIII-67 shows the amount of commissions reported by
46 banks to have been allocated for research. Eleven of the banks paid
out under $100,000 in commissions for research. For 10 of these 11
‘banks, this amount represented less than 20 percent of their “free”
commissions. At the other end of the scale, 11 banks paid out at
least $500,000 in commissions for research; for eight of them, this
amount was less than 20 percent of their free commissions. The two
banks paying the greatest amounts accounted for more than a fourth
of the total commissions paid by the banks for research. The median
percentage of free commissions paid by the banks for research in 1968
was 13.3 percent. The banks as a group spent $14.6 million, or 12.2 per-
cent of their $137 million in free commissions for research.

Table XTII-68 shows that investment advisers managing the larg-
est investment company complexes reported allocating a considerably
larger proportion of their total commissions for research than reported
by banks. Of the 49 complexes, 31 paid out at least $500,000 in research
commissions. In only nine of the 31 was this amount less than 20 per-
cent of their commissions. Sixteen of the complexes paid out at least
$1 million in commissions for research. As a group these 49 invest-
ment company complexes paid out $58.3 million, or 23.1 percent of
their $252.1 million in commissions for research. The median invest-
ment company complex paid out 27.3 percent of its commissions for
research.

Insurance companies and other self-administered institutions that
do not have many alternative uses for these commissions generally
pay out much more of their commissions to broker-dealers providing
research than do the banks and investment advisers. In some instances
these institutions will pay out substantially all of their commissions to
firms providing research services. It is difficult to-quantify what most
of these institutions would pay for research if alternative uses for
commissions were available.

A senior vice-president of one of the largest life insurance companies
explained that at the beginning of each year his company prepared a
budget detailing the amount of commissions each brokerage firm
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should receive in return for the research to be provided. Because most
of the commissions paid by this company went to the research firms,
at the end of a few months the budgeted commissions were already
paid. Rather than pay the additional commissions to other firms from
whom this company received no research or unsatisfactory research, it
continued to pay commissions to the same research firms, basically in
the same ratio as the budgeted amounts. In 1968 these firms on the aver-
age received between five and six times the commissions they had been
budgeted to receive.

b. Concentration of research commissions

Investment company complexes pay research commissions to a much
larger number of broker-dealers than do banks. Table XIIT-69 shows
the number of broker-dealers reported by banks and investment com-
pany complexes to have been paid commissions for research. While
only 4 percent of the large banks paid commissions for research to
more than 100 broker-dealers, 34 percent of the investment company
complexes paid research commissions to that many firms. In 1968 the
investment company complexes paid commissions for research to an
average of 88 broker-dealers, and the banks to an average of 49.

Table XTIT-70 and XIII-71 show for the investment company com-
plexes and banks, respectively, the research commissions paid to the
50 firms receiving the largest amount of such commissions from each
group. The top 10 firms received 25 percent of all investment company
research commissions and 33 percent of the commissions banks paid
for research. The top 50 firms received 66 percent and 75 percent
of the research commissions paid by the investment company com-
plexes and the banks, respectively.

The top 10 research firms received commissions on the average from
more than 35 of 41 banks providing data, but received research com-
missions from only 33 of 49 investment company complexes for which
data were available. After the first 10 firms the number of banks from
which a firm received commissions drops off continuously, falling to
an average of 15 banks for the 41st to 50th firms. The 50 firms dealt
with an average of 23 banks each. The number of investment company
complexes paying research commissions remained fairly level for the
50 firms, declining from a high of 33 for the first 10 firms to an average
of 29 for the 41st to 50th firms.

A large range was reported to the Study both in the number of banks
paying research commissions to each of the leading research broker-
dealers and in the amount of commissions received by them from each
bank. The research broker-dealers in the top 10 received commissions
from an average of about $90,000 more from 20 additional banks than
the broker-dealers in the 41 to 50 group. Two-thirds of the 835 percent
difference between the one to 10 and 41 to 50 groups of research firms
serving investment companies is primarily attributable to the amount
of commissions received from each complex and not the number of
complexes from which research commissions are received.

c. Importance of research commissions to broker-dealers

For all broker-dealers, commissions received for research represent
about 22 percent of the free commissions from banks and 33 percent of
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the total commissions from investment companies. About 1.4 percent of
the total gross income of broker-dealers comes from these two sources
combined. The research commisstons paid to the top 10 firms accounted
for 46 percent of total commissions received by them from investment
company complexes and 32 percent of free commissions received by
them from banks.

d. Research expenses of broker-dealers

In 1968 NYSE member firms had research expenses attributable to
their commission business (exclusive of compensation to general part-
ners and voting stockholders) of $79.4 million. This was equal to about
2.9 percent of their $2.7 billion security commission expenses. Their
total research expenses of $97.1 million was equal to 2.4 percent of their
total expenses of $4.0 billion.

Tables XIII-72 and XIII-73 show, for NYSE member firms, the
distribution of research expenses by their average commission income

er transaction. These tables show that firms dealing primarily with

institutional investors (commission income per transaction of $100
and over) incur greater research expenses, both absolutely and in rela-
tion to total expenses, than do firms dealing primarily with the public
(Income per transaction under $50). The median income per trans-
action for all firms was $43.37. The groups of firms with research
expenses of $100,000 and over all had median incomes above the median
for all firms, while the groups of firms with under $100,000 in research
expenses all had median incomes below the median for all firms. While
the median research expense per firm was $60,000, the median for the
institutional firms was more than double that, $129,000. Security com-
mission research expense for the median institutional firm was 3.3 per-
cent of total expenses but only 1.0 percent for retail firms and 1.4 per-
cent for all firms.

The research expenses incurred by the institutional firms equaled
22 percent of total research expenses for the industry even though these
firms accounted for only 14 percent of security commission income.

53-040 O - 71 - pt. 4 - 56
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TABLE XII1-67
Commissions Paid by Banks for Research
by Research Commissions as a Percent of Free Commissions

Calendar Year 1968

Comnigsions Paid | Research Commigsions as a Parcent of Fres Comnissionsl/
For Research 5 10} 15 20 30
(thousands of under to to to to and Total

dollars) 5 10 15 20 30 over
Under 100 2 4 2 2 1 11
100 ro 200 3 2 1 2 8
200 to 300 1 2 2 1 1 7
300 to 400 1 3 1 5
400 to 500 1 3 4
500 to 750 2 1 2 1 2 8
750 and over -— . 2 o 2l . 3
TOYAL 6 10 11 5 7 46
= s == == ==z == ==

1/ Frec commissions are total commission paid less those
comnissic.s paid to broker-dealers upc: ihe designation of
custoners.

f
Source:: Form I-7.
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TABLE X11I-68
Commission Paid by Advisers to Investment Compeny Complexes
by Research Commissions as a Percent of Total Commissions

Cslendar Year 1968

- .

Conmi ssions Paid | Research G ons 15 a Percent of Total Commissions
For Research [ 0 o 730 50 70
(thousands of to to to to to and Total

dollars) 10 | .20 30 50 70 over
under 250 3 1 2 1 4 1)
250 to 500 2 3 1 1 7
500 to 750 1 2 .2 1 6
750 to 1,000 | ~ 1 2 3 L 2 9
1,000 to 2,000 4 ' 1 5
2,000 and over . _5 1 .« 3 _3 1
TOTAL 6 2 i 4t 7 8 49

)

Source:.Form I-7.
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“TABLE X111-69

Number of Broker-Dealers
Paid Commission for Research

1968
Number of Broker-Dealers Number Number of Investment Adviser
* Allocated Commissions of | Managed Investment Company
For Research Banks ! Complexes
0- 20 6 3
21 - 40 14 9
41 - 60 13 1
61 - 80 7 9
81 - 100 4 11
101 - 150 ’ 2 1
is1 and over ' _5
TOTAL 46 50

Source : Form 1-7



TABLE XIII-70 .

Commissions Received By Broker-Dealers For Research
i From Investment Company Complexes
Calendar Year 1968

(2)
(?.) . Average . . ‘(I:))__ i (4? (5) (6) _(_7) } ® ) i (10) _
Number of .- - -- .- - T
Total Investment: . Research Total Amount Research Income
Amount Company Com; Commission of Investment |[Col. (1 Col. (1) From Investment
of Research ble;ces Payi;u Income Received Company As A Total As A |Total Number | Total Companies
Commissions | commissions| E€r Investment Commissions |¥ercent| Gross Percent |Professional | Other Per Professional
Broker- Received For Company Complex Received .Of, Incomz ©_of Research Research Employee
Dealers 1/ (000) ‘Research (000) (000) Cal. -(4)] (000,000) | Col. (6) | Employees Employees (000)
1-10 14,780 32.8 451 32,460 45.3 534 2.8 26.6 16.5 56
11-20 8,260 32.0 258 28,590 28.3% 330 2.5 19.9 15.2 42
21-30 6,760 31.7 213 19,140, 34.8 883 0.7. 28.6 39.7 24
31-40 5,110 30.2 169 22,260 23.0 431 1.2 18.4 13.0 28
41-50 3,990 28.9 138 14,330 27.8 316 1.3 14.6 14.5° 27

6922

1/ Top fifty based on research commissions received from investment company complexes.

SOURCE: Forms I-7, I-61 .



Commissions Received By Broker-Dealers For Research:

_ From Banks
Calendar 1968
4)

(1) (2) (3) (5) (6) (7) (8) (9) (10)
Total Amount .{ Average Number| Research | Total Amount of [Col(1l) Col(1)
of of Banks Pay- Commission Free Banks as a| Total |as a| Total Number “Total Research
Broker- Research ing Commis- Income Commissions percent Gross percenof Profession- Other Income Per
Dealerst/ Commissions. sions for Received Received of |1Income of al Research Research | Professional .
Receiyed Research Per Bank (000) Col(Mc000,000C0L(6 Employees Employees} Research Employee
(000) (000) (000)
1-10 5,410 35,0 155 16,840 32.1{ 575 | 2.9 25.7 18,7 21.0
11 - 20 7,990 26.4 113 10,710 29.3 367 0.8 18.9 21.7 15.8
21 - 30 1,770 21.4 83 15,370 11.6 889 0.2 31.9 36.2 5.6
31 - 40™ 1,210 19.4 62 8,860 13.7 487 0.2 |’ 71,9 14.3 5.5
41 - 50 970 15.1 64 6,190 15.7 1 195 | 0.5 11.8 9.4 8.1

1/ Top fi1fty based on research commissions received from banks.

Source: Forms I-7, I-61.

¢’
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_ TABLE X1i1-72. ... ..

Research Expenses

By Commission Income Per Transaction

NYSE Member Firms

1968
' (a)
,Commission SECURITY COMMISSION RESEARCH EXPENSE ($000)
Income Per
Transaction o] Under SO 50 to 100 |100 to 200{?200 te 500|500 to 100C| 1000 and TOTAL
(dollars) over

Under 50 22.8 29.1 17.5 14,1 8.3 4,2 4,2 100, 0
50 to 100 16.1 31.”7 8.6 16.1 i0.8 13.0 4,3 100.0
100 and over 17.3 9.6 11.5 21.2 17.3 13.5 9.6 100.0
TOTAL 20.5 26.9 14.5 15.5 10.1 7.5 4.9 100.0
MEDIAN
INCOME PER 38.75 41,14 40,63 46,17 48,26 68,97 47,39 43,37
TRANS ($)

(b)
(fg‘gg‘}‘gs o SECURITY COMMISSION RESEARCH EXPENSE ($000)
Transaction 0 Under 50 50 to 100 [100 to 200{200 to 500{500 to 1000 1000 and TOTAL
' (dollars) over
Under 50 69.6 67.3 75.0 56.7 51.3° 34.5 52.6 62.4
50 to 100 19.0 27.9 14.3 25.0 25.6 41,4 ’1.1 24,1
100 and over 11.4 4,8 10.7 18,3 23.1 24,1 26.3 13.5
TOTAL 100.0 100.0 100.0 100.0 100, 0 100.0 100.0 100.0
Source: NYSE Member Firm Income and Expense Reports: 1968,

MEDIAN
RESEARCH
EXPENSES ($000)

45
71

129

60

1222



Security Commission Research Expenses as a Percent of Total Expenses

T TABLE XIT1-73

By Commission Income Per Transaction

NYSE Member Firms

1968

(a)

Commission SECURITY COMMISSION RESEARCH EXPENSE AS A PERCENT OF TOTAL EXPENSES
Income Per
Transaction [} Under 1 1 to 2 2 to 3 3. to &4 4 to 5 5 to 10 10 and over TOTAL
(dollars)

Under 50 27.8 22.4 25.7 12,9 6.6 2.5 2.5 0.4 100.0
50 to 100 16.1 10.8 18,3 17.2 12.9 7.5 8.6 5.4 100.0
100 and over | 17.3 13.5 11,5 5.8 9.6 7.7 17.3 17.3 100,0
TOTAL 20.5 18.4 22,0 13.0 8.5 3.9 6.0 3.9 100.0
MEDIAN

INCOME PER 38.75 38.58 40.34 47,02 50.31 564,10 55.54 103.58 43,37
TRANS ($)

(b)

%?gé25§2¥ SECURITY COMMISSION RESEARCH EXPENSE AS A PERCENT OF TOTAL EXPENSES

ngg??g:_ic)’" 0 Under 1 1to? ? to 3 3 to &4 4 to 5 5 to 10 10 and over TOTAL
Under 50 69.6 76.1 72.9 62.0 48.5 40.0 26.1 6.7 62.4
50 to 100 19.0 14,1 20,0 32.0 36.4 53.3 34,8 33.3 24,1
100 and over| 11,4 2.9 7.1 12.0 - 15,2 26.7 39.1 - 60,0 13.5
TOTAL 100.0 100.0 100.0 100,0 100,0 100.0 100.0 100.0 100,0

Source: NYSE Member Firm Income and Expense Reports: 1968.

MEDIAN
RESEARCH
EXPENSE %

1.0
2.3

3.3

eLee
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6. Other Services Offered to Institutional Investors

In addition to execution and research, broker-dealers offer other
related services to institutional investors, including portfolio valua-
tion, custody of securities, financing of margin accounts and
communications.®

a. Portfolio valuation

Most institutional investor portfolios are valued at intervals varying
from twice daily for some mutual funds to once a year for some
bank managed personal trusts.®® Often the entire job of valuing these
portfolios, or sometimes just supplying the price data, is handled by
a broker-dealer. In addition, some broker-dealers offer services which
measure the performance of portfolios managed by the institutional
investor. Nineteen of the banks reported that they received portfolio
valuation services from one or more broker-dealers. Of 57 advisers
to investment company complexes, 34 received these services. Such
services are little used by insurance companies and the self-admin-
istered institutions; only eight of 47 insurance companies and four
of 39 self-administered institutions reported their receipt.

b. Custody of securities

The custody and safekeeping of securities by broker-dealers, al- |
though available to most institutional investors, is a service that few -
institutional investors use. Most institutional investors prefer bank’
custodians. With the exception of four investment company complexes,,
one insurance company and one college endowment, the advisers to'
non-investment company accounts were the only institutional investors

52 The NYSE has interpreted its anti-rebate rule to permit its members to perform
certain services without violating those rules. The offering of some services, however, has
been declared in violation of the anti-rebate rule. A member firm can use its computer to
calculate the value of a customers portfolio but it cannot let the customer use the
computer for another purpose, e.g., preparing a payroll. A member can take a customer
out to dinner but he cannot pay for a dinner which he does not attend. See, e.g., SEC
Rate Hearings, 80-116.

5 See ch. IV.B. and ch. V.D.4.
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paying commissions to any broker-dealer that had custody of a sub-
stantial amount of their portfolio. New advisory accounts are fre-
quently set up with custody in the broker-dealer that is to receive
designated business.

¢. Margin accounts

Margin trading is done primarily by individual rather than insti-
tutional investors. As shown in Table XIII-74, all major institutional
investor categories as a group accounted for only about 15 percent
of the dollar value of all margin trading in 1969. More than half of
the 15 percent was attributable to hedge funds. Mutual funds ac-
counted for 20 percent of institutional margin trading and commercial
banks for another 18 percent. According to unpublished data collected
by the NYSE for its latest Public Transaction Study, total margin
trading by these institutions represents only 2.8 percent of their total
trading. The importance of this activity to broker-dealers appears to
be negligible.

d. Communications

A major service supplied by the broker-dealers to institutional
investors is free communication facilities, usually in the form of a
direct telephone wire. Table XIII-75 shows the number of broker-
dealers with whom institutional investors have direct wires. Most
investment companies and banks have direct wires to one or more
broker-dealers, however, only a small minority of the other insti-
tutional investor categories have any direct wires. Since installation
of these wires can be expensive, they are cost-justified to the broker-
dealer only if an institution generates a substantial commission
volume.®* Direct wires to institutions are only part of the total leased
wire costs of $32 million for NYSE members in 1968. This $32 million
Ea“resents less than 1 percent of total expenses for NYSE member

rms.

5 If a broker-dealer thinks that the cost of a direct wire with certain institutions is
not cost justified, he can, within the rules of the NYSE, accept ‘‘collect” telephone or
wire messages.
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. TABLE XI11-74
Margin Trading - All Markets

Relative Importance of Customer Groups
1969

Percent of Total Value of Margin Trading

Customer Group All Institutional
Investors Invest.ors
Commercial Banks . 2.7‘ . 18.2
Mutual Funds / 3.0 20.3
Hedge Funds 7.6 ‘ ‘ 51.‘&
Pension Funds 0.4 2.7 ,
Life Insurance Companies 0.1 0.7

Non-Life Insurance

Companies 0.3 2.0
Non-Bank Trusts 0.7 4.7
Sub-Total 14.87%

All Other 85.2
Total 100.0% 100.0%
Source: NERA, "Stock Brokerage Commissions: The Development

and Application of Standards of Reasonableness for
Public Rates," Vol., II,. July 1970.



TABLE XIII-75" ~

Institutional Investors
Number of Broker-Dealers with Whom
They Have Direct Wires

1968

NUMBER OF INSTITUTIONAL INVESTORS

Property & Self-Administered Invesmtment
irect Wires To Investment Life Casuzalty Pension Educational Company
Broker-Dealers Banks _Advisers Insurance _Insurarnce Tunds Foundations _Erndowments Complexes

0 3 7 19 i3 4 5 7
1- 20 18 4 4 5 2 1 1 20
21- 40 ¢ 4
41- 60 6 2
61- §0 6
81-100 4
over 100 1 ; 12
TOTAL 47 11 23 18 6 6 8 38
Source: Form I-7

9.2¢
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7. Reciprocity
a. Introduction

Reciprocity, the purchasing of products or services from those
persons who purchase your products or services, is 2 common form of
business behavior: %

Reciprocal buying is economically significant when a firm can make sales
in this way that it could not otherwise make or could make only at greater costs.
It is a characteristic of imperfectly competitive markets . . .

Reciprocal buying is essentially a selling technique in markets of imperfect
competition.”

The importance of reciprocity to the securities industry has been
analyzed and widely discussed 1n the past. In a survey conducted in
1962, the Special Study found that banks frequently mentioned com-
mercnl deposit balances and loans as a reason for allocating commis-
sions to individual brokers. In addition, tenancy of a broker-dealer in a
bank building and his referral of commercial business (for example,
transfer agencies and registrarships) were mentioned as factors in
the allocation of commissions.’” Mutual funds cited the sale of shares
of the fund as a major reason for allocating commissions to a broker-
dealer. *® Purchase of insurance, however, did not appear to be a sig-
nificant factor in the allocation of insurance commission business.*

A Study of Mutual Funds prepared for the Commission by the
Wharton School of Finance and Commerce found:

The sale of mutual fund shares by broker-dealers is the most important factor
affecting the brokerage allocations of the numerous open~end company groups
selling their shares in volume through independent dealers.®

The Commission made a similar finding in its 1966 Mutual Fund
Report :

The managers of most dealer-distributed funds which are not closely affiliated
with brokerage houses use a substantial portion of the funds’ brokerage to pay
dealers extra compensation for sales of fund shares. The amount of brokerage
available for sales depends upon a variety of factors, but generally the larger
funds and fund complexes are able to use a much greater percentage of their
brokerage for sales than are the smaller ones.®

The Federal Trade Commission has stated that reciprocity as a
course of business with respect to products,

. transforms substantial buying power into a weapon for ‘“denying com-
petitors less favorably situated access to the market”, It distorts the focus of the
trader by interposing between him and the traditional competitive factors of
price, quality and service an irrlevant and alien factor which is destructive of
fair and free competition on the basis of merit. The efficient producer may thereby
suffer loss because of a circumstance extrinsic to the worth of his product.®

Additional complications arise in the securities industry since re-
ciprocal practices may conflict with the fiduciary relationship between

55In n 1961 survey of R00 purchasing agents of Industrial companies, 78 percent re-
sponded that reciprocity was a factor in thelr purchase-selling decisions. In certain
{ndustries. Including chemlecnls, petroleum and iron and steel, 100 percent of those
queried attested to the importance of reciprocity in their dech'on making process. Sloane,
Reciprocity: Where Does the P.A. Standf? 70, 76-77 (November 20, 1961).

8 Stocl-ing and Mueller. Bus ness Remprocuty and the Size of Firms, 30 J. Bus. 75 (1957).

57 Snecial qtuﬂv at 859-861

B Id., at 862

® Id.. at 862.

o R, Rep. No. 2274, 87th Cong.. 2d Sess. 32 (1962).

o QF,C. Public Policy Imnlications of Investment Company Growth, HR. Rep. No. 2337,
SDth Cong., 2d Sess. 15 (1966) “Mutual Fund Report.’

8 I'n the Matter of Consolidated Foods Corporatwn, 62 F.T.C. 952 (1963).
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the money mana%:sr and his beneficiary. The Commission has pointed
out potential problems of reciprocal arrangements in the mutual fund
industry at the fund management level :

The increasing importance of brokerage as compensation for sales of fund
shares presents a potential for harmful effects on fund management. The need to
allocate brokerage for sales may tempt fund advisers to skimp on the allocation
of brokerage for investment advice or other nonsales services of greater benefit
to the funds than the accelerated sales of new shares. Even more important, it
creates pressures for “churning”, i.e., frequent sales and purchases of portfolio
securities unwarranted by investment considerations for the purpose of generat-
ing brokerage commissions. It can lead fund managers to eschew those markets
where the best prices in portfolio transactions might have been obtained and
may cause them to pay unnecessary charges for the execution of such trans-
actions. Thus, mutual funds have made appreciably less use than other institu-
tional investors of the third market, which has no minimum commission schedule
and therefore cannot provide give-ups.®

The Commission also pointed out potential dangers at the broker-
dealer level:

Mutual fund reciprocal and give-up practices also may impair the integrity of
dealer recommendations upon which customers rely. They operate as hidden
influences by tempting dealers to base their recommendations on the amount of
brokerage and give-ups received rather than on the investment needs of their
customers. . . . It places small funds and fund complexes, which cannot allocate
as much brokerage for sales as larger ones, at a distinct disadvantage in com-
peting for dealer favor.*

At least one of the (}uastions arising from the use of reciprocity by
mutual funds also holds for other institutional managers: does re-
ciprocal income received by the manager, when added to the manage-
ment fee, lead to excessive compensation? In banking, additional
questions unrelated to fiduciary duty arise, for example, whether re-
ciprocal arrangements may be circumventing legal restrictions appli-
cable to the payment of interest of deposits.

b. Bank commission payments to broker-dealers with commercial
relationships

The Study has sought to determine the extent of commercial rela-
tionships between broker-dealers and banks and the extent these rela-
tionships affect the allocation of brokerage commissions.

The existence of a deposit relationship with a bank strongly en-
hances the possibility that a broker-dealer will receive commissions
from that bank. Data were analyzed for 46 banks on deposits received
from, and commissions paid to, the random sample of broker-dealers
during the calendar year 1968. Table XIII-76 shows the distribution
across banks of the percentage of broker-dealer depositors that were
paid commissions or credited with imputed commissions. Since desig-
nated commissions could not be paid at the discretion of the banks,
these commissions were excluded from the analysis.®® Two-thirds of
the broker-dealers receiving commissions from a bank maintained
deposits at that bank. Seven of the 46 banks had deposit relationships
with 90 percent or more of their commission recipients.

83 Mutual Fund Report, at 16, 17.

¢ Id., at 17.

% Free commissions of less than $500 were excluded. In a large number of instances
firms received free commissions of small amounts, often under $100. It is possible that
orders of customers not designating a broker have been combined with orders from cus-
tomers designating a broker-dealer. Thus, a small amount of free commissions would also
go to the designated brokers.
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Non-depositors on average received a much smaller portion of the
free commissions paid than did depositors. This is shown in Table
XTIII-77. Although only two-thirds of the broker-dealers receiving
commissions were depositors, the commissions paid to depositors by
these banks accounted for 87 percent of their free commissions. In
seven of the banks at least 97.5 percent of actual and imputed free
commissions went to depositors. In addition, 11 banks’ broker-dealer
depositors accounted for between 90 percent and 97.5 percent of com-
missions paid by those banks.

Table XIIT-78 shows the percentage of depositors paid actual, or
credited with imputed, free commissions. Three-fourths of all broker-
dealer depositor relationships resulted in the receipt by the broker-
dealer of commissions from the bank. Eleven banks paid at least 90
percent of their depositors some commissions, eight banks paid 80 to
90 percent of their depositors some commissions, and 10 banks paid
70 to 80 percent of their depositors some commissions.

If the banks were to choose at random one of the broker-dealers in
the sample to execute their orders, the chance of choosing one of their
depositors would have been only about one in 20. Of course, the choice
of a broker-dealer is not random, and subjective considerations un-
related to the existence of any commercial relationships would increase
the probability of a bank dealing with one of its depositors. Two fac-
tors increasing the likelihood of a bank dealing with a depositor are
the size and location of the broker-dealer. The operations of the largest
broker-dealers, especially wirehouses, require deposits in numerous
banks, thereby increasing the chance that they will have a deposit
relationship with a bank that gives them commission business. A local
broker-dealer of course also is likely both to have deposits and receive
commissions from his local bank.

Extensive interviews conducted by the Study of both broker-deal-
ers and banks indicate that the strong relationship between depositors
and commission recipients is not one of chance. In almost every in-
stance the persons responsible for the trading function of a bank trust
department are aware of the relationship between various broker-
dealers and the commercial part of the bank. In some banks the trader
receives a memorandum outlining to some extent the importance of
the commercial relationship on a regular basis, in most instances
monthly. Some of these memoranda were merely precatory, suggest-
ing broker-dealers to be used; others went so far as to list the dollar
amount of commissions to be paid to individual broker-dealers. An-
other common form was a schedule of the percentage of free commis-
sions to be allocated to each broker-dealer.

The criteria used in determining which broker-dealers are to be
compensated for commercial relationships and the extent of the com-
pensation vary from bank to bank. In the late 1960’s tight money dic-
tated that deposits play the major role in the allocation. In prior
periods, when money was more widely available, loan relationships
played a more important part. At most banks that allocate brokerage
on a reciprocal basis, no allocation of commissions in the latter half of
tlhe]docade was made on the basis of outstanding loans to a broker-
dealer.

At some banks, commissions are not allocated directly on the basis
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of deposits. Instead the commissions independently paid to broker-
dealers are used as leverage to seek deposits from the recipient broker-
dealers.

Regardless of whether deposits precede or follow the receipt of
commission business, it has been common for banks and broker-dealers
to attempt to use the deposit-commission relationship to influence one
another’s behavior. Meetings between bankers and broker-dealers where
the broker-dealer is asked to increase its deposits to reflect a high
volume of commissions, or where the bank is exhorted to increase its
commissions to reflect the high deposits of a broker-dealer appear to
have been quite a common form of business negotiation. Broker-deal-
ers have offered to make an initial deposit in a bank in return for
commission business.

In a number of banks commissions that were allocated for deposits
and other commercial relationships were systematically apportioned
among broker-dealers having a relationship with the bank. One banker
whose responsibilities included the determination of whether a bro-
ker-dealer’s deposits and commissions paid by the bank were “in
ratio,” explained to the Study that at the end of each month he re-
ceives a list of each broker-dealer’s average deposit balance during the
past month from the Wall Street relations part of the commercial
department. He is responsible for seeing to it that, by the 15th of the
following month, all broker-dealers are in equal ratio. In certain in-
stances large blocks have been offered to the bank by broker-dealers
that either do not have deposits or already are in ratio. The commis-
sions generated by the large block would throw the offering broker-
dealers out of ratio. Another investment officer from the same bank
pointed out that he felt it a difficult decision for himself or any of
the other investment officers to accept such an offer since making the
transaction would throw the broker-dealers out of ratio. At other banks
a specific dollar amount to be paid to each broker is communicated to
the investment department by the commercial department.

According to the banks interviewed, commission payments allocated
for deposits tend to be between seven and 10 percent. of the collected
balances of each broker-dealer. Since collected balances are greater
than the deposits as recorded on the broker-dealer’s books, the gross
return to the broker-dealer from its viewpoint probably runs to be-
tween 15 and 25 percent of deposits.

When allocating commissions some banks consider whether a deposit
account 1s active or inactive. The lack of paperwork in inactive ac-
counts is a savings to the bank and some banks will compensate them
at a higher rate. Any higher rate of payment may be offset to the
extent that an inactive account generates no float.

The advantage of having commercial relationshins with numerous
banks has been one of the factors leading to a nroliferation of broker-
dealer bank deposits and loans. Table XIIT-79 shows the number of
banks in which broker-dealers maintain demand deposit accounts.
The 181 broker-dealers in the random sample maintained 2.055 de-
positor relationships, an average of more than 11 per broker-denler.*
Of these, 1,075, an average of six per broker-dealer were termed “in-

‘:JMllxltiple accounts at an individual bank have been combined for purpose of this
analysis.
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active”, that is, accounts which had fewer than 10 transactions during
the period January 1, 1968 to June 30, 1969.5" In some instances these
inactive accounts exist for reasons unrelated to the generation of
commissions. For example, the maintenance of a depositor relation-
ship facilitates borrowing. It is probable, however, that the large
number of these deposits indicates that a broker-dealer needs to mairt-
tain a commercial relationship in order to increase his commissioh
business.

The 96 broker-dealers in the selected sample of institutional firms
had about 8,500 deposit relationships, an average of 88 per firm.
Of these accounts, 4,754, or about 50 per firm, were inactive.

Table XIII-79 also shows the loan relationships of the sample of
broker-dealers. One hundred of the 181 broker-dealers in the random
sample borrowed money from at least one bank, but in only 32 of
these cases were there loans from more than one bank. The selected
sample, on the other hand, consisting primarily of firms doing & large
volume of institutional business, had 1,216 loan relationships, an aver-
age of 13 per firm. Of the 87 broker-dealers with bank borrowings,
more than one-third borrowed from four or fewer banks. The need
for fairly large amounts of credit by some of the institutional firms and
wire houses rather than any desire to maintain commercial relation-
ships probably accounts for the large number of borrower relation-
ships. The amount of the loans, however, may in part be indirectly re-
lated to the neceds of broker-dealers to maintain depositor relation-
ships.®® One banker told the Study of a broker-dealer who offered to
deposit any amount of money in the bank as long as he received a
specified return in commission business. The broker-dealer planned on
borrowing from another bank the entire amount to be deposited.

In 1968 the 181 broker-dealers in the random sample had more than
$20 million in inactive accounts, while the selected sample of 96 broker-
dealers maintained about $130 million in such accounts. Because of the
float % the balances in their active accounts can be measured in differ-
ent ways: (1) the balance shown on the broker-dealer’s books, (2) the
balance shown on the bank’s books (deposits credited when made,
checks debited when honored) or (3) the fully collected balance (de-
posits credited when collected, checks debited when honored). In re-
sponse to a request for the average balance on their bank statements
during 1968, the random sample of broker-dealers reported active de-
posits in all banks of about $210 million. The selected sample reported
about $825 million in deposits. The percentage of these deposits which
represent float is not known. The float in the active accounts may in
some instances represent two-thirds or more of the balances as shown
on the books of the bank.

The level of sophistication among broker-dealers in their use of
reciprocal bank deposits varies greatly. Some firms have employees
devoted full time to the management of the broker-dealer’s cash. They
attempt to maximize the benefits of their deposits by keeping track of

%7 Where a broker-dealer had more than one account at a bank the accounts were clas-
sified as active or inactive on the basis of the activity in the largest account.

88 It has been reported that ‘‘one well known New York brokerage house borrows money
at 9 percent from one bank and deposits it in a famous New York trust institution to get a
return of 15 percent in commission business.” The American Banker, at 15 (Oct. 9, 1970).

® See ch. V.G.3, above.

$53-840-—T71—pt. 4——57
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the commissions generated and, where necessary, will close out an un-
productive account. Commonly, broker-dealers will not pay commis-
sions to institutional salesmen on the portion of bank business gen-
erated by the deposits. Other firms, under their profit-center accounting
system, will charge the value of the cash deposited to generate commis-
slon business against the institutional sales department. Many broker-
age firms, however, do not maintain close control over their deposit
relationships and do not calculate any return on deposits nor withdraw
deposits nor shift deposits to other banks to take advantage of changes
in returns from rectprocal balances. Some deposits have existed for
many years without the current management questioning the policy of
keeping them. It was a commonly expressed fear that “pulling an ac-
count” from a bank would so alienate the bank that it would no longer
do business with that broker-dealer.

Some broker-dealers, believing it to be preferable, spread their active
accounts around among several banks. They may do this by having
separate accounts at different banks for different departments of their
firm. Others alternate activity among various accounts. Thus, in Jan-
uary all activity will be with one bank, in February with a second
bank, and so on.

The banks in the Study’s sample had broker-dealer demand deposits
of more than $1.2 billion. This represented about 2 percent of their total
demand deposits.?™

Most banks have stated that before commissions are allocated to
depositors, priority is given to customer designations and research, and
that much, and in some instances all, of the remaining commissions
are distributed to broker-dealers having commercial relationships
with the bank.

Table XIII-80 shows actual commissions less designated and re-
search commissions paid by the bank as a percentage of the average
collected balances on broker-dealer deposits. The 32 banks for which
data were available paid out commissions equalling 10.4 percent of
the amount on deposit. Fifteen of the banks paid out commissions for
other than designation and research equal to less than 10 percent of
broker-dealers’ collected balances, five for less than 5 percent.

In one of the banks studied the desire to allocate commissions to de-
positors outweighs all alternative uses other than customer designa-
tion. At that bank no commission allocations for research were per-
mitted until 1968, at which time $22,000 in research commissions was
divided up among 19 broker-dealers. On the basis of this one year of
experience the bank decided to abandon any future research payments
and to use those commissions to compensate depositors. This same bank
stated that it does not use the third market since no third-market firm
has any deposits with their bank.

During the past few years the use of systematic reciprocity has
been attacked as a violation of the antitrust laws.”* Many banks, recog-

b"° For a further discussion of the importance of these deposits to banks see ch. V.G.3,
above.

1 See, €.g., United States v. Bethlehem Steel Co., Civil No. 70-3102, consent judgment,
1970 Trade Cas. Y 73,376 : United States v. Republic Corp., Civil No. C70-609 (N.D. Ohlo,
filed June 29, 1970), consent judgment, 1970 Trade Cas. 1 78,246 ; United States v. Inland
Steel Co., Civil No. 70 C1305 (N.D. 111, filed June 1, 1970), consent judgment. 1970 Trade
Cas. 173,197 ; United States v. United States Steel Corp., Civil No. 69-728 (W.D. Pa,,
filed June 13, 1969), consent judgment, 1969 Trade Cas., | 72,826.
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nizing the potential antitrust liability of their activities, have claimed
to be making their brokerage allocations less systematic.”> Some banks
apparently continue to allocate commissions to depositors, but not on
a set ratio of commission to deposits. A few banks claim to have aban-
doned reciprocity to the extent that the traders no longer receive com-
munications on commercial relationships.

In the summer of 1970 the Antitrust Division of the Department of
Justice advised the American Bankers Association to inform its mem-
bership that any bank allocating brokerage commissions on the basis
of broker-dealer deposits is risking an antitrust suit.” The three Fed-
eral agencies regulating banks have each initiated procedures to ex-
amine the methods used by banks to allocate brokerage commissions.

c. Commission payments to broker-dealers selling mutual fund shares

Most sales of mutual funds in the United States are made by inde-
pendent broker-dealers, unaffiliated with the manager or principal
underwriter of the mutual fund. For their sales effort these broker-
dealers receive the dealer discount portion of the sales load, typically
from six to eight percent of the dollar amount of shares sold.™ In addi-
tion, a broker-dealer enhances his chances of receiving mutual fund
brokerage commissions by selling mutual fund shares. Although on
the average only one of seven of the broker-dealers in the random
sample sold shares of a particular complex of funds, these fund sellers
represented 56 percent of the broker-dealers receiving at least $500
in commissions from that complex. Table XIIT-81 shows the distribu-
tion of complexes by the percent of commission recipients who sold
shares of that complex. For eight of the 40 complexes, such sellers
represented at least 80 percent of the broker-dealers receiving at least
$500 in commissions from the complex and for another 12 complexes
these fund sellers represented between 60 and 80 percent of the recipi-
ents. Although these fund sellers represented 56 percent of the com-
mission recipients they received less than a third of the commissions
paid by the complexes.

The large number of fund sellers and their generally small size
make it difficult in most instances to reward such sellers with broker-
age.” In addition, the larger average size trades executed by mutual
funds would, in many instances, lead to an execution by block posi-
tioning firms or third-market firms, most of which are not fund
sellers. Table XIII-82 shows that in 1968 investment company com-
plexes paid brokerage commissions to only 31.5 percent of the broker-
dealers selling shares of any fund in the complex.

1 To gome extent the trend away from systematic reciprocity may be in part due to
quest for “performance” which may have led some banks to rely more on the ability of a
broker-dealer to supply research and execution services,

73 The warning was reiterated 1n a speech before the Federal Bar Association by Donald 1.
Baker, Deguty Director of Policy Planning of the Antitrust Division. No such suits have
been filed by the Government. In December 1970 private civil complaints were filed against
two large New York banks on behalf of their trust beneficiaries alleging that the banks
allocated commission business on the basis of broker-dealer deposits. It is alleged
that 1n doing so they violated the Sherman Anti-Trust Act, thé Securities Exchange Act of
1934, the National Banking Laws and common law principles,

7 For a full description of mutual fund distribution see Mutual Fund Report, ch. V.

7 A study of 2,843 NASD members found that 800 retailed mutual fund shares as thelir
principal activity. Qf these 800 firms, 457 had gross income of under $20.000 and another
170 had gross income between $20,000 and $50,000. Only one firm with gross income
over $2 million retalled mutual funds as its principal activity. Booz, Allen, Over-the-
Counter Markets Study, (1966).
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Most fund commission dollars, however, were paid to mutual fund
sellers. The Study’s survey of 40 investment company complexes whose
funds were distributed by independent broker-dealers showed that 62
percent of the commissions paid (to the random sample of broker-
dealers) was paid to sellers of their funds. As shown in Table XIII-
83, nine complexes distributed at least 90 percent of their commission
dollars to sellers of their shares. An additional 10 distributed between
70 and 90 percent to fund sellers.

The payment of investment company commissions to sellers of the
investment company’s shares was discussed in length at the SEC Rate
Hearings. At these hearings, testimony was taken about reciprocity
from broker-dealers, securities exchanges, and investment company
managers. The various reciprocal arrangements were described in
detail. One large fund complex described its brokerage allocation as
follows:

‘We have some internal guidelines by which we try to operate and we divide
internally, the producing dealers into three categories.

(1) Those whose sales are, on an annual basis, between a quarter and a half
million dollars annually.

(2) Sales dealers whose sales are between a half a million dollars and a million
dollars annually.

(8) Those whose sales are in excess of a million dollars.

Now, in these three categories, our internal guidelines are, in the first group,
the smallest of the three groups. our objective is one-to-one-and-one-half percent.

The second group, two-to-two-and-a-half percent.

And the group over a million dollars, three-to-three-and-a-half percent.”

The reciprocal arrangements of some others were not so complex in
that no attempt was made to separate broker-dealers into groups based
on sales volume.”

The ability to distribute reciprocal commissions is dependent on
the exchange memberships held by the broker. Since most investment
company portfolio transactions arc executed on the NYSE, it 1s
easiest to allocate brokerage to NYSE members. Members of regional
exchanges which have dual trading in NYSE listed stocks cannot be
allocated brokerage as easily as NYSE members but with less difficulty
than non-members of any exchange. Even prior to December 5, 1968,
when the exchanges changed their rules on the sharing of commis-
sions, it was easier to compensate fund sellers who were NYSE mem-
bers than non-members. Since then the difficulty of compensating
brokers without a NYSE membership has increased considerably.’
NYSE members, thus, are at an advantage vis-a-vis non-members and
have had to that extent an extra incentive to sell mutual funds. During
the decade of the 1960°s the percentare of mutnal fund sales made by
NYSE members increased. Table XIII-84 shows, for the years 1962
through 1969, total mutual fund sales and mutual fund sales by NYSE
member firms. In 1962, NYSE members accounted for an estimated 21
percent of total mutual fund sales. During the next two years, their
percent of total sales declined to about 20 percent. Starting in 1965,
however, fund sales by NYSE members began to rise. By 1968 they
represented 39 percent and in 1969, 38 percent of total sales. Since

8 SEC Rate Hearines, at 1981-1982.

7 See, e.g., SEC Rate Hearings, at 1864, 2096.

78 See sec. B, above, for a description of how commissions were pald before and after
December 5, 1968.
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about one-third of total mutual fund sales in 1967 and 1968 were not
made by independent broker-dealers ?* but by captive sales forces or
the fund management itself, the percentage of sales by NYSE members
becomes even more significant.

The brokerage allocation practices of investment companies have
been conducted relatively openly. The Commission’s disclosure require-
ments have made it necessary for investment companies to detail the
extent of their reciprocal brokerage arrangements in fund prospec-
tuses. One current prospectus had the following disclosures:

In buying and selling portfolio securities, the Fund always seeks the best price
and execution available. Securities listed on an exchange may be bought or sold
in “block” transactions off the exchange or in “cross” or regular transactions on
the exchange. Transactions in unlisted securities may be effected with dealers
who are acting as principal for their own account. On occasion, securities may
be purchased directly from an issuing company.

Subject to obtaining the best price and execution available, portfolio trans-
actions involving specified commissions, such as transactions on a stock ex-
change, are frequently placed for execution with dealers who sell shares of the
Fund and of the other funds distributed by [the Fund’s underwriter, an affiliate
of the Fund’s Adviser] or with dealers who furnish statistical, quotation and
other information to the Adviser. No regular formula is used in placing such
transactions. During its last fiscal year the Fund paid brokerage commissions
aggregating $923,806 of which about 499, went to dealers primarily because of
their sales of fund shares, and about 519 to other dealers including those who
furnished such information to the Adviser.

Dealers who sell fund shares and dealers who furnish information may also
participate in portfolio transactions not involving payment of a specified com-
mission, such as many over-the-counter transactions, but generally such trans-
actions are not directed to them on account of such sales or information. The
Fund seeks the best price and execution in such transactions.

The Adviser considers the statistical, quotation and other information received
from dealers useful, though not essential, in the performance of its obligations
under its advisory contracts, and is of the opinion that such information does not
necessarily reduce its expenses.

d. Insurance Companies and broker-dealer reciprocity

Reciprocity between insurance companies and broker-dealers does
appear to exist to some extent. The nature of the past relationship be-
tween these two industries, however, has somewhat limited the po-
tential for reciprocal dealings. Prior to recent years the business done
by broker-dealers with insurance companies consisted primarily of
insurance coverage for the broker-dealer. There are more than two
dozen types of general insurance policies which are either necessary
or valuable for a securities firm. In addition, there are numerous
employee benefit types of insurance purchased by these firms.®

W%néed on unpublished data collected by the Investment Company Institute, Washing-
ton, D.C.

80 For a discussion of insurance plans available to securities firms see F. Zarb and G.
Kereks, The Stock Market Handbook, 867—879 (1970).
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In 1969 the insurance costs of NYSE member firms were more than
$14 million. The distribution of these insurance premium payments
is to some extent made with reciprocity in mind. It is not unusual for
a broker-dealer to divide his insurance business between several in-
surers in the hope that each relationship may result in the receipt of
some brokerage business. Other brokers will consider whether or not
an insurer is a good brokerage customer before placing a policy with
that insurer. This type of reciprocity is casual: 1t is not as systematic
as reciprocal relationships between broker-dealers and banks or in-
vestment companies. Although the Study was told by one insurer that
his company gives some consideration to insurance relationships when
choosing broker-dealers, this practice does not appear to be wide-
spread. In no case is the Study aware of brokerage allocations syste-
matically related on any basis to insurance premiums.®

During the last few years there have been two major developments
which have a potential for increasing broker-dealer insurance com-
pany reciprocity: the acquisition or founding of mutual funds by
nsurers and the sale of insurance by broker-dealers. The broker-
dealer can, as he has in the past for investment adviser managed
funds, serve as a seller of these shares.®? The potential use of insurance
company brokerage to aid in the distribution of insurer managed funds
%oul:li provide a significant incentive to broker-dealers to sell these

unas.

Although the federal securities laws do not prohibit broker-dealers
from selling insurance, the practice has been limited by stock exchange
regulations. In 1969 the Midwest Stock Exchange amended its rules
to permit member firms to sell insurance.?® Few of its member firms
have as yet done so.%

8l The insurance laws of New York State have anti-inducement provisions which might
l{ge\g;)lated by any systematic reciprocal arrangements. N.Y., Ins. Laws § 209 (McKinney

832 Presently most insurance company managed funds are sold by the insurer’s agents or
persons affiliated with the insurer rather than independent broker-dealers. See ch. VI.C.

8 Midwest Stock Exchange Rules, art. XXNXI.

8 Dual members of the NYSE and MWSE are still prevented from selling insurance under
the rules of the NYSE.
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L ABLE XIEETE

Percent of Broker Dealers Receiving Actual and Imputed Free Commissions
Who Were Bank Depositors
Banks

Calendar Year 1968

Percent of Broker-Dealers Paid Number
Actual and Imputed Free Commissions of
Who Were Bank Depositors L/ Banks
90 and over 7
80 to 90 7
70 to 80 5
60 to 70 11
50 to 60 3
40 to 50 6
30 to 40 5
Under 30 2
TOTAL 46
Average for all banks 67.0 percent

’

1/ Free commissions include both actual and imputed commissions
less any commissions paid at the designation of customers.
Free commissions of under $500 were also excluded.

Source: Forms I-7, I-61.
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© TABLE'XILI<77

Percent of Actual and Imputed Free Commissions
Paid to Depositors

Calendar Year 1968

Percent of Actual and Imputed Numberx
Free Commissions Paid to Depositors L/ of
Banks
97.5 and over 7
95 to 97.5 6
90 to 95 . - 5
85 to 90 8
80 to 85 5
70 to 80 2
60 to 70 3
50 to 60 4
Under 50 6
TOTAL -46
Average for all banks 86.9 percent

1/ Frec commissions include both actual and imputed commissions
less any commissions paid at the designation of customers.

Source: Forms I-7, I.61,
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TABLE XIII-78

Percent of Depositors
Receiving Free Commissions
43 Banks

Calendar Year 1968

Percent of Depositors Number

Receilving Commissions L of
Banks

*90 and over N 11

80"to 90 8

" 70 to 80 10

60 to 70 7

50 to 60 5
Under 50 2
TOTAL 43

Average for all banks 74.2 percent

1/ Free commissions include actual and imputed Commission less any

Commission paid at the designation of customers. Free commissions
of under $50C were excluded,

Source: Forms I-7, I-61.
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Number of Banks Where Individual Broker-Dealers Had Demand
Deposit Accounts or Loans Outstanding
January 1, 1968 - June 30, 1969

Number of Banks Where Demand Deposit Accounts . Loans
Broker-Dealers Had Actives N Inactive ’
Accounts Random Sample Selected Sample Random Sample Selected Sample Random Sample Selected Sample

0 3 2 89 9 81 9

1 -2 104 7 41 4 68 16

3-4 26 5 9 6 6 <16

5-6 17 9 6 5" 8 7

7-8 11 7 il 6 7 7

9 - 10 4 7 5 4 5 5

11 - 15 6 15 9 13 2 10

. .

16 - 20 4 7 2 5 2 4

21 - 30 .3 9 2 9 1 11

31 - 40 5 1 5 7

41 - 50 1 4 1 -5 1 2

51 - 75 9 3 9 ’ 2
76 - 100 1 2
101 - 200 2 6 1 11
over 200 —_ 3 1 3

« Total 181 96 181 96 181 96

Total Accounts 980 3741 1075 6754 383 1216

0
o
-

"1/ Activé accounts had ten or more transactions in the period January 1, 1968 to June 30, 1
Source: Form 1-61,

06¢c
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TABLE XIII-80

Bank Brokerage Commissions
As a Percent of
Broker-Dealer Bank Deposits

Calendar Year 1968

Actual Commissions

Less Designated and Research Number
Commission As a Percent of of
Broker-Dealnr Bank Depositsl/ . Banks
Under 5 5
5-10 10
10-15 2
15-20 5
20-25 5
25 and over 5
TOTAL 32
Average for all banks 10.4

1/ Bank deposits are average collected balances.

Source: Forms I-7, I-60.
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TABLE XI1I-81

Percent of Commission Recipients that Sold Shares
of the Funds from which the Commissions Were Received

Calendar Year 1968

Percent of Commission
Recipients Who Were Number of Investment
Also Fund Sellers 1/ Company Complexes

"\

90 and over

80

70

60

50

40

30

20

10
Under 10

'S
o |wl-—'u1wwa\\lu1.p.b

TOTAL

Average for all funds - 55.6 percent

i/ Includes only those broker-dealers receiving
commissions of at least $500.

Source: Forms I-7, I-61.
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. TABLE XITI-82
Percent of Fund Sellers Paid Commissions
by the Investment Companies
Whose Shares They Sold

Calendar Year 1968

Percent of Fund Sellers Number of Investment
Paid Commissions Company_Complexes

80 and over
70 to 80
60 to 70
50 to 60
40 to 50
30 to 40
20 to 30
10 to 20
Under 10

> I |t
o BNNOHFOOOFFH

TOTAL

Average for investment company complexes - 31.5 percent

Source: Forms I.7, I.61.

53-940 O - 71 - pt. 4 - 58
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TABLE XI1II-83

Percent of Actual and Imputed Investment Company Commissions
Paid to Sellers of Fund Shares
Calendar Year 1968

Percent of Acfual and Imputed Number of Investment
Commissions Paid to Fund Sellers Company Complexes

90 and over .
80 N
70
60
50
40
30
20
10 .
under 10

TOTAL

Average for 40 investment company complexes 62.3 percent.

Source: Forms L-7, I1-61.

il
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__ TABLE XI1II-84

Mutual Fund Sales
NYSE Members and Total Fund Sales

1962 - 1969

NYSE Members'

Mutual Fund Sales (Smillions) Sales as a
Percent of

NYSE Member Total Fund
Year Firms 1/ | Total 2/ Sales
1962 522 © 2,444 21.3
1963 432 2,135 20.2
1964 597 2,940 20.3 ,
1965 1,036 3,786 27.4
1966 1,299 4,183 31.1
1967 1,473 4,124 35.7
1968 2,421 6,187 39.1
1969 2,305 6,030 38.2

1/ As estimated from Income and Expense Repofts filed
by NYSE member firms.

2/ Investment Company Institute data.
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D. AFFILTATIONS BETWEEN INSTITUTIOAL INVESTORS
AND BROKER-DEALERS

1. Types of Affiliations Between Institutional Investors and
Broker-Dealers

A number of institutional investors, especially investment advisers
and insurance companies, are affiliated by ownership with one or more
broker-dealers.®® Most of these affiliations are on the distribution or
sales side of the institutional investors, for example, between the ad-
viser to a mutual fund and the fund’s principal underwriter that dis-
tributes fund shares for sale to the public. Other affiliations are on the
portfolio or investing side of the institutional investors, for example,
between the investment adviser to a mutual fund and a broker-dealer
that handles all or part of the execution, clearance and confirmation
of brokerage transactions for the portfolio of the fund and/or the
accounts of others. The sales type of affiliation and the brokerage type
are separate: some institutional investors have one but not the other,
some have both and some have variations of them. While all such
affiliations can be viewed as responses, among financial institutions and
among broker-dealers to the competition for investment funds, spe-
cific reasons for affiliation have been :

(@) reducing the cost of brokerage commissions to the accounts
managed by the institutional investor, often while increasing the
income of the institutional investor, itself;

(b) diversifying the business of the institutional investor in the
financial area while supplying additional sources of capital to the
broker-dealer; and

(¢) using the distribution facilities of an affiliated broker-dealer
to sell the services provided by the institutional investor.

a. Reducing the cost of brokerage commissions to the accounts man-
aged by the institutional investor, often while increasing the income
of the wnstitutional investor, itself

(1) Inwvestment adwiser affiliates established by broken-dealers.—
Many broker-dealers are also investment advisers or have established
subsidiaries to manage investment companies and other types of ac-
counts. These accounts are normally charged advisory fees separate
from the commissions charged on the execution of orders for the ac-
count.®* Because stock exchange minimum commissions have been
deemed by the exchanges to include compensation for investment ad-
vice these fees are often reduced by all or part of these commissions.
The NYSE provides that advisory services “may be furnished by the
member or member organization . . . to a non-member, either free of
cost or on a fee basis. If such services are furnished on a fee basis, the

8 For purposes of this discussion an institutional investor is any organization managing
money for others either as an external manager, ¢.g., advisers to most mutual funds, or as
an internal manager, e.g., the management of an insurance company.

8 Sec, 202 of the Investment Advisers Act of 1940 excludes from the definition of invest-
ment adviser “any broker or dealer whose performance of (advisory) services is solely coln-
cidental to the conduct of his business as a broker or dealer and who receives no special
compensation therefore.”
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fee may be adjusted in accordance with commission business re-
ceived . . . from the non-member.” &

In 1969, 181 of the 379 NYSE member firms filing Income and Ex-
pense Reports received some income from fees for account supervision,
Investment advisory and administrative services. Of these, 49 firms
received fees from investment companies and 162 from others. Table
XIII-85 shows the distribution among NYSE member firms of the
$13.6 million in fees from others. This does not include any fees which
were offset by commissions. Eight member firms received $1 million or
more in advisory fees; another 12 firms received between $500,000 and
$1 million. Of the 181 firms that received some fees, 108 or 60 percent
received less than $100,000.

Table XTIT-86 shows the growth in importance of advisory fees to
NYSE member firms between 1962 and 1969. Between 1962 and 1969
these fees, excluding any fees which were offset by commissions, in-
creased from $11.2 million to $43.6 million, and the fraction of NYSE
member firms receiving such fees increased from one-third to almost a
half.

The relative importance of advisory fees to NYSE member firms
is shown in Table XIII-87. In 1969, 10 percent of the total NYSE
member firms had advisory fe& income equal to at least 5 percent of
their commission income and 2 percent had such income equal to one-
fourth or more of their commission income.

One example of a NYSE member firm that advises a substantial
amount of assets is Donaldson, Lufkin & Jenrette, Inc. At the end of
1969 it managed $707 million in assets, of which $662 million was for
accounts other than registered investment companies. In 1969 these
accounts paid advisory fees after brokerage offsets of $620,000, or
about one-tenth of one percent of the average assets managed that
year. This fee rate is a fraction of the rates generally charged by in-
vestment advisers. Of the total $11.7 million in brokerage commissions
paid by these accounts, $10.7 million was paid to Donaldson, Lufkin
& Jenrette, Inc. These commissions represented 44 percent of the $24.3
million in commissions received by the firm in 1969. To the extent that
orders of these accounts led to crosses with non-advisory brokerage
customers of the firm, the value of these advisory accounts to the firm
was increased. .

One NYSE member firm established an organization which is owned
by the group of open-end and closed-end investment companies to
whom it provides management services. The Union Service Corp.
founded by J. & W. Seligman and Co. provides these services to the
funds at cost. J. & W. Seligman and Co. profits from this arrangement
since it receives most of the commissions paid by the funds managed

8 NYSE Rules 92440 A. Supp. Material 11. One court has interpreted this more nar-
rowly than the NYSE does. It said, “The only part of the advisory fee that could be credited
with brokerage is that miniscule portion of the advisory fee which covered publications
such as investment letters, loose-leaf and like Investment services. and the conventional
statistical information stockbrokers give to customers in return for their business. The
anti-rebate rule of the NYSE would not permit a credit against that part of the advisory
fee which renresented managerial advice beyond what brokers customarily give customers.”
Mosdeis V.) Burgin CCH Fed. Sec. L. Rep. § 92,747, at 99, 256-60 (D. Mass., 1960). (Appeal
pending).
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by Union Service Corp. In 1968, the funds in the group had expense
ratios (expenses as a percent of average net assets) which were often
less than half of those of funds of similar size.’® Of the total commis-
sions of $3.8 million paid by the Union Service Corp. managed funds in
1968.$3.2 million was paid to J. & W. Seligman and Co.

Other members of the NYSE execute orders for accounts they or
their advisory affiliates manage without offsetting any portion of the
fee by the brokerage commissions paid by the account. For example,
Oppenheimer Management Corporation, a subsidiary of the NY%E
member firm Oppenheimer and Company, manages the Oppenheimer
Fund, Inc. with net assets of $317 million at year-end 1969. In 1969,
$1.7 million of the $3.2 million in total brokerage commissions paid
by the fund were paid to Oppenheimer and Company. The manage-
ment fee is a performance based fee and does not provide for any speci-
fied reductions in the fee based on the amount of commission paid to
Oppenheimer and Company.

(2) Broker-dealer affiliates established by investment adwvisers and
other institutional investors—In recent years a number of institu-
tional investors have established brokerage affiliates that have joined
exchanges and executed orders for the institution and others.

In 1965 Waddell & Reed, Inc. an adviser managing $2 billion in
mutual fund asssets, formed a broker-dealer subsidiary, Kansas City
Securities Corporation, which joined the Pacific Coast Stock Ex-
change (PCSE). Within the next year Kansas City was joined on that
exchange by subsidiaries of three other mutual fund advisers.® In
each instance these advisers reduced the management fees of the funds
under their management by part or all of the net profits earned by the
member subsidiaries. Since then other investment advisers have formed
broker-dealer affiliates which have joined regional exchanges, especi-
ally the PCSE and Philadelphia-Baltimore-Washington Stock Ex-
changes (PBW).

In addition to investment advisers, some insurance companies have
established broker-dealer subsidiaries to execute orders for the in-
surance company and other accounts. These include the Insurance
Company of North America, Connecticut General Insurance Corp.
and CNA Financial Corp.

Some investment advisers which have established subsidiaries to
join an exchange have done so to increase their income from the ac-
counts they manage. Waddell & Reed, for instance, while crediting
part of the profits of Kansas City Securities Corp. against the funds’
management fees, retains a portion of the profit for itself.

Even if a fund adviser offsets the management fee by the total
net income earned by an affiliated broker on the funds’ transaction, it
may still receive financial benefits from the arrangements. For in-
stance, one such arrangement provides for the deduction of an allow-

8 For instance, Broad Street Investing Corp., in the last ten years has had annual
expense ratios ranging from 0.18 percent to 0.26 percent while most comparable size funds
had expense ratios in excess of 0.50 percent.

8 The firms are : IDS Securities Corp. a subsidiary of Investors Diversified Services, Inc.,
Emmet A. Larkin Co., Inc., a subsidiary of Channing Company, Inc., and Imperial Securi-
ties, Inc., a subsidiary of Imperial Financial Services, Inc.



2299

ance for income taxes of the brokerage affiliate in determining the
brokerage affiliate’s net income.?® Since the adviser and the brokerage
affiliate file a consolidated tax return the after-tax income of the
adviser is increased.”

b. Diversifying the business of the institutional investor in the finan-
cial area while supplying additional sources of capital to the broker-
dealer

Some affiliations between broker-dealers and institutional investors
were motivated as investments for the parent rather than as a means
of combining in one enterprise the brokerage and management of
accounts. In 1969 two major broker-dealers, Blyth and Co., Inc. and
Jefferies and Co., Inc. were acquired, respectively, by the Insurance
Company of North America and Investors Diversified Service, Inc.??
(both of which had already established brokerage subsidiaries which
became members of regional exchanges to execute orders for their own
accounts). Prior to their acquisition both firms were members of the
NYSE. Upon being acquired both firms left the Exchange since they
would have been in violation of the Exchange rules then in effect
prohibiting public (and institutional) ownership of member firms.
Prior to this two members of the Midwest Stock Exchange (MWSE),
Equitable Securities Corp. and Halsey, Stuart and Co., Inc., were
acquired, respectively, by the American Express Co. and the Chicago
Title and Trust Co.

In each of the four cases the acquisition was made as an investment
with the acquired broker-dealer continuing to do a general broker-
dealer business with customers other than the acquiring institutional
investors or the accounts managed by those institutions. In the case of
the two MWSE member firms, the parents agreed that the broker-
dealer subsidiaries would not execute orders of accounts managed by

% For example, see the prospectus of the Dreyfus Fund. Inc.

" For example, a mutual fund manager with a scheduled fee of $2 million and a
brokerage subsidiary with pre-tax income of $1 million wouvld offset the management fee
by $500,000 (assuming a 50 percent tax rate). On consolidated pre-tax income of $2.5
million ($1.5 million management fee and $1 million in brokerage net income) the
adviser would net $1.25 million after taxes. Without the subsidiary the adviser would
have received a $2 million fee on which it would have netted only $1 million after taxes.

92 In September 1969 Investors Diversified SRervices. Inc., also acquired John Nuveen and
Co., the investment banking subsidiary of Nuveen Corporation which had been a mem-
ber of the NYSE until July 1969. It left the NYSE after a loan from the Paul Revere
Life Insurance Co. placed it in violation of the Exchange’s restrictions on public ownership.
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the parent, nor would the broker-dealer subsidiaries share directly or
indirectly in the brokerage commissions paid by the accounts.”®

One member firm of the NYSE, F. Eberstadt & Company has a sub-
sidiary which manages the Chemical Fund, Inc. Unlike most broker-
dealer affiliated funds, the Chemical Fund, Inc. has not purchased or
sold any securities through F. Eberstadt and Company nor has it in-
dirvectly paid Eberstadt any brokerage commissions. Eberstadt’s inter-
est in the fund’s management company has been that of an investor.

c. Using the distribution facilities of an affiliated broker-dealer to sell

the services provided by the institutional investor

A third reason for institutional affiliation with a broker-dealer is the
desire to be affiliated with an organized distribution system. A large
percentage of mutual fund sales historically have been made by “cap-
tive” sales organizations rather than independent broker-dealers.®* The
major captive sales organizations that primarily sell mutual funds
were established many years ago. During the past few years mutual
funds seeking a regular source of sales have been affiliating with insur-
ance companies which have their own large sales organizations. In one
recent instance one large fund adviser sought to affiliate with a NYSE
member firm with many branch offices. The availability of a large fund
sales force was one of the factors in the attempted takeover of Good-
body & Company by Shareholders Capital, Inc. Shareholders Capital,
Inc., through a subsidiary. Shareholders Management Company, 1s the
adviser and principal underwriter of Enterprise Fund and other
broker-dealer distributed mutual funds. In the mid-1960’s Enterprise
Fund appeared at or near the top on the mutual fund performance
lists, making its shares relatively easy to sell. Between January 1, 1965
and December 31, 1968 the assets of the Enterprise Fund increased
from $6 million to $956 million. A turnaround 1in their performance,
combined with a suspension of sales, saw the fund’s assets decline to
$406 million by June 30, 1970. The acquisition of Goodbody & Com-
pany by the Shareholders Capital, Inc., would have given them a sales
organization of over 100 offices with more than 1,500 salesmen through
whom shares of the Fund could have been actively sold.

93 Under the public ownership rules of the MWSE adopted in 1970, these two firms can
now execute the orders of their parents without violating any rules of the Ixchange.
Seo sec. 3.4., below.

™ See sec. 7.c., above.



2301

TABLE XIII - 85

Fees for Account Supervisiqn, Investment Advisory
' and Administrative Services
New York Stock Exchange Member Firms
1969

P 4

‘Account Number of Firms Receiving Fees
T'Supervisipn and From
Advisory Fees 1/ Investment From From All
($ thousands) ~ Companies . Dthers Customers
0 , 330 217 198
under 100 33 99 108
100- 200 6 22 22
200- 300 4 10 12
300- 400 1 9 11
400- 500 6 8
500-1,000 2 10 12
1,000 and over - _3 ___6 8
TOTAL 379 379 g;g
Total Fees ($ millions) 8.1 35.5 43.6

L/ Docs not include that portion of fees offset by commissions.

Source: NYSE Member Firm Income & Expense Reptrts: 1969, °
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TABLE XIII - 86

Fees for Account Supervision and Investment Advice
New York Stock Exchange Member Firms

1962-1969

Account .

Supervision and Percent of New York Stock Exchange Member Firms
.Advisory Fees 1/ -

($000) 1962 1964 ., 1966 1968 1969
0 67.1 66.1 62.3 59.1 52.2
under 100 26.9 2.2 26.1 25.9 28.5
100- 200 2.3 3.9 4.9 7.0 5.8
200- 300 1.2 2.9 2.7 2.1 3.2
300~ 400 1.2 1.3 1.9 0.8 2.9
400- 500 0.6 0.6 1.1 1.8 2.1
500-1,000 0.6 0.6 0.5 1.8 3.2
1,000 and over 0.3 0.3 0.5 1.6 2.1
TOTAL 100.0 100.0 100.0 100.0 100.0
Amount of Fees 11.2 12.4 - 18.8 28.7 43.6

($ millions)

1/ Does not include that hortibﬁ‘of.fgéé &ffééi-ﬁy qom@issioﬁézu

~Surce! 'NYSE Membér Firm Income & Expense Reports: various years
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TABLE XIII - 87

Fees for Account Supervision and Investment Advice
Relative to Security Commission Income
New York Stock Exchange Member Firms

1962-1969
Account
Supervision and
Advisory
Fees as a N
Percent of"~ Percent of New York Stock Exchange Member Firms
Commission ® . :
Income Y 1962 . 1964 ) 1966 1968 1969
0 67.1 66.1 62.3 59.1 52.2
under 50 24,9 - 27.4 29.1 33.4 37.7
5.0- 9.9 3.8 2.6 -5.1 4.4 4.7
10.0-14.9 2.0 2.3 1,2 1.8 1.3
15.0-19.9 0 1.0 0.8 1.6
20,0-24,9 - 0.9 1.3 0.3 0.3
25.0 and over 1,2 0.6 . 1.2 0.3 2.1
TOTAL 100.0 100.0 100.0 100.0 100.0

’

L/ Does not include'fﬁﬁﬁ;pérgipﬁ Bziﬁgé;,bffsen_by.;oméiss{ons:

Source: NYSE Member Firm Income & Expense Keports: various yé€ars
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2. The Legal Environment

The federal securities laws do not prevent institutional investors
from acting as broker-dealers so long as they register with the Com-
mission.® Nor do these laws prevent them from being members of a
securities exchange. Indeed, two legal issues that arise under the se-
curities laws are: (1) Whether a mutual fund (or other institutional)
manager has a legal obligation to seek membership on a stock ex-
change, and (2) the extent to which any such membership must be
used to recapture brokerage commissions for the benefit of the mutual
fund (or other account) instead of generating profits for the manager.

With respect to the first issue, the Commission has recently stated in
a court brief:

We are in no way contending that a fund manager has an obligation to join
a regional stock exchange or to utilize any specific market in handling any or
all portfolio transactions on behalf of its fund. That is a matter of business
judgment, to be exercised with a view to the overall best interests of the fund.”

This view was later repeated in a published letter of the Commis-
sion’s general counsel.”” One court has adopted the Commission’s
position.®®

With respect to the second issue. the Commission stated in the same
brief that €. .. we wish to make clear that we do not contend that an
affiliated broker may not under any circumstances make or retain
profits on portfolio transactions that it effects for the fund .. .”
Several courts have questioned whether there is an obligation to pass
back any of the brokerage commissions generated by the mutual fund’s
portfolio transactions.*®® No court, however, has questioned the Com-
mission’s position that the affiliated broker may not retain any of the
brokerage commissions unless it performs some service or confers some
benefit to which the fund is not already entitled.>t

Although it has been widely assumed that the federal banking laws
exclude banks from stock exchange membership, that assumption is

uestionable. The pertinent provisions are Sections 16 and 21 of the

lass-Steagall Act.*? Section 16, which applies to national banks and
members of the Federal Reserve System,liimits a bank’s “dealing” in
stock “to purchasing and selling . . . without recourse, solely upon the
order, and for the account of, customers, and in no case for its own
account.” Section 21, which applies to all recipients of deposits, pro-
hibits banks from engaging “in the business of issuing, underwriting,
selling or distributing” stocks.

Section. 16 expressly contemplates that banks may execute some
transactions as agents. There is nothing in its langnage to indicate that
they may not do so as members of a stock exchange. Language iden-
tical to that of Section 21 has been interpreted by the Federal Reserve

9 Banks are specifically excluded from the definition of brokers and dealers. See Securities
Exchange Act of 1934, secs, 3(a)(4) and 3 (a) (5).

% Memorandum of the Securities and Exchange Commission. objecting to the proposed
settlement. p. 13, in Kurach v. Weissman, 49 F.R.D. 304 (S.A. N.Y,, 1970).

97 Securities Exchange Act Release No. 8746 (Nov. 10, 1969).

98 Moses V. Burgin, supra, note 87.

®Id., at 12,

100 Moges V. Burgin, supra, note 87 ; Horensteln v. Waddel & Reed. CCIH Fed. Sec. L. Rep.
1 92-678, at 98.976 (SDNY., 1970) ; Kurach v. Weissman, supra, note 96, at 307.

101 See, e.g., Provident Management Corp., Securities Act Release No. 5115 (Deec. 1.
1(%2%) 2:0Cloggg)me~r-Inuestor Planning Corp., Securitlies Exchange Act Release No. 8542

10212 U.S.C. §§ 24 and 378 ; see also 12 U.8.C. § 335.
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Board as inapplicable to transactions “as broker or agent.”2® One
private bank, which is subject to Section 21 but not Section 16, has
been a member of the NYSE and other exchanges since before the pas-
sage of the Glass-Steagall Act.’** In any event, the staff of the Federal
Reserve Board has informed the Study that in the staff’s opinion these
provisions do not preclude banks from stock exchange membership.
Although Sections 16 and 21 do not appear to prohibit bank mem-
bership, their provisions may limit the use to which such membership
is put. For example, the requirement that transactions be “upon the
order” of customers may prohibit a bank from acting as a broker for
an account over which it has sole investment discretion, unless it never-
theless obtains an order from the customer. The requirement that the
transaction be “without recourse” may effectively preclude the bank
from acting as the clearing broker. Although prior interpretations of
the Comptroller of the Currency would have limited the bank to act-
ing as “an accommodation agent for the convenience of customers,”°s
tho staff of the Comptroller’s office advised the Study that these inter-
pretations do not reflect the Comptroller’s current views.108

3. Stock Exchange Requirements

a. The New York Stock Exchange

Although membership on national securities exchanges of institu-
tional investors or their subsidiaries is not prohibited by statute the
pertinent rules of the major stock exchanges have generally been very
restrictive. Prior to early in 1970, many stock exchanges including the
NYSE did not permit membership by any publicly held organization.
The Constitution of the NYSE provided that:

every holder of voting stock in [a NYSE member] corporation is
a member or allied member of the Exchange and is an officer or
employee of such corporation who (unless he is in active govern-
ment service or his health does not permit) actively engages in its
business and devotes the major portion of his time thereto, except
‘that such voting stock may be held by the estate of a deceased
member or deceased allied member for such period as the Ex-
change may permit, and every holder of any other class of stock in
such corporation is approved by the Board of Governors or is
the estate of a deceased holder who has been so approved.’*”

Since every holder of voting stock had to be a member or allied
member, and members had to gevote the major portion of their time
to the business, it was impossible for most institutional investors to be
ifhi NYSE member firm or to own any portion of a NYSE member

rm.IOS

163 Gee ch. V.D.7.d above.

1t Another member firm of the NYSE was a private bank until recently,

1% Opinlons of the Comptroller restricted the bank’s brokerage activitles to banking
customers and precluded it from soliciting them or making a profit on the transactions.

1% See ch. V.D. 7.d. above.
19{7"6§‘JYSE Constitution, art. IX, sec. 7(b)2 (August 1969 edition; modified in March

1% One notable exception is a large private, i.e., unincorporated bank, Brown Brothers &
Harriman and Co. Its predecessor has been a member of the NYSE since 19th century.
Unlike incorporated banks Brown Brothers & Harriman was eligible for membership even
prior to the change in Exchange rules which permitted corporations to be member orga-
nizations. In 1960 the NYSE revised its rule 318 by adding:

“Every member organization shall engage primarily in the transaction of buslness as
broker or dealer in securitles or commodities. With the prior approval of the Exchauge,
member organizations may engage in kindred activities.”

Exchange approval was not required for continuing business activities begun prior to
the amendment of the rule.
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In September 1969 the NYSE proposed to amend its Constitution
to permit the public ownership of a member firm. The Exchange’s pro-
posal carried twenty conditions three of which bore directly on the
question of institutional membership. These were:

(1) That no more than 49% of a member corporation’s out-
standing voting stock might be held by the public; 1%

(2) That no member might be permitted to have as a customer
any non-member who acquired a 5% or more participation in
profits of a member firm after the effective date of the amend-
ment; ’

(8) That “the primary purpose” of a member corporation and
its parent, if any, “be the transaction of business as a broker or
dealer in securities.”

In response to a Commission request for comments on the NYSE
proposals some stated that the rules were designed more with the
intention of preventing institutions from membership on the NYSE
than exercising adequate regulatory control. In their comments the
Department of Justice argued :

There is a strong inference that these restrictions are primarily designed to
exclude institutional investors, such as mutual funds and insurance companies,
from membership on the NYSE. The NYSE apparently fears that its existing
members will lose profitable business if corporations who are now customers are
admitted to membership and thereby become entitled to have their securities
transactions conducted at the much lower commission rates applicable to mem-
bers. Seen in this light, these restrictions would appear to be nothing more than
a device to avoid a species of vertical integration, a method of supporting the
Exchange’s high fixed rates for institutional investors and assuring that the
present membership retains its existing level of securities commission income.
Although this would tend to support and retain in business some smaller broker-
dealers, we question whether such a purpose is necessary to the protection of
investors under the Exchange Act. Certainly it is doubtful that it outweighs the
rule of the widest possible access to a dominant exchange market announced in
the antitrust cases cited previously.™*

Many of the comments were specifically aimed at “the primary pur-
pose” provision and especially its applicability to a parent of the
member organization.**

The NYSE’s argument in favor of the rule was:

With public ownership, the possibility will exist that persons or parties who
are outside the control of the Exchange may own voting securities of a mem-
ber corporation and, as a group or individually, may control and dominate the
affairs of the member corporation. From a self-regulatory standpoint, this sit-
uation cannot be solved by requiring the member organization to disclose the

12 The Board of Governors was to be granted discretion to exempt from this require-
ment non-member corporations which had 499, or more of their stock in public hands
prior to January 1, 1969 and had been a bona fide broker or dealer in securities for five
years preceding January 1, 1969.

110 Comments of U.S. Department of Justice on NYSE Proposal to Permit Public Owner-
ship of Member Corporations in response to Securities IExchange Act Release No. 8717
(Justice Public Ownership Letter).

m “The term ‘parent’ means any party who has the power to exercise controlling in-
fluence over the management or policies of a member corporation, unless such power is
solely the result of an officlal position with such member corporation, Any party who owns
bencficlally, either directly or indirectly, more than 25 percent of the voting securities
of a member corporation, or more than 25 percent of the outstanding voting securities of
any other corporation which directly or through one or more subsidiaries owns bene-
ficlally more than 25 percent of the outstanding voting securities of the member corpora-
tion, shall be presumed to be the member corporation’s parent. Any party who does not so
own more than 25 percent of the voting securities of a member corporation shall be pre-
sumed not to be such corporation’s parent. Any such presumption may be rebutted by
evidence but shall continue until a determination to the contrary has been made by the
Board of Governors.”” NYSE, rule 318, supp. material 12.



2307

existence of the parent. Situations may arise where the parent is not required
to be a member, allied member, stockholder associate or approved person as
those terms will be defined in the Exchange Constitution. To meet this situa-
tion, proposed new Section 7(b) (5) would require that any parent be pri-
marily engaged in the business of a Lroker or dealer in securities. This means
that the parent would be required to be regulated by the Commission as a reg-
istered broker-dealer or by a state securities commission. To preclude a par-
ent from registering under the Securities Exchange Act of 1934 solely to at-
tempt to meet the eligibility requirements of proposed Section 7(b) (5), the
parent would have to be primarily engaged in the business of a broker or deal-
er in securities.™

In its comments the Department of Justice questioned the regulatory
necessity for such a provision: ;

In its October 31 letter, the Exchange sought to justify these limitations as
necessary to its regulatory control. We fail to understand how limiting the busi-
ness alternatives of a member corporation, let alone its parent, is necessary to
maintain regulatory control. After all, the Exchange has conceded that control
over persons in management positions is sufficient to achieve necessary regula-
tion. No other limitation seems necessary to achieve a legitimate goal of the
Exchange Act. Moreover, the Exchange does not now prevent member corpora-
tions from having subsidiaries not engaged as broker-dealers in the securities
business. If it were really concerned about a regulatory need to keep brokerage
separate from nonbrokerage businesses, NYSE would refuse to permit member
firms to own, as well as be owned by, nonbrokerage businesses.**

Investors Diversified Services Corp., a broker-dealer with three
broker-dealer subsidiaries *** which would remain ineligible for mem-
bership under this provision, questioned the discriminatory nature
of it:

We agree that the controlling interests in a member must be subject to ap-
propriate Exchange supervision, regulation and discipline regarding the ac-
tivities of the member. But such need should not be used as an anti-competi-
tive device by which to exclude otherwise qualified persons from membership.
We consider, furthermore, that the Exchange’s power to ezpel a member or-
ganization from the Exchange community insures, in practical terms, adequate
control over the member’s activities."

Waddell & Reed, Inc. also questioned the need for the provision and
1ts discriminatory nature:

It is noteworthy that other exchanges which have as member corporations
subsidiaries of publicly held companies have experienced no difficulties whatso-
ever in exercising their supervisory responsibilities over such members and the
controlling persons of the parent. Also note that the NYSE has never imposed
such a limitation upon limited partners of member firms, who for the most
part are primarily in businesses other than the securities business. Yet limited
partners are analogous to a parent corporation of a member firm in that the
prime function of both is to supply capital and their prime interest is to make
money on their investment. We cannot understand the distinction that NYSE
seems to be making—namely, that a wealthy oil man or entertainer can buy a
seat on the Exchange and hire competent people to run it for him, but com-
panies like IBM or INA or HFC cannot do likewise.™

12 NYSE letter of Oct. 31, 1969 from Robert W. Haack, President.

13 Justice Public Ownership Letter,

14 The three subsidiaries are: IDS Securities Corp.; Jefferies and Co., Inc.; and John
Nuveen and Co.

18 Investors Diversified Services Corp. letter of November 14, 1969 in response to Securi-
ties Exchange Act Release No, 8717,

us Waddell & Reed, Inc. letter of December 18, 1969 in response to Securities Exchange
Act Release No. 8717,
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Of the three proposals only one, “the primary purpose” provision,
survived.!*” The Exchange promulgated a rule explaining what a mem-
ber firm must do to comply with the provision:

For the purposes of this Rule, a member organization or its parent’s activities
shall be considered to be the “transaction of business as a broker or dealer in
securities” when such member organization including its approved corporate af-
filiates and subsidiaries, or its parent, as the case may be, acts as a floor trader,
specialist, so called “two dollar broker”, odd lot broker, arbitrager, or holds itself
out to, and transacts business generally with the public as a broker or dealer
in securities, including servicing customers’ accounts and introducing them to
another member organization. A member organization’s, or its parent’s, “primary
purpose’” shall be presumed to be the transaction of business as a broker or dealer
in securities, if its gross income (including, in the case of a member organization,
the gross income of its corporate affiliates and subsidiaries controlled by the
member organization) from activities of the type described in the preceding sen-
tence and from interest charges imposed with respect to debit balances in custom-
ers’ accounts is at least 509 of its total gross income . . . ."®

Excluded from broker-dealer revenue is any income from invest-
ment advisory and investment company management activities.'*

b. Philadelphia-Baltimore Washington Stock Exchange

The rules of some of the regional stock exchanges have been, and
still are much less restrictive than those of the NYSE. The Philadel-
phia-Baltimore-Washington Stock Exchange (PBW) has been active
In recruiting subsidiaries of institutional investors for membership.**
The exchange now has at least 37 such members.22

Under the rules of the PBW a member firm can be an affiliate of an
institutional investor since that Exchange has no rules which prohibit
members from having publicly owned parents or subsidiaries. Al-
though the Exchange’s constitution requires that a corporation mem-
ber’s principal purpose be the transaction of business as a broker or
dealer in securities, it is applicable only to the member and not its
parent.t?2 The rules do prohibit banks, subsidiaries of banks or invest-
ment trusts from being member corporations.#

¢. The Pacific Coast Stock Evchange

The Pacific Coast Stock Exchange (PCSE) has also permitted
membership to subsidiaries of institutional investors but it has been
wore restrictive than the PBW. Its rules have been changed fre-

17 The Securities and Exchange Commission did not object, in principle, to the Exchange
requiring a _member to be primarily engaged in the business of a broker or dealer in
securities. Nonetheless, the Commission stated that it intended “to review both the appro-
priateness of the requirement and the suggested standards for its determination . . . after
we have the benefit of the xchange's Study of institutional membership which we have
requested to be completed no later than July 1, 1970.” Securities Exchange Act Release
No. 8849 (March 26, 1970). The study referred to has not been completed. :

18 NYSE, rule 38.12.

19 Although the NYSE excludes this income in determining the primary purpose of a
firm, Ralph DeNunzio, Chairman of the Joint Securities Industry Task Force and Vice
Chairman of the Board of Governors of the NYSE, argued that this income should be
included as securitles business income in determining the firm’s assessment for broker-
dealer insurance bill, See Hearings on H.R. 13308 Before the Subcommittee on Commeree
and Finance of the House Committee on Interstate and Foreign Commerce, 91st Cong.,
2a Sess. 390 (1970),

120 Iike the NYSE the PBW has many broker-dealer members that either themselves, or
thru subsidiaries manage mutual fund and other accounts.

121 These include subsidiaries of Dreyfus, St. Paul Company, Insurance Company of
North America, Connecticut General Insurance Corp., CNA Financial Corp., and Standard
and Poor’s Intercapital Inc.

122 PBW Costitution, art. XIV. sec. 2.

122 PBW Constitution, art. XIV, sec. 3. Despite this provision Brown Brothers Harriman &
Co., and at least three affiliates or subsidiaries of forelgn banks are members. The Boston
Stock Exchange has also permitted foreign banks to become members of that Exchange.
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quently, often under threat of anti-trust suit, to permit membership
to some institutions. Other rule changes have served to bar member-
ship to others. When Kansas City Securities Corporation, the broker-
dealer subsidiary of Waddell & Reed, Inc., applied for membership on
the PCSE, the Exchange permitted them to join. Simultaneously the
Tixchange adopted the following rule designed to prevent other insti-
tutions from joining:

Except for existing member firms and any firm approved for membership prior
to the adoption of this rule, neither the voting nor non-voting stock of a cor-
porate member firm or of any parent corporation shall be owned by the public.
The chief business of a member firm and of any affiliate must be that of a broker-
dealer in securities.

The term “affiliate” means any person, firm or corporation directly or indi-
rectly controlling, controlled by or under common control with such member
firm. The term ‘control’ means the power to exercise a controlling influence over
the management or policies of a person, firm or corporation.’*

Shortly after the admission of Kansas City Securities Corporation
another adviser to funds sold by a captive sales organization, IDS
Securities Corporation, applied for membership. On July 1, 1965, the
PCSE rescinded the rule it had passed earlier and replaced it with a
rule which in effect prevented subsidiaries of mutual fund advisers
from becoming members unless the fund was sold through its own cap-
tive sales organization. The rule reads as follows:

Except for a firm primarily engaged in trading for its own account, or acting
as a floor broker, no firm shall be eligible for member firm status unless it is
primarily engaged in transacting business directly with the public in the purchase
and sale of securities through its own partners, officers or sales representatives.
If a firm has a parent which is engaged in the securities business, the principal
portion of such parent’s securities business shall also be that of transacting
business directly with the public in the purchase and sale of securities through
its own partners, officers or sales representatives. A preponderance of the busi-
ness of a member firm shall be for the account of persons other than a parent
who is not itself a broker or dealer in securities. The term “parent” means any
person, firm or corporation who directly or indirectly controls a firm. Nothing
herein contained shall abrogate the right of the Board of Governors to impose
additional requirements for member firms pursuant to Section 1(a) of Article
IX of the Constitution,*®

A further modification in the rules of the Exchange was made later
that year after Channing Financial Corporation, which had earlier
ecquired Emmet A. Larkin and Company, a PCSE member, reached
an understanding to be acquired by J. C. Penney Co., Inc. A new rule
was promulgated to prevent member firms from being controlled by
persons outside the securities business. Although the proposed acquisi-
tlon was never consummated the rule remained in effect. It was later
modified to permit certain acquisitions with the approval of the Board
ot Governors. The current rule states the requirement of the Exchange
Constitution that all voting stockholders of a corporate member firm
shall be active in the business and that this rule “shall not be deemed to
be met in any case where a voting stockholder or proposed voting
stockholder is a corporation, unless the principal business of that
corporation and of its parents and subsidiaries and affiliated organiza-
tions, taken on a consolidated basis, shall be that of a bona-fide broker-
dealer in securities. A parent or subsidiary of affiliated organization

2 PCSE rule IX, sec. 3(a)H. effective February 18, 1965, rescinded July 1, 1965.
1% PCSE, rule IX, sec. 3 adopted July 1, 1965, v

53-940 O - 71 - pt. 4 - 59
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may be excluded from such consolidation upon terms and conditions as
the Board of Governors may require. Corporate member firms in good
standing as October 1, 1965 are exempted from this rule, except as to
subsequent transfers of voting stock to corporations which were not
affiliated with such firms prior to such date.” 12

There are now at least 18 subsidiaries of institutional investors which
have joined the PCSE under the existing rules. They include subsidi-
aries of the St. Paul Companies, Inc., General United Group, the Drey-
fus Corporation, Insurance and Securities, Inc., and the Insurance
Company of North America.

d. Midwest Stock Exchange

The rules of the MWSE prior to 1970 were very explicit on barring
certain institutions from membership. Its rule read:

No bank, subsidiary of a bank, trust company, investment trust, investment
company or holding company shall be registered as a member corporation.’”

Early in 1970 the MWSE also adopted rules affecting institutional
membership. The rules on public ownership require that their members
conduct a “general” securities business. Their rule states:

(i) a substantial portion of the member organization’s business consists
of acting as broker in securities admitted to trading on one or more national
securities exchanges, and the balance of its securities business consists of
other types of activities (including underwriting, distributing, retailing, in-
vestment advising and over-the-counter market making) in one'or more types
of securities (including corporate stocks, bonds, governmental securities and
mutual funds) traditionally associated with the broker-dealer or investment
banking business and consistent with maintaining a flow of orders to trading
on the floor of the Exchange, or :

(ii) the principal business of the member organization is or will be the
performance of an approved floor function—specialist, floor broker or
registered floor trader.'®

Unlike the NYSE, the MWSE assumes that adequate regulatory
control could be exercised without any requirement that a parent of
a member be a broker-dealer. Indeed they do require that the parent
of a member agree to furnish data on its finance, securities transactions
and officers and directors.’?* Members’ parents are also forbidden to
engage in any aspect of the securities business or any course of conduct
In the securities business prohibited to members.!3°
The Exchange does require, however, that the member conduct
business primarily with the “public” and not with its affiliates. The
ruleis met if:
“at least 50 percent of all brokerage commissions earned by the
member organization on the Exchange is from transactions for
customers other than affiliates, and at least 50 percent of the
member organization’s gross income from its entire securities
business is derived from business with or for customers other than
affiliates.”®

120 PCSE, rule IX. sec. 5(a). The grandfather clanse was inserted to prevent the disquali-
fication from membership of Stone and Webster Securities Corp. and Bishop Securitles
which were controlled by an engineering firm and a trust company, respectively.

127 MWSE Rules. art. XV, rule 7. This section was modified in 1970.

13 MWSE Constitution, art. I, rute 1(¢) (1).

1 MWSE Rules, art. XV, rule 8.

130 MWSE Rules, art. XV, rule 9,

13 MWSE Constitution, art. I, rule 1(c) (2).
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In effect these rules would allow a firm doing a general and public
business such as Jefferies and Co. (if it was willing to abide by all
other Exchange rules) to be a member firm while denying member-
ship to IDS Securities Corp.

E. SUMMARY AND CONCLUSIONS

1. Long-term Impact of Institutional Investors on the Securities
Industry

a. Querall trends in the securities industry

The decade of the 1960’s was marked by tremendous growth in the
volume of securities transactions. In 1968 the dollar volume of trading
on all registered exchanges was more than three times greater than in
1960. Between 1962 and 1968 the gross income of NYSE member
firms increased from $1.5 billion to $5.4 billion. In 1968 almost every
member firm had gross income of more than $1 million; in 1962 only
two-thirds of the firms earned that much. In the same period the num-
ber of NYSE members with gross income of $50 million and over
increased from 1 to 6 percent.

The major source of NYSE member firms’ income during the period
was the brokerage commissions received on agency orders. Between
1962 and 1968 these commissions increased from $0.9 billion to $3.2
billion. In 1962 only 45 percent of the member firms had $1 million
and over in commission income but by 1968 this figure had increased
to 83 percent, while the number of firms with commission income of
$25 million or more increased from less than 1 percent to 7.57 percent.

After six continuous years of rising volume, 1969 saw the beginning
of a decline which has persisted into mid-1970. Share volume on all
exchanges declined 7 percent from 1968 to 1969, and the dollar volume
of shares traded on all exchanges declined 11 percent.

Commission income on NYSE transactions declined 23 percent,
commission income on other exchange transactions 20 percent and on
over-the-counter market transactions 13 percent. This was due in part
to the decline in dollar volume and prices and in part to the volume
discount. Other phases of the broker-dealer business also declined;
for example, dividends and interest received declined 86 percent, profit
from trading and arbitrage 31 percent, and income from the sale of
mutual funds 12 percent.

b. Growth ininstitutional investors payments to the securities industry

Most of the growth in the securities industry during the period
1960-1969 was due to increase in securities transactions by institu-
tional investors. Their share volume increased on the NYSE by 548
percent, compared with a 133 percent increase in individual investor
volume. Institutional share volume rose from about a quarter of total
1960 NYSE public volume (excluding members’ trading for their own
accounts) to about a half of 1969 public volume. Banks and mutual
funds alone increased their combined percentage share of NYSE pub-
lic volume from 18 percent to 34 percent during this period. Moreover,
since the average price of shares traded by institutions has always
been higher than the average price of shares traded by individuals, the
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institutions accounted for an even higher proportion of the dollar vol-
ume on all exchanges.

In part reflecting the growth in the size of institutions and in part
reflecting changing trading policies, the average size of institutional
orders executed on the NYSE during this period also increased great-
ly. The average size of mutual fund orders, for instance, increased from
550 shares to 3,726 shares.

c. Impact of increased institutional investor business on securities
industry profitability

The growth in institutional trading had a significant effect on
NYSE member firm profitability. The business of the primarily retail
firms (average commission income per transaction under $50) proved
far less profitable during this period than the business of the primar-
ily institutional firms (average commission income per transaction of
$100 and over). The 1968 median pretax profits of member firms illus-
trates this point. The median pretax profit was $824,000 for all NYSE
firms, $672,000 for the primarily retail firms and $2.4 million for the
primarily institutional firms. While institutional firms represented
only 13 percent of the firms, they accounted for 52 percent of the firms
earning $5 million and over. The 62 percent of the firms that were
retail accounted for only 41 percent of the firms with pretax income of
$5 million and over. Fewer than one out of every ten institutional
firms, but seven out of every ten retail firms, had pretax profits under
$1 million.

These disparities in total 1968 pretax profits were due almost en-
tirely to differences in the profitability of the security commission busi-
ness. Although the primarily retail firms as a group received two-
thirds of all gross security commission income, they accounted for only
one-third of the pretax profits on this business. In contrast, institu-
tional firms as a group received only 14 percent of all security commis-
sion income but accounted for 39 percent of the pretax profits of all
firms. Median pretax profit margins on the security commission busi-
ness itself were almost 5 percent for retail firms and 27 percent for in-
stitutional firms.

These higher 1968 profit margins for institutional firms on their se-
curity commission business occurred despite their sharing of commis-
sions with retail firms. In large part this reflected the commission rate
schedule in effect in 1968. This schedule did not recognize economies of
scale in effectuating a single large order or numerous small orders for
the same customer. According to a study done for the NYSE, the aver-
age cost of handling a 1,000, a 10,000 and a 100,000 share order of a $40
stock was, respectively, 6, 42 and 377 times the average cost of a 100
share order, yet the commission charges in 1968 was, 10, 1000, and 1,000
times the 100 share commission.

Trading and arbitrage, underwriting and margin interest income
accounted for most of the noncommission income of member firms.
The institutional firms were much more dependent on commission
income as a percentage of their total income than were retail firms.
Retail firms, on the other hand, derived more than 10 percent of their
other income from distributing mutual fund shares and 30 percent
from margin interest income (institutional firms received only mini-
mal percentages of income from these sources). The highly profitable
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commission business done by institutional firms may to some extent,
however, have been offset by losses suffered on other business. Nineteen
percent of the institutional firms lost money on their other business
compared with 4 percent of the retail firms. Institutional firms may
be willing, for example, to accept the risk of losses on block position-
ing in order to attract profitable institutional commission business.

d. Distribution of increased institutional investor business

Recognizing the profitability of institutional commission business
retail firms competed for institutional customers. For most firms in-
come per transaction increased between 1962 and 1968, with 11 firms
moving to a higher category of income per transaction for every one
firm moving to a lower category.

Institutions allocated the bulk of their commission business by
placing agency orders with the broker-dealers of their choice. Prior to
December 5, 1968, however, a further distribution of commissions was
often made by directing the confirming broker-dealer to pay a portion
of the full commission received (that is, to “give-up” a portion of the
commission) to other broker-dealers. Between 1964 and 1968 the use
of the customer-directed give-up by investment companies increased
more than 700 percent. In 1968 all but nine of the 57 investment com-
pany complexes studied used the customer-directed give-up. This de-
vice was used much less frequently by other institutional investors.
A willingness on the part of NYSE members to give-up to other mem-
bers as much as 70 percent of the commission on a single transaction
was fairly common. Some brokers, in fact, were willing to give-up 90
percent on trades that they executed but did not clear or confirm.

In 1968 three out of every five NYSE member firms received some
compensation from investment companies in the form of give-ups.
Investment company advisers, however, wished to route some of the
give-ups to non-members of the NYSE, principally because a signifi-
cant amount of fund sales were originated by nonmembers of that
exchange. Since the rules of the NYSE did not prohibit member firms
from executing orders on the regional exchanges, and since some re-
gional exchanges not only permitted give-ups to their own members
but permitted give-up distribution to members of the NASD (which
has about 3,700 broker-dealer members) or foreign broker-dealers, in-
stitutional investors were able to expand their commission dollar dis-
tribution by directing broker-dealers to execute orders on those re-
gional exchanges. Brokers worked out complex methods which allowed
the institutional investor to direct give-ups to nonmembers of the
NYSE even when the order was executed there. Most give-up arrang-
ments had one common characteristic: They permitted the institu-
tion to utilize a limited number of executing broker-dealers (lead
brokers) that would give-up a large portion of the commission to other
broker-dealers. Thus, the number of net recipients of give-ups was
about three times greater than the number of net payers.

e. 1968 commission rate changes

On December 5, 1968, the NYSE adopted an interim commission
rate structure which incorporated a volume discount and prohibited
customer directed give-ups. The Amex and regional exchanges con-
currently adopted similar provisions. The volume discount reduced
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commissions on all orders in excess of 1,000 shares on securities selling
for less than $90 per share. In no case was the fixed minimum commis-
sion on a single order to exceed $100,000.

f. Impact of 1969 commission rate charges

One of the major effects of the prohibition of customer directed give-
ups was to increase the number of broker-dealers confirming institu-
tional transactions. A number of firms that received no actual (as
opposed to give-up) commissions in 1968 began to do so in 1969. Those
NYSE member firms that were net payers of give-ups in 1968, as a
group, received in 1969 a smaller percentage of total actual investment
company commissions (67 percent in 1969, 81 percent in 1968).

Although those firms which in 1968 were net give-up payers were
affected in 1969 by the volume discount to a much greater extent than
those firms which were net give-up recipients in 1968, in general the
give-up prohibition more than offset the volume discount’s impact.
The firms which were give-up payers in 1968 received $57.1 million less .
in actual commissions 1n 1969, but because of the give-up prohibition
they retained all their actual commissions whereas in 1968 they had
paid out $58.2 million in give-ups.

g. Profitability of institutional investor business in 1969-70

The profitability of NYSE member firms declined greatly in 1969.
Thirty-seven percent of NYSE members lost money in 1969, while only
about 3 percent had lost money in 1968. The 1969 increase in such costs
as interest, clerical and administrative salaries, and office and equip-
ment expenses, contributed to the decline in profitability in all firms.

The most profitable firms in 1969, as in 1968, were institutional firms.
The retail firms were hit hardest by the volume decline. Forty-two
percent showed losses in 1969 while only 18 percent of the institutional
firms showed losses. The median pretax profit during this period for
all firms was $128,000, for retail firms, $63,000 and for institutional
firms, $722,000. More than one-third of the institutional firms had a
1969 pretax profit margin on commission business in excess of 30 per-
cent, while less than 6 percent of the retail firms had that high a profit
margin.

Ingl part the continued differences in profitability between retail and
institutional firms reflect a commission rate schedule that, despite the
December 5, 1968, changes has not fully adjusted to the costs of doing
business. According to a study done for the NYSE, the cost of handling
a single small order sometimes exceeded the commission rate. The cost
of handling a large order still left room for a substantial profit.

2. Allocation of Commissions and Over-the-Counter Business by
Institutional Investors

a. Commissions paid by institutional investors

Most commissions paid in 1968 by the institutional investors in the
Study’s sample were for the execution of stock exchange transactions.
A Jesser amount was paid for the execution of over-the-counter agency
transactions.

Investment companies and bank trust departments were by far the
largest source of institutional brokerage commissions. These two cate-
gories of institutional investors paid out about seven times more
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brokerage commissions than all other institutional investors com-
bined (that is, the noninvestment company accounts of investment and
visers, life insurance companies, property and liability insurance com-
panies and self-administered pension funds, educational endowments
and foundations). Six banks and seven investment company complexes
paid out 38 percent of the total commissions reported by all the in-
stitutions studied.

Institutions tend to pay commissions to a large number of broker-
dealers. The average bank in the Study’s sample (the 50 largest trust
departments) for instance, received confirmations from 212 broker-
dealers, the average investment company complex (the 57 largest
complexes) from 136 broker-dealers. Banks on the average used give-
ups in 1968 to compensate an additional six broker-dealers and in-
vestment companies an additional 59 broker-dealers. The broker-
dealers and investment companies an additional 59 broker-dealers. The
broker-dealers receiving the greatest amount of commissions from any
category of institutions, on the other hand, received a high percentage
of the total commission dollars paid out by that category. Fifty broker-
dealers accounted for 59 percent of the commissions paid in 1968 by
all of the institutions studied.

Most broker-dealers in the Study’s random sample receiving insti-
tutional commissions tended to have three common characteristics: an
NYSE membership, strong capitalization and high gross income.

Over 98 percent of the NYSE member firms in the sample received
some commissions from the Study’s sample of institutions. Fifty-nine
percent of the NYSE firms (but only 18 percent of the nonmembers
of the NYSE) received over 5 percent of their gross income in insti-
tutional commissions. Of the firms receiving more than $1 million in
institutional commissions, 92 percent were members of the NYSE ; the
remainder were members of the Midwest or Pacific Coast Stock
Exchanges.

Fifty-five percent of the firms with less than $100,000 total capital
received no Institutional commissions. On the other hand, all the
firms with over $5 million total capital received some institutional
commissions and 44 percent of these firms received over $1 million in
institutional commissions. Fifty-four percent of the broker-dealers
with gross income over $5 million received at least $500,000 in institu-
tional commissions.

b. OT'C net trades in stock by institutional investors

On many occasions an institution will transact at net prices in the
over-the-counter market for listed and unlisted securities with a dealer
that is purchasing the stock for, or selling the stock from, its own
account. The banks and investment companies accounted for most of
these transactions, in fact, $10 billion of the $11 billion total for all
institutions in the sample. The number of broker-dealers dealing at net
prices with institutions is far smaller than the number acting as
agents. Only the banks, the investment adviser managed investment
company complexes and the other accounts managed by investment
advisers averaged such OTC trades with more than 15 broker-dealers.
Moreover, the business was even more highly concentrated than the
commission business, with 10 broker-dealers handling more than half
of the net trades reported by each type of institution. The four
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broker-dealers with thelargest volume of these trades and two of the
remaining six in the top 10 by volume made OTC markets in listed
securities. For some of these firms much of their institutional OTC
business was in stocks in which they did not make markets. In all,
56 percent of the total OTC net trades in both listed and unlisted stocks
was done with firms that made such markets.

Almost three-quarters of the broker-dealers in the Study’s random
sample with -more than $10 million in institutional OTC net trades
were members of the NYSE, and, like those firms receiving commission
business, tended to be heavily capitalized and to have high gross
incomes.

c. Customers designation of broker-dealers

The manager of an account does not always trade for the account.
When the manager does trade, it is not always granted the authority
to choose the broker-dealer. A customer, for example, may want to
reward a particular broker-dealer which may have introduced the
account to the manager, which may have some affiliation with the
customer (a large donor to a college whose endowment fund is the
account or an investment banker for a company whose pension fund is
the account) or which may have performed some service for the insti-
tution (such as pension fund performance evaluation). Where an in-
vestment adviser or bank trust department is managing individual
accounts, the customer may have a relative or friend through whom he
wishes account brokerage handled.

The brokerage for about one-third of the investment adviser-
managed accounts and more than two-thirds of the bank-managed
accounts was reported to be free of customer designation. Some ac-
counts designate a broker-dealer but allow the bank or adviser discre-
tion to deviate from that choice if circumstances warrant. Other ac-
counts allow discretion as long as certain amounts of unrelated com-
missions are paid to the designated broker-dealer.

Eleven percent of the broker-dealers receiving bank commissions
received only “free commissions” (urgdesignated%sv and an additional
23 percent received at least 80 percent of their bank commissions as
free commissions. Eighteen percent of the broker-dealers, however,
received almost all of their brokerage commissions from banks solely
because one or more customers had so designated.

d. Exzecution and clearance

More than one-half of the orders to purchase and sell stocks for
bank trust departments and non-bank trusts and estates are for 100
shares or less. The techniques involved in the execution of these smaller
orders have remained unchanged for decades. On the other hand, the
orders of insurance companies, investment companies and pension
funds are frequently of large size. The institutional broker-dealer re-
ceives such an order because it has developed the ability to find the
other side of the transaction among institutions and other large in-
vestors.

When seeking an execution in unlisted stocks more than four-fifths
of the institutional investors surveyed by the Study dealt on a princi-

al basis directly with a market maker at least a majority of the time.
nstitutions gave better price, better market quotes and more depth
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as the reasons for going directly to market-makers. In some cases,
though, an institution might decide to use a broker to compensate 1t
for unrelated services or because the broker may be more familiar
with the various market-makers and therefore be able to obtain a better
execution. Self-administered institutions, such as endowments and
pension funds, tend to deal through agents more often than institu-
tional managers of other people’s money.

Although executions in many listed securities may also be obtained
net in the third market, two-fifths of the institutions surveyed did not
check third market quotations, and only one-fifth checked third market
quotations on a majority of their trades. Most institutions cited either
inability of some third market-makers to accept large trades or im-
portance of using the auction market for small trades for their re-
luctance to check third market quotations. Some institutions expressed
a belief that an execution unsubstantiated by a tape print could be
susceptible to criticism whereas an execution on a regulated exchange
could rarely be questioned. Other institutions expressed a preference
for the third market, stating that it may offer a better price (after
taking commissions into account), allows direct negotiation of the
price, ofters a known price at which the trade will be accomplished
and offers more rapid stock delivery. Some of these institutions claimed
that a large order sent to the third-market will not adversely affect
the exchange auction market. Some banks (one bank accounted for
more than one-half of the total) have increased their own income by
executing agency and custody orders in the third-market at net prices
and charging the account the net price plus a full or partial com-
mission.

Only about one-fifth of the institutions surveyed “ordinarily”

" granted a broker-dealer discretion as to the timing of transactions to
effectuate a single investment decision. Thirty percent of the institu-
tions “occasionally” granted such discretion while almost two-fifths
“never” granted it.

One-half of the institutions surveyed “always” or “ordinarily”
granted discretion to choose the executing market, and an additional
quarter “occasionally” granted such discretion. It must be remembered,
however, that choice of the broker-dealer may be the choice of the
market. For example, when an NYSE member receives an order from
an institution the institution may well contemplate an NYSE execu-
tion. Similarly, an order given to a third-market firm is expected to be
executed off the exchange. :

In most instances no price discretion is granted to the broker-dealer.
Rather, the institution will either place a price limit on the order or
request the broker-dealer to check back with the institution before
execution.

Clearance and settlement is the process whereby the purchaser of a’
security receives the certificates and the seller receives the proceeds of
the transaction. Unlike transactions of most individuals, institutional
mvestors usually do not pay for a trade until the certificate is deliv-
ered to it or its custodian. It is consequently possible for an institution
to retain the cash needed to pay for a security it has agreed to purchase
(the purchase of which it immediately reflects in the institutional
portfolio) for some period of time until settlement—a period that has
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become extended by reason of the fails problem and rejection of partial
deliveries. The retained cash can in the meantime be put to double use
earning some return. Often it is the custodian of the institution’s port-
folio (usually a bank) to whom the institution has transmitted funds
for the purchase rather than the institution itself that benefits from
the arrangement. It is the broker-dealer who bears the cost of this
situation since it must carry the securities until payment is received.
Various proposals are now pending to facilitate the completion of
deliveries of securities to institutional investors.

e. Institutional investor payments for research

The magnitude of institutional payments allocated to research is
based on two factors, the amount of research needed to supplement
that produced by the institution and the alternative uses to which the
generated commissions may be put. Insurance companies and other
self-administered institutions in the Study’s sample presently have
few alternative uses of commission dollars and reported often paying
all or most of their commissions to firms providing them with research.
Banks, on the other hand, reported allocating only 12 percent of their
total “free commissions” for research (two banks accounted for more
than a fourth of the total commissions paid by banks for this purpose)
and investment company complexes reported allocating 23 percent of
their commissions for this purpose.

In 1968 investment companies paid research commissions to an
average of 88 broker-dealers while banks paid such commissions to an
average of 49 broker-dealers. In dollar value, however, research com-
missions tended to be concentrated among a few broker-dealers. In
terms of total broker-dealer gross income, banks and investment com-
pany commissions allocated for research are relatively insignificant, .
comprising abnut 1.4 percent of the total.

In 1968 NYSE firms had research expenses of $97 million, or 2.2
percent of total expenses. Those NYSE firms dealing primarily with
institutional investors incurred greater research expenses, both abso-
lutely and in relation to total expenses, than did firms dealing pri-
marily with the public. While the median research expense per retail
firm was $45,000, the median for institutional firms was $129,000.

f. Other services off ered to institutional investors

In addition to execution and research, broker-dealers offer other
brokerage-related services to institutional investors including port-
folio valuation, custody of securities, financing of margin accounts
and facilities for communication between the institution and the
broker-dealer. :

Many broker-dealers offer to value institutional investor portfolios
as often as twice daily, and some broker-dealers also offer to measure
the portfolio performance of the institution. Many broker-dealers offer
direct, free wires to institutions that generate a substantial commission
volume, enough to justify the cost of the wire. Most institutional
investors, however, do not use the custody service of a broker-dealer,
preferring instead to use bank custodians. Also, most of them do not
trade through a margin account—only about 8 percent of the total
trading of institutional investors was margined.



2319

g. Reciprocity

Reciprocity (purchasing products or services from those purchasing
your products and services) as a well documented form of business
behavior in the securities industry. Also well documented, however,
are the economic and legal problems attending reciprocal arrange-
ments. The ability to negotiate terms of reciprocal arrangements for
many institutional investors has aspects of negotiating commission
rates. However, unlike negotiated rates where negotiation could accrue
benefits directly to the account managed, reciprocity often tends to
benefit the manager and not the account. Absent a specific credit, the
accounts benefit only to the extent that management fees and sales
loads may be lower than they would be in the absence of reciprocity.
Reciprocal considerations bearing on the allocation of portfolio busi-
ness create a potential conflict of interest between the manager and its
account in choosing a broker-dealer or market to use when executing an
order. In the past, pressure for lower or negotiated commission rates
has come primarily from those institutional investors who have not
been able to receive the benefits of reciprocity and those self-managed
institutions for which reciprocity is a cumbersome, circuitous way of
recapturing part of the fixed commission. These institutions, includ-
ing the insurance companies and the advisers to mutual funds sold by
captive sales forces, represents a small but nevertheless significant por-
tion of the commissions paid by institutions.

Broker-dealers strongly enhance the probability of receiving port-
folio brokerage from a bank by maintaining a deposit at that bank.
Eighty-seven percent of banks’ free commissions were paid to deposi-
tors. Seven of the 46 banks studied paid almost 98 percent of their
free commissions to depositors,

Extensive interviews with both broker-dealers and banks indicate that
the relationshin between depositors and commission recipients is not
one of chance. The bank traders, for example, reported receiving peri-
odic memoranda outlining the current commercial relationships with
broker-dealers. Some of these memoranda simply suggested broker-
dealers to be used. Others were less precatory, listing the dollar
amounts of commissions to be paid to individual broker-dealers. Banks
and broker-dealers sometimes met to negotiate or renegotiate the flow
of deposits or commissions, reflecting the increased or decreased ac-
tivity of either party.

A random sample of broker-dealers illustrated the extent of these
commercial retationships. The broker-dealers in the sample averaged
11 deposit relationships with banks. Six of these accounts were “inac-
tive” accounts having fewer than 10 transactions during a one and one- -
half year period. Although the maintenance of an “inactive” account
may have some business justification, the pervasiveness of the practice
suggests that many of the accounts reflect a need to maintain the com-
mercial relationship necessary to the receipt of commission business.

_After giving priority to customer designations and research obliga-
tions, some banks svstematically allocated commissions among broker-
dealer depositors. The banks in the sample on the average paid out,
available commissions (total commissions less designated and research
commissions) equal to 10.4 cents for every dollar in deposit accounts.
The banks interviewed indicated that the ratio to the broker-dealer
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may actually run closer to 15 to 25 percent of the deposit balance
because of the float in the active accounts. '

Many banks, in the face of a warning by the Antitrust Division
of the Department of Justice, as well as suits filed on behalf of in-
dividuals, claim to have abandoned or modified their former methods
of allecation.

Most mutual fund sales in the United States are made by inde-
pendent broker-dealers, not affiliated with the manager or principal
underwriter of the mutual fund. Independent broker-dealers can en-
hance their probability of receiving mutual fund brokerage commis-
sions by becoming sellers of the funds’ shares. Some of the fund
complexes studied chose, almost exclusively, to send portfolio orders
to broker-dealers selling the funds’ shares.

The mutual fund adviser is limited, however, in the amount of
brokerage it can channel to the fund seller. The average size of the
fund’s portfolio order is relatively large, but (in terms of the number
of sellers but not volume of sales) retailers of the funds’ shares are
usually small nonmember broker-dealers without the capacity to ex-
ecute and clear such transactions. Thus, although most of the com-
mission dollars generated by mutual funds are paid out to fund
sellers, most fund sellers receive no portfolio brokerage from the
funds they sell.

Since approximately four-fifths of total investment company trans-
actions are on the NYSE, the NYSE members are in a position to be
compensated with direct commission dollars. Transactions in NYSE-
listed securities may also be directed to regional exchanges where
those securities are dually traded in order to compensate regional
exchange members for their selling efforts. It is difficult, however,
for the investment company adviser (especially since the “give-up”
prohibition of December 5, 1968) to compensate the nonmember of
any exchange. The advantage held by NYSE members has increased
their incentive to retail fund shares. Between 1962 and 1969 their
percentage of total mutual fund sales increased from 21 to 39 percent.

Insurance companies will, in some instances, consider insurance
relationships in the choice of a broker-dealer. In no case has the Study
discovered brokerage allocations systematically related to insurance
premiums. It is not unusual, however, for a broker-dealer to pur-
chase insurance coverage from more than one insurer in the hope of
maximizing the receipt of insurance company brokerage business.
Two recent developments increase the potential for broker-dealer and
insurance company reciprocity: First, insurance companies are sell-
ing mutual funds and could utilize independent broker-dealers to
distribute the shares. Second, members of at least one exchange, the
Midwest Stock Exchange, are now permited to sell insurance.

3. Affiliations Between Institutional Investors and Broker-Dealers
a. Types of affiliations between institutional investors and broker-
dealers

Institutional investors, especially investment advisers with captive
sales organizations and insurance companies, have in recent years
affiliated through ownership with broker-dealers that execute and/or
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clear securities transactions. Broker-dealer affiliations of institutional
investors in he past were mostly between an investment adviser to
a mutual fund and the principal underwriter (distributor) of the
funds’ shares who was required to register as a broker-dealer. The
new class of affiliates that execute and clear securities transactions
arc in some cases structured to do so for only the accounts managed
by the institutional investor, in some cases only for others, and in
some cases to do both.

b. T'he legal environment

These affiliations are not prohibited by the Federal securities laws
and do not appear to be prohibited by the Federal banking laws.

c. Stock exchanges requirements

Institutional membership has, however, been severely restricted by
the constitutions and rules of the various exchanges. The NYSE, prior
to 1970, prohibited public ownership of member firms, thus precluding
the largest institutional investors from membership. The rules, how-
ever, did permit membership to privately held organizations whose
primary purpose was the brokerabe business. Within this framework,
in 1969 almost half of the member firms received advisory fees from
accounts managed by themselves or their adviser subsidiaries. These
fees totaled $44 million after offsetting, in some cases, commissions
generated by the advisory account. Since early in 1970 the NYSE
has permitted public ownership of its members with certain restric-
tions. These include a provision that the “primary purpose” of the
member firm and any parent must be the brokerage business.’*? Since
for the purpose of determining the primary purpose advisory fees are
not considered part of the brokerage business, this provision effectively
precludes most institutional investors from owning more than 25 per-
cent of the voting stock of any member.

The regional stock exchanges have been more permissive than the
NYSE in permitting subsidiaries of institutional investors to join.
The Philadelphia-Baltimore-Washington Stock Exchange has no pro-
vision prohibiting institutional investors or their subsidiaries from
joining and many have joined. Although the Pacific Coast Stock Ex-
change had no prohibitions until 1965, after one large mutual fund ad-
viser joined, it immediately passed rules against such membership.
Since then these rules have frequently been changed, often under
threat of antitrust suits, to permit broker-dealer subsidiaries of in-
stitutional investors desiring membership to join. The present rules,
while restrictive, give to the exchange’s board of governors certain
exemptive powers which have facilitated membership for subsidiaries
of institutional investors. The rules of the Midwest Stock Exchange
specifically prohibited most institutional investors from membership,
but were revised in 1970 as part of the program to implement public
ownership. Unlike the NYSE, whose rules exclude from membership
any broker-dealer with a parent not in the securities business, the

133 The Commlission did not object to the inclusion of this requirement; however, 1t did
indicate that it intended to review “both the appropriateness of the requirecment and the
suggested standards for its determination . . . after we have the benefit of the Exchange’s
study of institutional membership which we have requested to be completed no later than
July 1, 1970.” Securities Exchange Act Release No. 8849 (Mar. 26, 1970). The study re-
ferred to has not been completed.
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Midwest permits such members as long as their parents agree to com-
ply with certain reporting and other requirements. The rules of that
exchange permit membership to any broker-dealer doing a “general”
and “public” securities business, with more than half of the revenues
derived from other than affiliates.

Institutional membership has been sought primarily by those insti-
tutional investors, such as Insurance companies and advisers to invest-
ment companies sold by captive sales forces, which could not avail
themselves of reciprocity with broker-dealers. The potential loss of
reciprocity to banks and investment advisers because of antitrust ac-
tions could have two possible consequences. Many of these institu-
tional investors deprived of their significant source of reciprocal in-
come may decide to affiliate with a broker-dealer with the intent of
directly receiving income from commissions paid by their customers
which they have received indirectly in the past. Others may decide not
to affiliate but may exert pressure on the exchanges, the Commission
and others to take action to reduce commissions. The unequal mem-
bership rules of the exchanges has led to a trend toward institutional
investors joining some regional exchanges and placing orders away
from the primary market in New York. As long as the NYSE has a
minimum commission rate which the institutional investors believe
to be too high, and as long as the NYSE prohibits these institutional
investors from membership, it is probable that this trend will not only
continue but will accelerate.
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