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BROKERAGE RATES: COMPETITION OR EEGULATION
A5 THE PROTECTOR OF THE PUBLIC INTEREST?

Irwin M. Stelzer
FPresident
National Economic Research Assoclates, Inc.

From the point of view of the Wall Street community,
the entire long-drawn cut controversy over fixed vs. sc-called
competitive rates has all the aspects of a tragedy: a tale
"depicting a protagonist engaged in a morally significant
struggle ending in ruin...."! But before those of you who are
members of that community take toco much delight in the moral
significance of your struggle, let me point out that the diec-
tionary goes on to state that the "noble protagonist is brought
to ruin essentially as a congeguence of some extreme quality
which is both his greatness and his downfall,"?

To carry the analogy to tragedy one final step, I
think we can better understand the unfolding drama if we exam-
ine the cast of characters.

The self-proclaimed star of the show is, of course,
The New ¥York Stock Exchange. This venerable character for
many years survived and prospered by a combination of good

economic performance and resistance to cutside interference

! The Ameriaan Reritage Dictionary of the EPnglish Language,
s5.v, "tragedy."
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In the good old times...brokers throve
mightily, and grew passing rich simply
upon their commissions.

JAMES K. MEDBERY
Men and Mysteries
of Wall Street, 1878
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which were egual wonders to behold. 8o great was the success
of this star that the price of seats for the show rose steadi-
ly, capitalizing the increasing ecohomic rents which he was
able to charge for admission.

Playing what some claimed was an excessively support-
ing rele was the Securities and Exchange (Commission. Charged
with reviewing the performance of the star, it tended often to
be so bequiled by that performance that it became instead a
cheerleader, reluctant to press for cast replacements indi-
cated by age, or the modernization of the theater that new
technology came to permit.

In an apparent effort to goad the reviewer, a new
critic appeared, the Department of Justice. Piling its re-
views for the underground press, it sniped at the play, the
cast and even the other reviewer. It suggested that the book
be changed, that new rules be adopted, that the play be staged
everywhere simultanecusly, that admission fees be eliminated,
and that an unstructured improvisation called "competition"
replace the carefully drawn script which had been used and re-
used by our star for years.

What emerged, then, was a battle of interested
parties, and one in which the audience--the public whose
interest was to be served--was simply forgotten. Let me
explain.

The Exchange, particularly as it was structured

during the height of the controversy, had as its goal the
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maximization of members' profits., There is nothing wrong
with this, so long as one doesn't first attempt to break

"the invisible hand" which is supposed to lead profit-seekers
to behave in the public interest, whether they care to or not.
In cther words, the industry preferred a situwation in which
the only limit on its avarice would he self-imposed:’ compe-
tition was rejected as a profit-limiting device, as was any
form of regulatory review of cost and profit levels. While
embracing the notion that competition could not work in the
brokerage industry, Exchange members rejected its replacement
by regulaticon. So one party to the dispute had as its goal
unconstrained, collusive price-fixing, tempered only by such
regulatory oversight as was minimally necessary. %

Another party to the dispute was the SEC, histori-
cally one of the great regulatory agencies, long known for
the vigor and intelligence of its programs to see to it that
investors received a fair deal. But the brokerage rate prob-

lem proved to be a different kind of problem from any faced

? This would, it was early felt, be suffjcient protection,
"One of the finest characteristics of brokers is their
generosity. There are few mean men in and argound Broad
and Wall Streets." James K. Medbery, Men and Mysteries
of Wall Street (New York: R, Worthington, 1878; reprint
ed., University Microfilms, 1968), p. 139.

* "and when we look at opurselwves,...we see an industry that
historically has given the appearance of being self-
serving, and one which has appeared to have been kept in
check only by government intervention." James J. MNeedham,
"A Blueprint for Securities Markets of the Future," Ad-
dress at the annual meeting of the Securitises Industry
Association, December 1, 19Y2, p. 1.
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by the Commissjigon. It was one which did not lend itself to
such tried-and-true SEC tools as full disclosure, dissclution
and reorganization of corperate structures. Rather, it in-
volved a kind of economic problem which the SEC had not ad-
dressed: how should prices be set in an industry with certain
very special characteristics? Of overriding concern to the
SEC was its historic reputation as a superior agency--a
reputation it attributed in good part to the fact that, unlike
the Federal Power Commissicon and Interstate Commerce Commis-
sion, 1t was not a rate regulatory agency. 5o, like The
Exchange, the SEC had a vested interest to protect, in this
case, its good name. Since nothing seemed more threatening
than the imposition of a formal rate review function, and
since the historic procedures were clearly decreasingly ap-
propriate to the increasingly complex circumstances of the
industry, the S5EC developed a bilas--an understandable one--

in favor of competitive rates.

The Department of Justice alse had an interest to
protect: the need in situwations like this for someone to
speak up on behalf of competition. Consegquently, in April of
1968 the Department filed a brief commenting on SEC Release

No. 8239°% and recommending as follows:®

! Comments of the United States Department of Justice,
“Inguiry into Proposals to Modify the Commiss=ion Rate
Structure of the New York Stock Exchange, S5EC Release
Mo. B239," April 1, 1968,

§ rbid., p. 6.
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The Commission should promptly take appropriate

steps to determine the extent to which commis-

sion rate fixing by the NYSE is required by the

purposes of the Segurities Exchange Act. The

Commission should then take actiom (a) to elimi-

nate all rate fixing which is not found to ke

justified in the public interest; (b) to develop
and promulgate standards governing the wvalidity

or reasonableness of any commission rates for

which rate fixing is permitted to continue; and

(c) to determine the proper means for assuring

equitable and nondiscriminatory access by non—

member broker-dealers to the NYSE market.

In support of its position the Justice Department
marshalled an impressive list of economists, all of whom pre-
sented somewhat less impressive testimony generally stating
the strong preference all economists share for market deter-
mination of prices for goods and services., This preference is
based on the realization that properly operating competitive
markets are the most satisfactory mechanisms for the efficient
aliocation of resocurces. Soc there is no question that it was
important that the Justice Department’s pro-competition as-
sumption ke put before The Exchange and the SEC: who else
will speak for competition if the Antitrust Division does not?
But at that point one of two things can happen: Justice can
stop at the point of raising a rebuttable presumption, or it
can go on to the hard task of analyzing the specific¢ economic
facts of the brokerage industry to decide whether regulation--
as I shall later define it--or competition can hest serve the
public interest. Unfortunately, it chose to stop at the pre-

sumption-raising lewel, and there unfolded an eerie scenario

in which the contending parties were much like Longfellow's
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"ships that pass in the night." ¥ That scenario--a not un-
common one these days--goes generally as follows: Some party
opposed to regulation-—oil producers in the case of Federal
Power Commission regulation of natural gas prices, the Depart-
ment of Justice in the case of commission rates--will present
ane or more well-known academic economists to explain the
virtues of competition. BSuch testimeony is, as a rule, cast
in rather genearal and theoretical terms. Those favoring
requlation-—-consumer groups in the case of natural gas, The
Exchange in the case of commission rates--respond with de-
tailed analyses of the structure and performance of the in-
dustry in guestion to demonstrate that competitive market
determination of prices will result in unsatisfactory perfor-
mance, and that pricing decisions should therefore be removed
from the marketplace and placed under some regulatory scheme.
What is most troublesome is the failure of these
contending parties ever to meet. In the case of commission
rates, for example, Dr. Freund, of The Exchange, never denied--
in his excellent paper,® and one which bears rereading--the
general desirability of competition; and Professor Baumol and
other leading academic economists never addressed themselves

to the guestiocn of whether the economist's preferred form of

? Indeed, those ships at least "speak each other in passing”;
unfortunately, "Only a4 look and a woice; then darkness
again and a silence.” '

® The New York Stock Exchange, "Economic Effects of Negotiated
Commission Rates on the Brekerage Industry, the Market for
Corporate Securities, and the Investing Public," August 1968.
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industrial organization would work in the special fact situa-
tion of the securities business. This occurs, in my judgment,
primarily becavse there is some tendency to believe that a
showing that an industry has a competitive strwctfure--many
s¢llers, none dominant—--is generally considered sufficient
proof that competition will work. But, as one observer has
noted, "the case for regulation is that the market, free of
governmental control, may produce undesirable results whether
because it iz ineffectively competitive or bhecause the pres-
ence or absence of competition is not in itself and in all
situations a complete and sufficient test of whether or not
government intervention is required."? An industry may indeed
have "...unigue characteristics that give rise to unigque kinds
of behavior and unigque conseguences. Ang these unigue charac-
teristics are perfectly legitimate subjects for regulatory

cencern, "¢

The Public Interest

Before turning to the allegedly "unique characteris-

tics" of the brokerage industry, let us pause for one moment

? Tegtimony of Alfred E. Kahn in Champlin 0il & Refining Co.,
Federal Power Commission, Docket Nos. 9277, e+ al., March
26, 1953, p, 4881 LC.

Y9 fbid. Kahn, of course, doss not support fixed brokerage
rates, apparently preferring competitive rates to self-
regulation, with “effectively requlated rates" his second
cholce. ©Phe Feonomics of Regulation: Priwnciples and
Inatitutions (New York: John Wiley & Sons, Inc., 1971),
Vol. II, pp. 193-209,
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to reflect on wherein the public interest lies, for it often
becomes lost in the battle of the contending parties. In my
view, the public has two concerns:

1. Brokerage services should be available at the
minimum cost consistent with the malntenance of capacity
adequate to permit the brokerage industry to meet its obliga-

tion to serve. !!

2. Capital markets should function in a manner
which will permit the raising of the enormous guantities of
capital required by American industry in the next decade,!:?
at minimum cost. This means that the underwriting segment of
the industry must be viable, and must have available to it a

distribution network through which to market securities.

Characteristicg ¢f the Industry

Let us now briefly examine the nature of the "unique
characteristics" of the securities industry, so that we can
have some sense of the precise nature of the hard factual ques-

tions which must be explored in a controversy of this type.!?

'1 If anyone thinks no such obligation exists, let him recall
public and SEC reaction to the so-called "paperwork
¢risis,” during which the industry was temporarily unable
to meet peak demands instantanacusly.

12 The Exchange estimates that capital demands through 1985
will total $4.7 trillion. See its The Capital Needs and
Squings Potential of the U.S. Eeonomy, September 1974.

1% por a similar discussicon in other industries {air transport,
trucking, telecommunications, natural gas), ses Kahn, op.
ctt,; Daniel Marx, Jr., International Shipping Cartels:

-continued-
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For purposes of exposition I shall set these forth as they

are alleged to exist by The Exchange, partly because Dr.
Freund's 1968 paper remains the only systematic attempt at
their analysis. I hasten fo note that I do not consider any
of these positions yet proven, nor even adeguately explored,
particularly in relation to the public interest questions I
have raised,.

1. The total demand for securities is relatively
inelastic, !* so that changes in commission
rates will not significantly alter the demand
for stocks. But the demand for a given firm's
services is highly sensitive to the level of
its prices relative to those charged by its
rivals.

2. For brokerage firms, there is a substantial
gap between the marginal cost of executing
one additional transaction and the average
cost of all transactions, with the result
that intense price competition will follow
any weakening in demand. Member firms would
suffer large losses since the industry's fixed
costs constitute 2 high propertion of its
total costs. The nature of this competition
would be particularly destructive in the sense
that it would eliminate even highly efficient
firms, while sheltering some which are inef-
ficient. It would, thus, not accomplish any
purpase in the public interest,

13 —continued-

A Study in Industrial Self-Regulation by Shipping Con-
ferences (Princeton: Princeton University Press, 1953),
esp. pp. 293, 300;: and Jesse W. Markham, The Fertilizer
Industry: Study of an Imperfect Market (MNashville:
Vanderbilt University Press, 1958), esp. pp. 207-208.

1% Ageording to Kahn, this "seems likely,” op, oit., p. 208;
although Chairman Weedham's reported statement (The wall
treet Journael, September 17, 1974, p. 8) that the volume
of trading by small customers was, 1n aggregate, sensitive
Lo rates would seem to provide contradictory evidence.

(BT W]



@ @

=10=-

3. Bharp fluctuations in demand for brokerage

services reguire that excess capacity be

maintained in times of "normal” wvolume, since

brokerage firms must be able to provide prompt

service during periods of peak volume.

The gwvidence reguired to support or refute each of
these points is necessarily voluminous. Questions of demand
elasticity and cost characteristics are subject to empirical
study, often of a highly refined and technical nature. This
necessarily makes for long and complex hearings, something
which troubles many critics of the regulatory process some-
what more than it does those of us with {(a) more patience
and interest in due process, or (b) a direct stake in long
hearings--choose your motive.

It is my own view that the weight of the evidence
adduced supported those who argued that the result of
across-the-bovard competitive ratemaking is likely to be
undesirable. While my reasons differ in part from those of
The Exchange, the conclusion I reach is gimilar. Basically,
if we are to maintain an auction market mechanism which per-
mits almost instant liguidity, and consequently probably lowers
the cost of equity capital in the United States, we must some-
how maintain capacity to meet enormous peaks in demand forx
brokerage services, (This problem is not, by the way, unigue
to the brokerage industry.) There are really only two ways to

o this, One would be to allow competition to cause rate

fluctuations which would, in turn, lead to pericdic creation

MLc 1 5
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and destruction of capacity.!® The other is to fix rates
high enough so that it becomes economic for firms to main-
tain sSome excess capacity in slack pericds. HNote that this
exXcess capacity, which must be preserved if peak demands are
to be met, is not the long-run inefficient capacity which
troubles the Antitrust Divisionl!® and which economists uni-
formly agree should be eliminated from an industry by price-
cutting and the competitiwve catharsis resulting therefrom,
This does not mean, of course, that regulated rates
mist be combined with all of the present institutional ar-
rangements associated therewith. For example, regulation
combined with some "unbundling" so that customers can gelect
the service mix most in line with their needs must be care-
fully considered--and hy "considered” I don't mean studied at
the glacial pace historically preferred by The Exchange. 8o,
too, must the possibility that the ratemaking mechanism ap-
propriate to the retail market might be different from that
appropriate to transacticns in very large blocks. The under-
lyving peint which must be kept in mind is that the method of
price making selected should be that which over time yields

the lowest average cost to the custemer. And I submit that

'% This is the essence of the Antitrust Division's suggestion
for meeting the peak-load problem, See Sgeurities wWeek,
July 8, 1974, p. 4, for a report of the Division's views,

18 "Memorandum of the U.S. Department of Justice on the Fixed
Minimum Commission Rate Structure," January 17, 196%,
p. 110. (Hereinafter, Memorandum.)
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this type of choice is both more relevant and more difficult
than one between two abstractions: “competition" and “"regu-

lation."

The Argument Against Regulation

The other aspects of the "regulation" vs. "competi-
tion" argument in the securities business relate really to
certain fundamental fears of the stultifying effect of the
regulatory process on innovation and other aspects of economic
performance, I kelieve it is worth reviewing this aspect of
the controversy, too, as it has general applicability to other
industries. In so doing, the most efficient procedure would
be to list and comment on the gbjections raised by wvarious

parties to regulation:

wl?

l. Regulation produces "universal mediocrity and

confines itself to "static, backward-looking" criteria.'®

This contention stems from a general fear that regqulation,
typically on a cost-of-service-plus-fair-rate-of-return kasis,
is inherently devoid of any consideration of the adeguacy of
the economic performance of the regulated company or industry.
This iz simply incorrect. ERegulatory commissions have shown

an increased tendency to emphasize two important aspects of

performance: guality of service and efficiency. As to the

o~ oo

17 Tegtimony of William J. Baumocl, [n the Matter of 5.E.C.
fate Structure Investigation of National Securities
Erchangea, File No, 4-144, Tr. 3656.

** Memorandum, p. 164.
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former, commissions have begun to deny inflaticon-induced re-
quests for rate relief if the petitioner has z record of in-
adeqguate service.

The second aspect of performance which is being
given some consideration is efficiency. To some extent, the
fact that we are here considering group regulation automati-
cally reduces our concern with this problem, for reasons I
will note in & moment, Furthermore, while the trend here is
not nearly so clear as it ig in the case of service guality,
it is nevertheless apparent that regulaters can tackle this
problem, In New York, for example, the Publig¢ Service Com-—
missicn has ordered an intensive study of Consolidated
Edison's efficiency, and has begun an inguiry into the
gquality of facilities planning by companies subject to its
jurisdiction.

The point of these examples is to demonstrate that
regulators are aware ©of, and capable of responding to, the
nead to do more than allow requlated companies to operate in
a lazy, inefficient manner. And if state regulatory agencies
can inject performance standards into their rate reviews, I
see no necessary reascn to believe that the SEC will follow
a less enlightened and dynamic path.

2. There are "special difficulties of rate regu-

lation in the brokerage field":!? The Department of Justice

19 Memorandum, p. 13.
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feels that regulatioh of commissgion rates would be made
difficult "by the multiplicity of firms, the great varia-
tions in their costs, and the absence of regulatory control
over entry, exit, and many aspects of [a] firm's opera-
tion, "?*?

What this recital ignores is the prospect that
rate regulation on a group basis aveids the very potential
regulatory difficulties and inefficiencies which the critics
of reqgulation, including the Justice Department, find in-
herent in the regulatory process. Even if we ignore recent
regulatory experience, and accept the view that "rate regu-
lation cannot compel either cost efficiency or innovation,"?!
it should be clear that that problem attenuates with the
adoption of group requlation along the lines which have been
proposed to test the reasonableness of commission rates. As
I will discuss shortly, the SEC would be regulating the
brokerage industry on a group basis, allowing the industry
in aggregate to recoup its costs, but refusing to concern
itself with the ability of individual firms to do sa. Such
a method of rate determination, applied to all firms but
guaranteeing no one of them any specified rate of profit,
would provide an jncentive for efficiency, prudence in the

incurrence of cost, and inducement for cost-reducing

I rbid., p. 166,

il rbid., p. 163,

e
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inpovation. A firm would have an apportunity to outperform
others and exceed the average profitability level set for
the industry and would run the risk of falling below it.
The feared need for detailed regulation of individual com-
pany operations would not materialize, A firm's individual
response to the industry-wide rate structure, as well as
individual company profitability, would be left to the re-
sults of competition.

Note that under this approach a great many firms
would have profitability levels well below the industry
average--precisely the sjtuation which would exist in a free -
market. Just as the market guarantees no one firm a profit,
the commission rate structure would quarantee no NYSE member
a profit. The SEC would not have to do what some of its
staff members feared: "determine which firm or firms are
to receiwve that [desirakle] return and which are to receive

higher and lower returns."”?? That result would be determined

by business rivalry.??

22 Pestimony of Bernard Garil, SEC File No. 4-144, Tr.
4254 .

23 gther regulatory bodies have found group regulation to
have precisely these advantages. The Civil Aeronautics
Board sets passenger fares on a group basis, and recog-
nizes "the risk that, because of competitive disadvantages,
an individual carrier will be unable to earn the weighted
average return found reascnable." (32 CAB 305 [1960].)

In fact, the CAB interpreted a statutory mandate that it

consider the financial needs of "each" carrier in 3 manner

which permitted it to reject the contention that fares be

tased on the results of the most poorly situated carrier.
-continued-
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3., It is impossible to regulate multi-product
firms: Another difficulty raised by the Department of
Justice relates to the multi-product nature of most broker-
age firms. This would, in the view of the Justice Depart-
ment, create "difficulty in determining the cost of the
brokerage service with which the rate would be associated
since brokerage firms {(unlike many traditional regulated

monopolists) are often multi-product firms, with extensive

other activities not subject to rate regulation."*®' First,

it is an error to state that brokerage firms are, in this
regard, "unlike many traditional regulated monopolists...."?*®
Many natural gas pipelines have wide-ranging interests in
unregulated enterprises; distribution companies oftcn serve
both gas and electrig, and to a variety of customer classes:
railroads have interests ranging from real astate to oil;
producers of natural gas also produce ¢rude 0il, own gaso-

line stations and real estate, and prospect for uranium.

These situwations often confront the regulator with difficult

2} continued-

{rbid., pp. 329-330.) The Justice Department suggestion
(Memorandum, p. 166) that multi-firm regulation is

unique and would make the SEC "unlike the typical regula-
tory agency" is simply wrong. The Supreme Court has
noted that "requlation by group or class was a recognized
administrative method even in 1937." Psrmian Basin Area
Rate Caozes, 390 U.5. 747, 774 (l968}).

% Memorandum, p. 166,

25 Ibid.
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gquestions of cost allocation, and in the case of the SEC
will indeed, as the Department of Justice notes, confront
it with "the necessity of defining capital in securities
firms, and segregating that part of firm capital which was
devoted to brokerage services as opposed to other activi-
ties...."%® But if the difficulty of a task in the course
of the regulation of business activity necessarily resulted
in its abandonment, the antitrust agencies woculd long ago
have thrown up their hands at problems of market share de-
termination, line of commerce definition, and ascertainment
of "“intent."

Second, the multi-product nature of most firms
does not, as Justice suggests, cause a problem by making
difficult "effective control over the overall return of ex-

"?7 8o long as commission rates in aggre-

change members....
gate yield a reascnable profit on that aspect of the
industry's activities, the SEC need not concern itself for
these purposes with “overall return of exchange members.,®
Losses in octher activities will ncot be reccouped out of higher
commission rates, and high profits in unrelated endeavors

cannot provide a proper basis for lowering commission rates.

Admittedly, problems of allocation of capital will exist;

26 rbid., pp. 167-168.

27 rbkid., p. 41,

e rin
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indeed, The Exchange persists in arguing that it cannct al-
locate costs to the brokerage segment of the industry. But
this inability will presumably be overcome as The Exchange
rediscovers its position in favor of fixed rates. Of
course, any newly-discovered allocative powers will c¢all
into guestion the entire exercise through which The Exchange
now goes to justify its rate incre=ases by reference to
overall profit and loss data for member firms.

One final point should oe kept in mind in apprais-
ing these issues. The goal of all contenders appears to be
identical : brokerage rates related to costs. The competi-
ticn school would accomplish this through the market mechan-
izm; those who fear the results of that process would do 50

via regulation,

The Form of Regulation

In the fixed-versus—coOmpetitive-commission debate
it is important to keep in mind the form regulation might
take:; no one is seriously suggesting, any longer, a return
to the private club method of ratemaking which allegedly?®
prevalled bkefore the SEC and the Justice Department called
a halt to it. In lawyer's parlance, we can reject, at the

outset, the notion that ad kee determination of rates by

8 The "allegedly" is in recognition of the dispute which
exists over the character and effectiveness of early
regulation, an issue which I have not studied sufficient-
ly to have a considered judgment.
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SEC-NYSE negctiation constitutes an acceptable manner to
meet the statutory criterion of “reasconableness."

To anticipate, the basic approach which consti-
tutes the alternative to the competitive determination of
appropriate commission rates is that the rate level and
structure be closely regulated, and be set in relation to

¥ fThis approach would be followed in determining the

costs,
reasonableness of the Ievel of rates--i.e., the appropriate
aggregate amount of commission revenues--and in appraising
the structure of rates—-i.e., the specific rates to be
charged for different transactions., In what follows I shall
first discuss the raticonale for basing rate 7evelz on finan-
cial requirements and then discuss the rationale for ap-
praising the rate structure by testing it against a cost-
related standard.

1. cCost-Related Rate Levels

There are several concelivable approaches to deter-
mining whether a given price is reasonable or not. One is
to see whether the value of the service rendered is "worth"
the price paid for it. But obviocusly any sale which is

completed must be worth at least as much to khe buyer as

the price he was willing to pay. Hence, no monopolist

1% Throughout this discussion, the term “"costs" should be
understocd to include a reascnable recturn on invested
caplital. And & rate structure "related to" costs
should not be misunderstood to mean rates "egual to"
costs,

e
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could ever collect an unreascnable price on this peculiar
definition of reasonableness.

A4 second approach 15 to try to show that prices
that have been, or would have been, arrived at via the
competitive process are reasonable. This is generally true
in the long run, élthough it may not be true of industries
subject to destructive competition. But how, in the en-
forced absence of price competition, can we determine what
prices wowild have been arrived at in its presence? The
answer which economic theory provides is that under competi-
tion prices will be directly related to "costs" both in the
long run and in the short run. '* But the pregise result
which would be arrived at under a competitive regime cannot
be simulated for any given industry, since the long-term
process by which prices are brought into equality with costs
may entail restructuring of the industry and of 1ts cost
patterns, For all practical purposes, therefore, the theo-
retical ideal of the competitive result cannot be duplicated
by simulative models.

A third approach is to aver that prices are rea-
sonable if they bring supply and demand into equality. A

more sophisticated wversion is that prices should be adequate

¥ 1o simplify greatly, im the short run, prices will be
egqual to short-run inecremental costs; in the long run,
prices will he equal to long-run incremental <os5ts,
which will be egual to long-run average costs except in
the ¢continued presence of economies of scale,

ricyr
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to elicit just the right amount of supply. Analysis of this
approach shows that, to the extent it is at all meaningful,
it bolls down to reliance on costs. First, the optimum
gquantity to be supplied depends on whether the cost of pro-
viding additional supply is greatery than the value of that
supply. Second, the price which will bring forth desired
supplies will be that price which suffices to meet costs and
provides a reasonable return. Thus, the "adeguate supply”
approach tends to reduce to & Cost approach. This is not to
say that consideration of supply and demand factors is with-
out any usafulness. In circumstances where supply adeguate
to meet demand at existing prices is not forthcoming, we may
conclude that prices are not high encugh relative to costs—-
a conclusicn which should, howevexr, be supplemented by a
more direct study of costs. {The reverse case, in which
supply is excessive, is more difficult to detect.)

Finally, we come to cost-related rates. There are
several major advantages to this basis for setting rate
levels, First, the public is assured that the member firms
are not earning any monopoly profits, and that their profits
are at a reasonable level compared to those in other indus-
tries. Second, unless regulatory lag develops into a ssvere
problem, the brokerage industry is assured that rates will
nct be depressed te a level such that the industry cannct
expect to recover its costs and earn a reasconable return on

the capital it has inwvested to serve the publig. Third,
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with rates set at a level just adequate to cover the in-
dustry's costs and yield a reasonakle return, there is at
least a very strong presumption that adeguate but not exces-
sive resources will be devoted to providing the public with
the services it desires.

2. Cost-Related Rate Structure

A rate structure may bhe improper from the stand-
point either of equity or of efficiency. A reasonable rate
structure is one which will not unfairly or ineqguitably *!
diseriminate against particular customers or suppliers. It
is also a rate structure which will not lead to an ineffi-
cient allocation of rescurces,

An ilndustry-wide rate structure should be equitable
both as i1t affects different customers and different firms,
As among customers, it 1s clearly a desirable goal that no
customer be charged more than another for the performance of

* No customer can have cause

services which are no costlier,
for complaint if the charges to him are the same as the costs
of serving him. Indeed, since the aggregate level of reve-
mies 1s to be determined by costs, a rate structure under

which one customer i1s charged less than the cost of serving

31 It should be remembered that eguity 1s not negessarily
the same as eguality; equitable rates are not necessarily
equal rates.

31 This test of fairness is embodied in the Robinson-Patman
Act which forbids price discrimination in the absence of
cest differences.

T 2



-~ -

him will necessitate charging some other customer more than
the cost of serving him, Where the interests of customers
are interrelated, as iz the case in the securities industries
{large investors require the steady flow of small orders to
provide security price guides), such subsidization may be
appropriatéeé. But it is important to be aware that it is
occurring, and to make that subsidization a conscious act of
ratemaking policy.

By the same tcken, the rate structure zghould not
discriminate among firms doing different types of business,
Rates should bear the same average relationship to costs for
large orders as for small orders, for institutional business

3% for round lots as for odd lots,

as for retail business,
etc. If this is done, then firms specializing in one type
of business will have the same profit opportunities as firms
specializing in other types of business.

The discussion thus far has been couched in terms
of equitable treatment of different firms and different

customers. But this does net mean that different rates

should be charged according to the type of customer served

*? compare this desiderakum with the result of so-called
competitive rates, when some firms increcased rates 5
percent "only on individual accounts, not instituticons,'
Securities Week, July 8, 1974, p. 3. Others compounded
the discrimination by "giving salesmen and traders lee-
way to back off the increases if institutions balk."
Securities Wegek, July 15, 1974, p. 4. There is no
report of an antitrust action being brought to prevent
this discrimination, a type no responsible requlator
would permit. The discrimination against small retail
customers eventually became all-pervasive. JSecurilias
Week, July 22, 1574, p. 1.
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or the type of firm rendering the service. Rather, rates
shounld ke related only to the characteristics of the order,
without regard to the identity of either the custowsr or

the bhroker—-rates which, for each type of order, will
correspond to the industry's oost experience in handling
orders of that type. Thus, there will be no discrimination
for ar against customers (or firms} of different types based
selely on whe they are rather than on what they do.

Rate structuras should meet the test of efficiency
az well as the test of eguity., There are two aspects of
efficiency to be considered, First, the rates should in-
duce the brokerage industry to allocate its rescources ap-
propriately so as to provide the various services requlired
of it. More concretely, the rate structure should not lead
to the sort of situation in which many firms try to avold or
refuse services on small orders.

Second, the rate structure should not distort the
pattern of trading in an uneconomic manner. This means that
the market should ke orderly, that customers' arders spould
bhe executed reasonably promptly at favorable prices and in
the least costly manner. It also means that there should
be ng artificice! channeling of investors' capital in any
particular direction such as to high-priced or low-priced
stocks, concentrated or diversified holdings, etc.--but that
only economic considarations ({ecost and efficiency) should

prevail. Moreover, trading should not be diverted away from
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the central auction marke y rates which are either too
high or too low relative to ceosts.®®

If regulation is the chosen route, these goals of
efficiency would be best served by adopting cost as a
standard of reasonableness in regulating rates. Where rates
deviate from costs, the services involved are either exces-
sively, or insufficiently, profitable. Insufficient profits
terid to divert capital and other resources away from lines
of activity where the value of the ocutput would really hbe
greater than the cost of the resources reguired to produce
it. Excessive profits will, of course, have the precisely
opposite result; moreover, they can lead to economic dis-
tortions as a result of activity aimed at distributing the
excess profit. Thus, were it possible to determine costs
with precision, and feasible to ignore market, political and
other relevant factors by setting rates equal to costs, thé

correct amount of resources would be attracted and properly

remunerated.

Conclusion

I have thus far avoided coming down on one side

or the other of the current debate, although I do have a

iv It shoulé be noted that in some instances it might be
desirable to attract trading to the central market by
rates which may deviate from costs, on the ground that
the resultant improvement in the liquidity and depth of
the central market will benefit all investors.
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leaning derived from my weighing of the quality of the argu-
mentation on both sides. I would like to conclude by offer-
ing these okservaticns,

l. There seems to be ne end to the willingness of
the parties to this dispute t¢ adopt positions without study-
ing them. It serves no purpose for a regulator to cite the
inabllity of the industry to make a rate increase stick as
indicating a lack of need,?? when the very issue is whether
or not there is destructive competition. Nor iz it useful
for the industry to poll and repoll itself to establish
that it favors being permitted to charge fixed rates to the
public,?® while at the same time pelling itself to establish
the opposition of an important segment of the industry to
paying fixed rates for the floor brokerage services it buys.’?
What is required is hard information on the costs and bene-
fits of varicus appreaches to the industry's problems, not a
continual guessing game as to what each other thinks about

this or that issue on a given day.

*% Sgeuritiee Week, August 19, 1974, p. 1,

‘& wrhree-quarters of Brokers in WSL Poll FPavor Staying With
Fixed Rates After ‘Mayday.'" Wall Stregetr Letter, Vol. IV,
WNo. 34, August 26, 1974, p. 1. See, also, The Wall Strest
Journal, September 17, 1974, p. B,

*7 Speuritiea Week, July B, 1974, p. 6. In this connection,
note Chairman Needham's admonition: "We see an industry
5¢ torn by internal dissension and self-interest that it
has become fractionzlized...." [Loe. at:.

-
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2. If there remains at the SEC a willingness to
listen, the pubklic interest demands that the issue of com-
petitive vs. fixed rates be reheard in light of {a} in-
dustry experience with partially competitive rates and (k)
current and prospective pressures on capltal markets, Such
a hearing should go far beyond a statement of positions.

And it should not suffer from the procedural flaws of the
last round of so-called investigatory proceedings. Because
those proceedings were technically investigatory rather than
adversary in nature, the decision-making process became one
in which the 5EC Staff prepared a summary of the record and
recommendations, which 1t then submitted to the full Commis-
sion, No party saw or was permitted to comment on this
document. If it contained errors which importantly infla-
enced the Commission’s judgment, thay were never corrected--
and the complexity of the issues combined with the length

of the record to make such errors guite possible regardless
of the competence of the persons invelved. So cast my vote
for overtly adversary proceedings with all their safeguards.

3. If The Exchange is indeed serious in now
favoring regulated rates, it will have embarked upon a road
which has many implications cf which its members should hbe
guite aware, Let me mention three of these:

a. Regqulation con a cost-related basis ulti-
mately includes some consideration of the prudence of the

costs incuryed by member firms. This is less crucial in
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group than in company-by-company regulation, since the [ormer
preserves individual firm incentive to profit maximize. But
it 1s inevitable that questions of the reasconableness of the
level of registered representatives' compensation, the number
of branch offices, etc. will be raised.

. Regulaticn of the type I have described
will ultimately involve a resolution of the so-called "un-
bundling" question. At present, the commission rate covers
a variety of services, ranging from executicn of an order
through research activities. The propriety of thiz pro-
cedure--the feasibility of separately costing and separately
charging for services which not all customers may desire--
will have to be reviewed and, most probably, decided in favor
of unbundling of some sort.

4, The practical problem of reconciling economi-
cally appropriate regulation with political realities is a
most difficult one. For example, even if cost studies show
that increases of major magnitude are indicated in rates for
some small orders, approval for those increases is often
drfficult to obtain. aside from the demand—-elasticity con-
siderations which might support such a decision {also, the
fiow of small orders provides the continucus pricing mech-
anism on which larger customers rely, making below-cost ratés
not necassarily inappropriate here), political considerations

are involved. <Congressional committees share with regulatory

agencies a congcern for "the small invegstor," and are loathe
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to increase his rates "disproportiocnately." This factor,
of course, pervades all regulation. Personally, I find it
not wholly inappropriate—--for two reasons:

a. Sharp, one-step changes 1in rates seem Lo
me undesirable., The person who has bought stock has done
s0 with some expectation that the cost of selling it will
nct have doubled within a short perled. So refusals to
ralse rates by large amounts for any customer group has
something to ke said for it.

b. The large buyer--of brokerage services,
electricity, gas--often has substantial economic power,
stemming from his ability te exercise market alternatives,
S0 the regulated company is careful not to "overcharge" him.
The small customers lack such economic power--but have the
political power inherent in their numbers. This causes
regulators to lean over backwards in their faver. This
offsetting distribution cf economic and peolitical power may
help produce more eguitable rate structures than would
atherwise prevail.

S. The role played by the Department of Justice
was an extraordinarily useful one, from the point of wview
of the public interest. The Department forced the SEC and
the NYSE to consider more or less explicitly certain issues
which might otherwise never have been carefully scrutinized,
This comment is not intended to be in any way critical of

the SEC: regulatory agencies have characteristically
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proceeded without explicitly considering the role which
might be assigned to competition in the scheme of things.

Of late, the Antitrust Division has begun to force such con-
sideration on the SEC in this and other matters fe.g.,
electric utility mergers), and on the FPC, CAB and FCC--a
healthy development.

What 1s needed? Facts,

First, we need some analysis of the effect of
recent experience with competitive rates. (Can such experi-
ence tell us anything at all about the long-run effect of
competitive rates in all pertions of the industry's rate
schedule? If the answer is "yes," what does that experience
have to teach? Is the demand of small investors for the
industry's service responsive to rates? How responsive?

If not responsive, is that demand nevertheless highly elastic
with respect to an individual firm's rates? If so, is there
indeed a combination of industry and firm elasticities tend-
ing toward destructive competition? Similar questions can

he raised in the case of institutional buyers of brokerage
services: when Merrill raised rates institutional Lbuyers
indicated their belief that the services rendered by Merrill
were sufficiently undifferentiated from those of other

brokers to make demand almost perfectly elastic.’?

8 Sample reactions from institutions: "In most trans-
actions there are cther people whe can do just as good
2 job":; "I have great respect for them, and I know
-continued-
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And does the decline in seat prices mean that the age of
monopaly profits is, in any event, at an end?

Second, we need some close study of the probable
gffect of competitive rate setting. What will the structure
of the industry probably be 1like? Will a few firms indeed
dominate the brokerage business? If so, and if back-room
market making replaces the central auction market, what
plans do the SEC and Antitrust Division have to ensure fair
dealing? To prevent discrimination? W®Will these firms tend
to transfer any acguired dominance to the underwriting busi-
ness, creating a bottleneck through which their capital-
ralsing clients will have to sgqueeze?

Third, we need close study of the feasibility and
administrative costs of the regulation alternative. Was my
firm correct, many years agc, in its proposal for allocating
costs among the various segments of the member firms' busi-
ness? Or is that job, as was then alleged, simply impossible
to d0? Can the SEC be given the rate regulation function
without impairing its effectiveness in other areas?

Finally, a review of The Exchange itself iz indi-
cated. Has it recognized its unigue public responsihilities

to the extent that it should? It appears te have come a

kN | .
-continued -

they need the higher commissions, but starting Monday I'm
not going to use them....[I)n most cases we can get as
good execution and other services elsewhere.” Securities
Week, July 1, 1974, p. 4.
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iceng way, at least on paper. But is it indeed disciplining
poorly-performing specialists? Why are specialists' ratings
not published, the bottom 50 percent or 75 percent denied
new stocks, and the bottom 25 percent put on notice to
"Shape-up*orwship-out“?3’ Are member firms, large as well
as small, being judged by the same standards when reviewed
by The Exchange in one connection or another?

I recognize that these are Jdifficult questions,
that assertion is easier than study, and that the easiest
thing of all would ke to grant the wishes of those coegual
titans, the Department of Justice, the SEC and Merrill, and
proceed to Mayday. OFf the three, the latter probably has

the most accurate prediction of the result of such a non-

policy.

I trust I have not covered too much material too
quickly. To those of you interested in pursuing this
matter in greater depth I recommend a reading of the tran-
script of all the SEC and congressional proceedings, soon

to appear under the title "The Making of a2 Rate Structure:

1370-1974."

** In this connection, see the interesting guestions raised
by Donald Weeden in his statement opposing continued
fixed floor brokerage rates. Securities Week, July 15,
1974, p. 4.
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