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SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.. 20545

QFFICEDF -
THE SCCRCTARY

PFresident of the Senate

Speaker of the Houae of Representatives
Congress of the United States
Washington, D. C.

Dear Sirs:

Section 6{el(3) of the Securities Exchange Act of 1934 {the act),l/f
as amended by the Securities Acts Amendments of 19753, 2/ reguires the
Commission, until December 31, 1976, to file with the Speaker of the House
and the President of the Senate information concerning the effect on
the public interest, protection of investors, and meintenance of fair
and orderly markets of the absence of any schedule or fixed rates of com-
migsions, allowances, discounts, or other fees o be charged by members
af any national secutrities exchange for effecting transactions om such
exchange. Section 6{el(3) was inserted into the Act in light of the Com-
mission's adoption on January 23, 1973, of Rule 19b-3, prohibiting national
gecurities exchanges from adepting or retaining any rule which tequired,
or from otherwise requiring, their members to charge any person any fixed
rate of commizeion for transactions effected on, or effected by the use
of the facilities of, such exchanges. That rule, which became effective

May 1, 1975 {except for certain floor brokerage ratas), ended an exchangs
practice dating from 1792, 3/

The enclosed report represents a continuation of effores by the
Commission to monitor the impact of various changes on the securities
markets consistent with its responzibilities under the Act to maintain
fsir and orderly markets for securities and to facilitate the establish-
ment of a natienal market system. The report sets forth dz2ta collected
by the Commission through August 31, 1975, which indicates thar, although
comnission rates paid by institutions declined after May 1, 1975,

1/ 15 U.s.¢. 7Re(el{3).

Ef Pub. L. Ho. B94~29 (June &, 1975).

3/ The 1975 Amendments confirmed the Commissicon's conclusion, embedied in
Rule 19b-3, that fixed commission rates should be elimingted, but recognized
that, wnder certain eircumstances, there might be reasons for the Commissian
to determine to permit the reintroduction of fized rates.




the overall financial condition of broker-dealers remained scund and there
was no noticeable impact on self-regulatory organizations, securities market-

places or "market guality." 4/ In expressing that conclusiom, the Commission
wishes to make three observations,

First, substantizl differences have hecome appasrent between rates H
being paid by individuoal and institutioeal investors for the execution
of securities transactions of similiar size. That development could well !
reflect the free play of compecitive forces and the faet that imstitutional !
investors generally provide a continuing and substantial volume of trans- E

actions. Some fear, however, it may reflect imbalances in market power or :
uninformed pricing practices.

Second, certain broker—dealers, pavticularly those performing brokerage
functions for, and offering research services to, institutional iovestaors,
have experienced sharply reduced levels of revenues and met income. A few
such {irms have elected to merge or terminate their business, and therc
appear to have been substantial shifts in personnel. This development may
reflact a changing pattern for providing and paying foT research services,

-
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Third, during the period covered by the report, securities trading
volume was high and securities prices were generally rising in relation to
levels which prevailed in 1973 and 1974 - events which have a positive
influence on brokerage industry revenues.

The following sections briefly summarize the major points presented i
in the report.

COMMISSION
EATE DATA

The nost striking development reparted is the reduction in commission
rates paid by institutional investors - such as banks, insurarce companies,
mutual funds and pension funds - during the peried ended August 31, 1975. 5/

4/ The enclosed report relates only to the period ended August 31, 1975, due
to the lead time involved in collecting, processing, and analyzing daca from
different surveys and reports, Some glements of data are available for the

post August 3lsr period indicating modest continustion of the trends observed
through August, I

3f Transactions were classified as institutional if they were handled on 2
"G.0.0." or "delivery against payment” basis.
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the first month after elimination of exchange rate schedules, all

New York Stock Exchange members doing a public business received. 3.5 percent
lagg [n g£TUSS commission revenses than it is estimated they would have

1
!
: in HHF*
} ;
' received under the fixed schedules: that percentage was 5.8 percent 1in June

b and July and, in Aungust, inereaged to l0.9 percent. The corresponding percent-
' ages for members heavily oriented roward sarvicing institutional investors
are 16.3 percent im May, 23.2 percent in June, 21.5 percent in July and 23.5

percent in August.

With the exceptien of the comparisons noted above, the report does
nat attempt to relate experience with fully competitive rates ta former
minimum rate achedules. As there is increased experience with competitive
: commission rates, the Commission anticipates that the comparisons of rates
i ¢harged under cutrent practices with old rates will become increasingly less
relevanl. The repart, insofar as it relates to commission revenues,
presents calculations of commissions as a percentage of principal amount and
in terms of cents per share for various size transactions fov beth institu-
tional and individual customers. For institutions, commission rates had by
Avgust been teduced by 26 percest when calculated as a percent of principal
! amount and by 19 percent in terms of cents per share. B/ The reductions in
commission revenues would appear to represent savings to lovestors who use
: institutional investment wehicles.

| These reductions in instituwtional commission rates have prompted some

1 observations that institutional investors have been obtalining undue advantages

;i and a few suggestions that there is a need to return to some system of fixed

i rates. 1In lizht of prior experience under minimum commission rateé schedules,
changes in rate levels and structures were to be expected and, while the

!. evolution in the rate structure will conkinue to need close observatiow,

l' thers do not appear to be grounds for contemplating any return to fixed

‘ commizsions.

I

i

| The Commission bases this conclusion on the following: (1) There was
reason to believe that prior rate levels for large institutional orders,
particularly when viewed as simply a charge for the execution Function, were
higher than would be expected to prevail under a competitive regime, and were

] to that extent vulnerable, {2) As might have been expected, the advent of

'T unfixed rates led to a period of experimentation, both on the part of indi-
vidual brokerage firms and of individual instituticnal investors, with various

combinations of serviees and of rates for those gervices. There is no reason

; to believe that this process of experimentation has been completed. {3 Compe-

il titive pressures to reduce rates did not develop as quickly for individual

}l Investors who invest directly rather through institutions as they did for

“[ lnSFitutinnal investors, and, therefore, rates to individuals changed less

s rapidly, Particularly ia the latter part of the period, however, there

Ef‘DiSCussions with industry officials, reports in the press, and data
Whlﬂv have been developed through informal surveys supgest that rates have
declined further since Aupust.




developed indications of differentials in the rates charged to individual
invescgrs probably in rvesponse Lo perceptions by brokerage firms as ko the -
telarive profitability of differenc types of individual gccounts. (47 There
continues to be somc uncertaiaty as Lo erxactly what services should be incleded “
within the basic commission charge, and what services should be charged for
separately. Further developments in this area are to be expected. (3] As

noted above, the period from May through Auwgust was generally one of relatively
high volume and generally rising securities prices, and there is, therefore,

a lack of experience Lo dare with respect to the operarion of competitive

rates under less faverable conditions.

BROBER-DEALER
FINANCTIAL CONDITION

New York Steck Exchange firms during the pericd Januery through August
1975 reported mear record levels of revenue and income. With Ethe exception
of August, a month of low market activity, those firms have been profitable
each month since September 1974, 7/ Although revenues were slightiy higher
for the four months following May L1, 1975 {May through August}, than for the
prior four months (January through April), net income before taxes was about
23 percent lower ($28).01 million compared with $364.0}, reflecting higher
levels of expenses. 8/ Furthermore, firms dealing prineipally with instito-
tions experienced a 24 percent decline in commission revenues, a 17 percent
decline in revenues overall, and a 46 percent decline in net income, from
the first four wmonths te the sccond four wonths of rhis year.

The total capital of NYSE member Pfirms inereased §197 million between
dpril and August 1975, about 5.8 percent. This gain, most of which resulted
from en increase in equity capital, is probably attributable to the overall
profitability of the industry during this period.

TEADING AND
MARKET ECOROMICS

The Commission's monitaring of tremds in the distribution of trading
of listed securities among primavy exchanges, secondary exchanges and
the over-the-counter market indicates that trading in NY8E-listed securities

lf For September, L9975, alse a month of low matket activity, the NYSE reported
thar member firms lost $4.6 million, as compared with a2 loss of $14.0 miilion
in August.

8/ For the period from May through August, as compared with January through
April, ian the previocus three ycars, revenues have been lower in each year

and profits have been lower {or losses greater) in two of the three years.
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has not undergone any major gshifts since May 1. All self-tegulatory organi-
cations have repuorted higher revenues and income so far in 1973 as compared
with 1974, and their apgregate revenues for the four months ended Auguszt 31,
1975, slightly exteeded those far the four months ended April 30, 1275, ..

QUALITY OF
THE MARKET
-——-____-_-'

Recognizing the difficulty in isclating variables so that a valid compar-
jsom can be made between a period with fixed rates and a period with compatitive
rates, and between periods with differing general levels of cconomic activiry
or investor confidence, the Commission undertook to review the best available
dats and analyze changes in spreads, liquidiry and velatility before and after
May 1, 19753. By these measures, the "quality of the market" appears to have
improved during the pertod since May 1, 1975; nevertheless, because af the
statistical problems noted, it would not be appropriate Lo infer that the
improvement resulted from the shift to competitive rates.

ik

_ The Commission intends te file addirional reports on the effect of
the abeence of commission rates to the Congress from time co time through
December 31, 1976, pursuant to Section 6(e){3) of the Acr.

By the Commission.

Respetfully submitted,

P g e o F ol .
Topa? e

George A. Fitzsimmpbns
Beacrdtary

£
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IRTRODCETION

In announcing adoption of Rule 19b-3 prohibiting exchanges

from fixing commission rates, the Commission recognized the significant
concern expressed by many responsible persons in the securities Indestry
regarding the affect of competitive commission rates., 1o response Lo

tils concern, it undertook:

T take steps to provide appropriate increased
monitoring af the activities of brokers, and thelr
financial condition and operations as well as possibie
shifrs in patterns of trading for some period subsequent
te May 1, 1973, in order Lo assure Lhat the aobjectives
of the Act, including the protection of investors and
the maintenance of fair and orderly markets, are upheld
during any Lransitional phase. 1/

Furthetmore, the CUoapress has requited the Commission to
make reports on Lhe impact of unfixing commisston races. The

Securitivs Acts Amendmenls reguired that:

Until December AL, 1976, the Commissicon, an a regular hasis,
shall file with the Speaker of the House and the President of
the Senate information crncerning the effect on the public
interest, protection of investors, and maintenance of faiv
and arderly matkers of che absence of any schedule or Fixed
rates of commissions, allowances, discounts or other fees

to bs charpged by members of any national securities exchange
ior effecting Lransactions on such exchange. 2/

E? Securities Exchange Act Helgase Moo 11207 {Janwary 22, 19757,

Ef Securities Acts Amendments of 197%.  Pohlic Law No. 34-20 (Junc 4
1975}, Section &{e){3).
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The Commission invited comment on its specific plans fov

] munitnring in its release comcerning Rule 17a=20 and In 1ts staff

discussion paper “"Monitoriag Trends in Securities Maricets, Trading
3/

and Broker—Dealer Activities " Suhscquently, the Commission has

| pequired certain broker-dealvrs to file revenus, expunse znd related

financial information; collected information on commission rates

paid by individual and institutional investors Erom a saumple ol

apout L00 broker—dealers, and obtained wonthly reports on Financial

L condition of self-regulatory organizatiocns, and other statistical

intormation on Lhe opvrations of tLhe securibiles markets Is penerdt.

This document summarizes data collected to dat..

CONTENT OF
1 THE REPORT

In general, this dacument follows the approach durcribed
4/
in the menitoring papec. Specifically, the dogument's 3 chapters,
7] wxhibits and 2 appuvndices indicate change during the period April-

August L1975 in securities commissian rates, broker—dealer finaneial

condition, self-vegulatory organization financiagl condition, amd

th: guality of the market.

3/ The paper was issued in March 1975 and is available fram the DE{ige of the
Execotive Director.

4/ In some cages, the format ar analytical approach described here dovs not
follow that preposed im the discussian paper. Where this eccurs, it is for
O0v of three reasons: reither the enlensive public comments wenevated by the
discussion paper suggested superier alternative approaches, nr further review

developed improved approathes, or the necessary data clements were oot el
available,




The format of the exhibits and the content of the narrabive

-

sectiong 2ttempt to place Che information presented In perspeobive

py comparison zpainst prior periods.  Thue staff is contipuing Lo refine

both feormat and cantent and invites comment on alternabive appreaches,

——— e A i




SECURITIES COMMISSION RATES
SINCE APHIL 1975

Exhibits | through 5 and the accompanying text summarize
information obtained from a monthly survey of 70 firms represanting
50 to 60 percent of aggregate commissicn revenues of New York Stock

Exchange members, during the period of April through August

19715, N

The exhibits report information in these areas:

1. Changes in overall reported commissicn

rates (Exhibit }}.

?. Commirsionz-paid as a percentage of principal

amount (Exhibit 2.
1, Commissions paid in cents per share {Exhibit 3}

4. Estimated revenue foregone by the industry

overall since elimination of fixed commission rates

{Exhihtr &Y.

5. Estimated revenue foregone by type of securities

firm {Exhibit 5).
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Exhibi 1
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GHANGES IR OVERALL .
REPORTED COMMISSION RATES i

Exhibit 1 shows the overall average commission rate paid
by institutions and individuals toc the sample firms since April
1/
1975, The exhibit looks at commission rates two ways: Firstc, as
a percent of principal and, second, in terms of commission cents

per share, Both measures, however, are affected by a wide range

of variables such as order size and principal price.

In terms of commissions as a percent of principal walue,
the exhibit shows that instituticons paid an average of (.84 percent
overall in April and 0.62 percent in Aupust, a drop of abour 2R
percent. Conversely, individuals paid 1.¥3 percent in April and
1.69 percent in August, a drop of about 2.3 percent. Changes in
cents per shave zhow a4 similar pattern: iInstitubtions paid an
average of 26 cents per share overall in April and 21 cents
per share in Aupust, a drop of about 19 percent; individuals paid
30 cents per share im April and 29.% cents per share in August, a drop

ol about 2 percent.

dlchough average daily volume on the New York Stock Exchange
for August dropped toe 13.5 milljon shares from 20 million shares
per day in June and July, the sample firms showed no substantial
drop in August from June and July discount levels for rates paid

by either individuals or institutions.

lf The SEC has also collected information on rates paid te a sample of
non-NYSE member firms which shows rthat rates paid to these firms parallels
very close those paid rto WYSE members.




Eshibu 2
EFFECTIVE COMMISSION RATES SINCE APRIL 1975
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COMMISSTONS PAID AS
PERLENT OF FRINCIPAL AMOUNT

Exhibit 2 expands upon Exhibit 1 by showing the commissions

paid a5 a percent of primcipal by individuals and institutions on

prders of various sizes.

Rates paid by institutions are lower for each order size
category, declining about 15 percent for swmall orders and abeut
28 percent for the largest ovders. Most of the drop in rates occurred
in May and June with July #nd August representing enly an additional
3 - 3 percent decrease, except that for arders of 10,000 ar more
shares, two-thirds of the 28 pertent decline occurred in May and

June and the remaining one—third occurred in July and Auguse.

In contrast, rates paid by individuals have changed relatively
little. Only for the very largest orders hawve rates detliﬁed.sub-
stantially below April levels, with almpst nalf of the décline
oceuTring in August. For oarders up to 13,000 sharec, rates have

remained approximately the same, although August has shown a slight

deeline,

COMMISSIONS FAID 1IN
TERME OF CENTS FER SHARE

I

Exhibit 3 illustrates the second measure, commissions paid
in terms of cents per share by individuals and institutions on orders
of vatious sizes. Trends in changes in commissions calculated on

this basis are similar to those calculated on the percent of prinﬁipal




Exhibn 3 EFFECTIVE COMMISSION RATES SINCE APRIL 1975

WSS WMEAHER FIRMS O N0N ¢ PER I ARD

. )
. COMMISSION ¢ PER SHARE & .
IHETITUTIOMS ~ IRDIVIDU AL
Less than 200 Shares
. —I o . ST -
_1bs wer
By 1
1 Ly 4
d
Moy = _
uz = )
o i +4% 4
b
iy
L L.l PR N | ]
B N A A A M 2 Jd F
- i " 200-99% Shares . ' I
. g
! ag
-
0¢ +
: e T E
-3-51- 4
™ Ide T [ i
Mg, - i 1
2, L = J§'+ '
LF]
e T
] ] ] ] 1 ! l l l L
B L Jd A L " I R A 1
!
. . 1,002-8 923 Shares
2 Mo
T4
-1t%
240 +
e 1+ :
L e + f
. g—— = .m*.i
1B¢ + 1]
16 +
[ | i [ | | |
L) Moo A L A M 0 J L] :
!
10,000 ar mare Shares
e The +
11
_m [P 3 i
- 17 o ::
1y ¥
= -dd% l
e | | .
—_— |
0de s
| | | 1 | 1 1 ]
E - A M) + A
'I_ Fhemrs dadiatoenuf uad oadi gl sa s omers pmend e precioe
“l'l‘nn'lﬁ.'rf, EFNP bpsgne s g _rJlll“'ur ey s fetufernds, and ef Aarks s
fsireda s e ehdebridual




ol

IT-4

basis. Inmstitubtienal changes have ranpged from a I0 to 23 percent

decline with the larpest decreases for the medium-size orders. On

the average, orders of less than 200 shares are down 10 percent

{(f cents per share) while those af 10,000 or wmofe ghares are ‘down
20 percent (3 cents per sharel}.

Chanpes in rates paid by individuals are also parallel to those
of the previous exhibit. Rates remain relatively stable excepr
e the wvery largest orders. Rates have increased on small orders by
about 4 percent {(two cents per share) and rates are down almost 44 per-
cent {4 cents per skhare, half of which nccurréd in August) far orders
of 10,000 or more ghares. lMowever, due to the small aumber of individ-
ual arders in this arder size group, the commissions per share is
a very volatile number.

Comparison ol Exlhibits 2 and 3 shows thar while insztitutions
pay substantially lower commissians as a percentage of primcipal than
individuals, individuals pay fewer ceats per share on orders of each
size. This difference appears to be caused by the [aer that higher
commissions, in cents per share, ate genecally .paid on higher priced
shares. As the table below shows, the price of the average share
traded by individuals has been well kelow the price of shares traded

by institutions in =ach order size categoery.

Order Size Range Average Share Price

Individuals Institutiocns
Less than $200 . £ 24.6% . $ 40,72
$200 - 4999 3 17.42 5 35.30
21,000 - 59,999 5 131.96 $ 31.56
$10,000 or more 8 1147 5 26.77
al1l 5 17.07 § 31.38
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Exhibit 4

ESTIMATED REVENUES FOREGONE DUE TO COMPETITIVE COMMISSION BATES
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All Markets '

(Millions of Dollarsy

walue ol Order
tize = Nanges
Lnder 5 000

£2,000 bt less
haa S100,000

Dwer 300,000

Talal

L:nder 3,000

57,000 bl Iews
ihan $3400, 000

Cyer &3000A0

T ot

ilrer 52 007

37,000 Dol less
Ihan §3000000

Crwier 200,000

Tolul

Undar £2,000

£7.,000 but less
than L300, Dok

Qeyier BX0G_ Q00

Talat

May 1975

Esinrated Percent

E =v-matad Rastgunt Irgm
L T LTS Y0y FFlectiwy DMt iSsan Founima)cd
Rrournpe Rare Befare May 1, Q75 Orwonupes Fu.r.pn:'-fme
& 350 * oy s ¢
230 GG HE=R 1]
s0.0 .7 L5
5 3m.u LhT 313
Jung 1975
§ a1 F oy 5
202 .0 .4 i0a
22.0 1a.4 if
5 255.0 i.A%: 53a.%
July 1975
§ 40 ¥y s *
21:.0 3.3 FRIN:
24.0 14.49 LI
£ 200 B.a' LT
August 1978
£ 6.0 * o g
147,10 1.2 18 F
17.0 15.1 L]
190.0 0 9% M

[ A

¥ OND BIGHIFICART CHANGE




IT-5

ESTIMATED REVENUES FOREGOHE
BY THFE INDUSTRY OVERALL
SINCE THE ELIMINATION OF - : )
FIXED COMMISSION RATES '

To provide some additional perﬁpgctive om the impact of
ﬁegutiated rates, a number of individua} firms, the Mew York Stock
Exchangé, and the CummiSSiqn's ﬂféice of Economic Research have
made estimates af the difference between commission revenue dollars
actually paid to firms and what would have been paid if negotiated
rates had not been introduced, HNone of such estimafns have atbampred
to calsulate the degree to which offsetring reductions in expenscs.
accurred. The results of the Commission's aﬁélysis are shown in Exhibirp 4.

The Figures in Exhibit 4 were estimated by applying statisfical
Fechniqués to the data filed by the 70 NY SE suryey firms to dpproximate
commissien rate levels for all NYSE member firms. Based on this re-
search, overall revenues foregonme, without making anmy allowance for
offsetting reductions in expenses, appear to have been 317.5 millicn
in May, $24.5 millien in June, $26.0 millien in July and 521.6 million
in August or $89.6 millian for the four-month period. In absclute
dollars, the largest revenus decrease appears to have been for orders
in the §2,000 to $300,000 range, which accounted for between 5960
percent of all erders. In percentage terms, the largest decline
dppears to have been for aorders ower 300,000, which acccunted.[nr

2f

less than one percent of all orders.

9/ Thé SEf sgrimates of reverdues  Figured in May sre-lawer than- - -~

those made by che Hew York Stock Exchange because of differences
in data ¢ollection and sampling. Those interested in more detail
on the estimating procedure or the difference {vom the NYSE estimate

may contact James Burgess in the Directorate of Ceonomic and Folicy
Rezesarch.

[ N
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ESTIMATED REVENUES FOREGONE DUE TO GOMPETITIVE COMMISSIOH RATES

BY TYPL OF FiRM. MAY - 81UIGLUST 1975
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COMMISSION RATE CHANGES
EY TYPE OF FIRM - -

3/

The 70 sample firms were placed into five categories developed
to assist in estimating the impact af unfixing commission rates on

different types of firms:

¢ HNaticenal Full-line Firms

a HRegional and Local Full-line Firms
o Underwriters and Gencral Dealers

o Imstitutional Firms

o BRegioral and Local Commission Fivms

Exhibit % shows that discounts have heen the largest percentage
of gross revenues, by far, for firms classified as deing an institutional
business. Using the published minimum commission rates on April 30, 1975
as a bagis for compzrison, estimated discounts for these firms rangod
from 16.3 - 23.5 percent. Estimated commissions foregone (without off-
sets for reduced expenses) by these Firms due to discounts insreased [rem
25.3 percent of gross revenues in June to 27.3 percent in August. On
that basis, total commissigns foregone are estimated at $13.0 million
on securities commission revenues of abour $33.0 million {a 19.7

percent discount].

3/ These categories are a combination of catepories on which the SEC
has bean working to represent widely different modes of doing business.
A4 derailed presentation of the method of classification is described

in a memorandum by Jeffrey L. Davis and Forrest E. Meyers entitled
"Preliminary Report on Brokev-Dealer Classification Scheme." This
memorandum is available from the Directorate of Econcmic and Policy
Reseaveh,
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UMCOMNSOLIDATER REVENUES, EXPENSES AND INCOME -~
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BROKER-DEALER FINANCIAL CORDITION

In addition te Iooking at changes in commission rates, the

Commission is monitering the fimancial conditiom of the securities

industry overall and by firm type. Because of the monthly variability

Tt el
=

of securities commission income and ovevall broker-dealer revenues

and expenses, both short-term and long—term comparisons of changes are

¥ m,._,.—":t "

made. The short-term comparisen shows changes between the four menths
; from January to April 1975, and the four months from May to August 1975,

The long=-term comparison shows changes berween the eight months of January

to August 1975 and the same eight-month periods in previous years.

—_———

The major areas reported on are:

1. broker-dealer revenues and income (Exhibits 6 and 7);
5 2. broker—dasler revenues, expenses, and income by type
of firm {Exhibits &, @, and 10);

E 3. changes in broker-desler capital (Exhibit 11); and

4. measures of broker-desler profitability (Exhibit 127,

BROKER-DEALER
REVENUES AND INCOME

The top part of Exhibit 6 shows gross revenues and total expepses
] on a4 month-by-month basis since January 1972 for NYSE member firms doing

a4 public business. It indicates that revenuss have been relatively high
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for each month in 1975, setting a new record im May. With the cxceprtion
of Aupust 1973, a period of sustained profitable performance has existed

ampng NYSE member firms since September 1%74.

The middle section of Exhibit & compares five types of revenue

fsr the first eipght months of 1975 with the zame periods for ecach of the
1

last three yearzf Totals for 1915 are well above those of 1973 and
lu7s and =lightly higher than 1972, The slight decrease in 1975 from
1972 levels of securities commigsions is more than made up far by the
incresse in Other Revenue. The three non-cammission componests of revenue
are practically the game in 1973 as in 1972. Tne steady growth of the
Other Revenue category is due o growth inm commodities and mutuwal fund

commissions, investment advisory fees, and dividends on firm investment

dceauntks.

Finally, ag shown by the botrom part of Exhibit 6, nct income in
197% i{s up sharply from the net losses of 1973 and 1974 and is abour %25

million higher than 197Z.

The top part of Exhibit 7 shows the five types of revenue for
January - April 197% and May = Augusr 1979. Totels for the two periods
ate nearly egual, as are levels of szecurities commission revenues. The

largest difference is the drop In trading revenue which is offset by

17 Infotmation on the five components of gross revenue on & month by month
basis iIs presented in Appendix A.

[a———
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the increate in investment banking revenue. In the absence of unfixed
rates, securities comnission revenues earned during the May - August period i
would have been somewhat higher. Although share volume was about the same |
botween the twa Ebur-month periods (2,244.9 million shares and 2,231.5
million shares, respectively), average share price rose (from $23.28

tn 526.00), resulting in a higher deollar volume of market trading.

The bottom part of the exhibit shows a decline in aggregate

profitability of $82.% willian, or 23 percent, between the fwn periods

even though revenves were about the same. The sharp earnings decrease
resulted from an $86.6 million increase (5.2%) in broker-dealer expenses.
thanpes in the categories of compensation to repistcred representatives

and te partners and officers, along with higher clerical and administrative
expenses accounted for almost 60 percent of the increase, while higher
communication and interest sxpenses accounted for another I3 percent. This
caused net income before tax as a percentage of gross revenues to drop

from 17.8 percent in January - &ptil to 13.7 percent in May - August.

REVENUES, EXPENSES AND
INCOME BY TYPE OF FIRHM

To improve its wunderstanding both of the causes of changes in revenues
and income and of the impact of wafixing commission rakes on different
types of broker—dealers, the staff grouped broker-dealer firms into
rategnries which correspond generally to & common-sense uaderstanding
of the business. Further, the staff has endeavored to develop accurate

histarical financial data by fimm category.
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Considerable difficule has been experienced in geuelnping satisfacrory J
rategories and in assipning firms ta them. Therefore, the stafl views the
findings developed to date as preliminary. However, it also views the topic
as sufficiently importan; and the findings to date sufficiently intereskting
ta warrant publishing preliminary results,

After considerable effort on firm categovrization, the stalf ten-
tatively grouped MNew York Stock Exchange member firms into seven preliminacy

2/

fitm categories. These arc: !

¢ MNational Full-lipe Fitms

¢ ERegional and Local Full-line Firms

o Underwriters and General Deazlers

o Institurional Firms

o Repional and Local Commission Business Firms
o Traders and Market-Makers

o Commission Introducing Firms

Having established these categories, the staff worked with historical
firm income statement and balance sheet data to attempt to make the categories
comparable over time. Historical data for firmz which have since combined
were restated to account, Lo the greatest extent possible, for significant
mergers and combinaticas which occurred between 1972 and 1975, As & resulc,

the seven catepories of "classified" firms now consist of 366 firms whose

27 A detailed presentation of the method of classification is described 1o ¥
a memorandum by Jeffrey L. Davis and Farrest E Meyers entitled "Prellm1nary B
Report on Broker—Dealer Classification Scheme." Anyome interested in the
memorandum or additional informatien on the categnries van obtain it frem
the Dircctorate of Economic and Palicy Research ar the SEC.

g Py
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total revenues of $3949.7 millien for the first eight months of 1975 account
for 96.% percent of the revenues of the New York Stock Exchange members
3/

doing a public business, = For 1972, che 366 Firms and their predecessors

accounted for 87 percent of revenues of member firms deing a public business,

Exhibit & provides preliminary infarmationm on the relative growth

of revenues by firm category, broken inta five revenue scurces, during the
pericd of January — August 1273 for each firm type. The percent change
from revenues earned by these seme firme for rhe same period in 1977 is
also shown. &= a group, the classified firms experienced a 12 parcent
increase in foral revenues since 1977, contrasted with revenue growth

of only 0.1 percent far all New York member firms deoimg a public

business., This reflects some increased concentration in New York members
asn does the decrease by about 80 in the number of members doing a public

business.

The exhibitr shows substantially different patterns of revenue

changes by firm type, and by revenue type within firm type. For example,

secuyrities commissions have risen & percent overall since 1972 with changes
ranging from an 18 percent increase for Institutionsl Firms (over 19372}

to a 7 percent decline for Traders ond Market Makers. Simitarlty, "Other
Fevenyus" increased 52 percent overall with increases ranging from 230
percent for Tradersz and Market Makers to 3 percent for Repional and lLocal 51

Full-line fimms.

3/ Some classified firms <ould not be imcluded in Exhibit & becsuse of
“* . B .
incomplete data. $uch firms are included in all the other analyses.
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These statistics suggest, among other things, EhAat Fepianal and

Local Full=Line {irms have had well below averapge revenue growth, showinp

~an overall decrease of 2 percent below levels in 1972, while Regional

and Local Commission Business Firms, Institutional Firms, and Underwriters
have had above average prowth. Total revenues for Inseitutional firms
increased 13 percent ever 1972 levels duc mainly to the 12 percent inctease

in securities commissions [almost 321.4 millicn).

Exhibit 9 conktrasts thesc longer-ftomm revenun growth patterns
with more recent experience by indicating vevenues earned by the classified
firms dering May - August 1975 and the percentage change from Janusry -
April 1975, Total revenue for all firms was essentially the same between
the two periods, but widely varying pattcrns of change arc apparent by
type of revenue and typa af firm. Seccurities comwission revenues chtanges
ranged from a 1 percent increase for National Full-Line firms to a 24
percent decline Far Institutional firms., ALl firm catcgories experienced
hipher wnderwriting revenves and lower rradipng revenuss. Institutional,
Trading, and Introducing firms expericnecd sharp drops i overall revenues,

while other cateporiecs cshowed small increases,

Finally, Exhibit 10 provides additional insight inte the 13% net
income drop referted to above by showing revenues, expenses, and net incnmé
before taxes for each of rhe seven categories of classified firms and for the
unclassified firms for rhe twe pertods. The three catepories of firms with
substantial retail commission business (National Full-line, Regional and Local
Full-Line, and Regional amd Local Commission Business] showed small revenue

increases, but their lareger porcentage ipcreases in expenses rveduced net incame

e




Exhibit 10

CHAMNGES M REVENUES, EXPENSES, AMD MET IMCOME BY FIRM TYFE?
January 1o April 1975 compaded wilh May o August 1875
. [milions of delkara o -
— MET INCOM
n AEwEMLUES rEPrMEFS HEFEHFIF I?r?tHEES NU:?:EH
TYFE 08 FiAw gy ] ol
TCET )10
Maydug Thru Age b May=hug Thru Aprik o y=Aug Then April
o -
Mational Full-Line 802.9 4 §92.1 7 10.8 -10 14
Regional and
Local Full-Line 178.4 4 1B5.B g 22.8 -10 51
Regional and i
Local Commission 86.9 1 78.3 5 86 27 39
Busingss
Underwrilers 64 4 5 6516.3 7 a3 -5 &8
Institrtional 98 4 «18 AT .2 =11 11.1 —46 0
Traders & Markel Makers 191.4 -17 172.2 3 14.2 —55 7B
Inleodut ing 372 =14 3.0 -4 6.0 —44 G538
Hher 42.2 q 32.5 26 9.7 -2¥ 4856
1
1
TOTAL 20468 0 1¥65.7 5 2811 -23 414-422
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Exhibit 11
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by 140 to 27 percent. Thejt?u categurie; which incluQe large numbere of
ipstitutionally priented firms (Institutienal and Introducing) showed sub-
stantial revenue declines which were not matched by expense declines,

. reducing net income by 46 and 44 percent. The twe remaining rategories,

which are dealer oriented, showed mixed resulrs. Traders and Market-Makers

‘: pxperienced a sharp decline in revenues and an increase in expenses which
resulted in a 6% percent drop in net income. On the other hand, Underwriters
and Ceneral Dealers showed 3 small increase in revenues and a slightly

larger increase in expenses, resulting in a drop in net income of 5 percent -

the smallest logss for any category.

Swnmarizing, the comparison seggests that firms classified as
institutional have shown the largest percentage revenues decreases since
May dve to sharply lower commission and trading revenuwes, and Traders
and Market-Makers the greatest decline in net income before taxes due

mainly to los=es in trading and investment zccounts.
¥

LE¥ELS OF BHOKER-
DEALER CAFITAL

| To be Aware of the amount of capital resources available o the

securities industry, and toe allew the calc¢ulation of trends in profit-

ability measured in terms of return on those resources, the Commission

is menitoring changes in capital resgurees of reporting broker-dealers.
Exhibit 11 includes the total capital of BYSE member firms doing

a public business in August of each of the years 1972 through 1975 and in

April 1975. It segregates total capital into three pieces: capital of

"unclassified" firms; eguity of the 366 "classified" member firms doing

a public business at the end of Aupust 1975 which were glso in business
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in August 1%72; and subordinated debt of this latter group of classified

firms. Overall, rtoral capital dropped $968 millieon (22.6 percent) fzom

August 1972 to August 1974, By April 1975 total capital had recovered

3 389 millien (2.1 percent) and during the first four months of unfixed

rates re¢overed on additional $i9? million (about 4.6 parcent). As

& result, total capital as «f August 1975 was 16.0 percent below Lhe

August 1%72 Fipure. However, the rise Erom April indicates the that anfixing
of rates dogs not appear to-have affccted substantialty the rebuilding

of M¥SE member Firm capital .

The table below provides some initial insights into the reasons
for longer-term capital shifts by showing the changes in vapital for
the 26& eclassified firms, the fiems opn which detailed informaticm is

available, az well as some details on the socurces and wvses of cguity

I capital. The tap half of the table chows that the overall decline of
SOURCES AND USES OF BROKER-DEALER CAPITAL 19724 g75*®
Sept 7I- Sept F3- Sept F4-
dug F3 Aup 74 Aue 75 Total
Change in
Total Capital -376.0 -198.9 +323.3 =255, 06
CAPITAL Change in
SHIFTS Subordinated Debt +231.2 - 65,1 - 80,8 + 87.3
Change in
Equity Capital -609.2 -133.8 T, 1 -335,9
Het ipncomc - 3l.6 + 78.2 +5365%, 3 +6]11.%
SOORCES & vidends Paid - 38,0 - 6.4 - 33,0 (g) -107.4
USES OF
EQULITY Change in
Scat Prices - 63.0 - 6,3 i 34,3 - 33.0
411 Other ~478.% =1659.3 -l&0. 5 -808.4

¥|I'|I|’ VEar i

Foemo Hliejog oo ol By gnen.




Exhitil 12
4
MEASURES OF BROKER-DEALER PROFITABILITY®
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L §$338 million im equity from September 1972 to August 1975 was made up -a

of a major drop from September 1972 to August 1973, a smaller drop to
g Auvgust 1974 and & significant increazse in the last period. The reasons
for the changes in equity capital are partially explained by the data
: in the lower half of the exhibit. Far the total three-year period, dividends

paid used 3107 million, changes in seat prices accounted for $35 millionm, -

,l nat income provided 5612 millian and "all other" used 5808 million,

The "All Other" category includes a number of items: partnership

drawe and diseributions, net rapital conttibutions and withdrawals, net

stock issued and retived, amd assorted less significant items. Although

no breakdown of “All Grher" is available for the August 1972 to August 1975
time period, some information is provided by the brokers' 1973 and 1974
annual reports to the SEC. These reports show that "All Other” capital
declined in these two years by nearly 3600 million. Of this decline,

69 percent was partnevship draws, 25 petcent was net of capital additians

and withdrawals, and 6 percent was stock refirement.

In summary, both total capital and equity capital of the 366 firmg
kave grown since the unfixing of commission rates and are at higher
levels than any time since 1972,

MEASURES OF
PROFITABILITY

Finally, the staff combined elements of the income and capital

inlormation discusscd above to monitor the perfopmance af the induskry in

terms of some common profitability measures: profit margin, return on

cquity, and teturn an capital. Exhibit 12 shows thes2 measures for the
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366 classgified WYSE member Firms for the first eipht months of 1972 -
1975 (the solid lines} and for the individual months of April te August
1975 {the dotted linez). The definitianz of the three measures also

appear on the exhibit.

dlthough the calculation of the measures for 1972 and 1973 required
some assumptions (primarily becausc monthly information was not availahle
ta create esight-moneh figures), the patterns appear clear. Each of the
three measurce shows relatively high prefitability in 1972 declining to

significant logsses tn '973 and continued losses in 1974,

Finally, while the averages for the eight months of 1975 are
relatively high, at or ngar the levels of 1972, al)l show significant
declines since June. In May and June, the first two months of negotiated
rates, profits and rperurns were above the overall eight-month average for

1975, However, July showed 3 decline or all measures and August, a loss.
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TRADING AND MARKETPLACE ECONOMICS

ca that the Commission has been monitoring 15 trading

and marketplace wconomics. Monthly data has been collected on self-

regulatery organi

erading activity

zation revenues and expenses, and on the distributien of

in NYS5E-listed securities.

The maipr areas monitored are:

1. Distribution of trading among the NYSE, regiomnal

exchanges and the third market [Exhibits 11 apnd

14).

2. Self-regulatory organization revenues and net iacome

fExhibit

5 19 and [&3.

UISTRIBUEION QF TRADIRG 1IN
NMYSE-LISTET SECURITIES

To moniter shifts in trading patteras of NYSE-listed securities,

the Commission has c¢ollected trading information from the registered

vachanges and the WASD on aggregate share and dollar volume as well as

data on selected

June [375 is EFrom data filed with the Commission while the July = Septunher

1975 data is wunedited preliminary infermation provided by the Consolidated

Tape Asszociation.

individual stocks. The information from January 1974 =
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Exhibit 13 presents the information en distribution of exchange
trading. It shows the share and dollar volume on the New York Stork
Ex¢hange, on the regional exchanges, and in the over-the-counter market

For each quarlier since Januvary 1974, wsing an index system.

If trading on regional exchanges is the same pereentape of
New York Stock Exhange trading im listed stacks as in the past, then
parallel changes in trading volume between Mew York and the regionals
would indicate that there has not been s dramatic shift in distributian
ol listed security trading between those two market centecrs. The wxhibit
shows this to have bevn the 28se.  Likewise, for the over-the—connber
parallel patterus again lead to the coaclusion that there have been

ne dramatic shifts,

Although the NYSE accounts for 85 percent of trading in all NYSE-
listed securities, it often accounts tor only 70-7% percent of trading
in highet wolume securitics. Actordingly, changes in the trading patteras

of thuse stocks are of particular interest.

Exhibit 14 indicates the distribution of trading volume For
three trading centers of the ten WYSE-listed stocks with the highest
g ix—month ".r-:]ln.m:r-_=-".ljF The NYSE matket share in January - Marceh ranges
from 76.9 percent for Southern Company te 0.4 percent for Culf Dil.

The April - June market shace tange is B4.1 percent also for Southern

Company to 68.8 percent for Citicorp.

L/ Volume iz compared For the pericds January - March and April — June.
Precise data which wonld 3llow comparison zofrer May | is not available.

- e S
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Exhibil 14

CHANGE IN TRADING DISTRIBUTION
OF SELECTED NYSE-LISTED STOCKS

{ Percent of Total Trading )

Ape-Jun

NYSE REGIONAL OTo
- American Tel & Tel Jan-Mar F1.8% 19.6% B.87%
: Apr-Jun 76.4% ‘18,4% 3.2%
Citicorp Jan-Mar 73.5% L&, 3% 12.0%
ApT-Jun 6. 3% 14, 4%, 16. 8%
¢ General Elactric Jan-Mar 7i.29 19.5% g.3%
) Apr=Jun 7290 16. 1% 11.2%
General Motors Jan-Mar 73.2% 19 4% T.0%
Apr=Jun 70, 8% 19.3% 49.9%
Gulf Gil Jan«¥ar T0 .4 '19.8% 9,.8%
' : Apr=-Jun T2.2% 15.8% 5.0%
" _Intgrﬁatiunal Tel & Tel Jan-Mar 72.5% 24.1% 3.A%
' : Apr-Jun 79.2% 19.0% 1.8%
Kresge Jan-Mar 72.7% 13.7% B.6%
Apr=Jun 7l.5% 17.0% L1.5%
Southern 0o Jan-Mar 76.9% 19.2% 3.9%
Apx - Jun 84.1% 12,97 3.0%
Texgeo Jan-Mar 72.4% Z21.6% 6.0%
Apr-Jun 77.8% 16.4% 5.8%
Westinghouae Jan-Mar 746.0% 20, 9% 5.1%
Bl.07 16.8% 2.0%

NYSE MARKET SHARE INCREASELD
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SELF-REGULATOAY ORGAMIZATION REVEMUES
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The WYSE market share increased in the second quarter for seven
of the ten stocks, and decreased Ear three. Of the seven stocks
where NYSE market share incrcased, no econsistent pattern of either
the repioral or the over-the-counter markets losing velume was apparent.

SELF=BREGULATORY ORGANIZATION
BEVENUES AND NET IRCOME

i e

——.

Exhibit 15 indicates the reovenues of the seven self-regulatory
organizations having 1977 vevenues of $1 million or mare. Total
revenues and the six major revenue items { Ehose comwon to most of
the arganizations) are shown for the Eull years 1972 and 1974, as
well as for January-August 19?5. in addition the ratie of 1975 eight-month

Tevenues to those estimated im 1974 18 shown.

4s shown by the last column of rhe exhibit, total revenues
for all organizations are nearly 2 percent higher than for the similar
period last year. Inm almest all individual categories, tevenues
arc ahead of 1974% levels, and in many cases ahead of 1971 levels

as well.

Exhibit 16 compares aggregate revenues for 1972, 1973, 1974
and each mooth of 1975 to agpregate expenses for the same periods,
Total expenses Eor all organizations increased from $160 million
in 1977 to 5170 million in 1974, while total revenues dropped from
about 5179 million to 5169 million, causing a loss of approximately

$1 million in 1974 conpared to a net income of $19 wmillien in 1972,
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AGGREGATE SELF-REGULATORY ORGAMIZATION® REVENUES AND EXPENSES
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" The 1975 figures show substantial profits were experienceﬂ for

the group during the months of January through July. However, Auguste
showed only margical oet inceme; even though August revepues were

near those of Januvary and February 1975, expenses were §$1 millien

higher,
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JQUALITY OF THE MARKET

&g indicated tn the staff discussion paper, "Monitorine
Trepds inm Becurities Markets, Trading and Broker-Dealer Activitry™,
the Commission has been pvaluating the impact of competitive raoles
on the "quality of the market"™ even though it wviews guality of the
market as difficult Lo define and even move difficult [a measure.
Staff efforts have concentraled on attempiting to develop meaningiul
measures of spreads, price volatilicy, and ligquidity - the factors

whiciv are wmost copnonly discusged as being important to market quality,

SECURITY
SPREADS
A5 suggested in the monitoring paper, changes in spreads appear
kv be ane nt [he most important elements to moniior. However,
isolacing the specific impact of competitive ractes (or of any
other single regulatary change) on spreads 1s particularly difficulc
because so little knowledge is agvailable abour what variables alfect spreads
Y,
and how those variables of significance cause spreads Lo be what they are,
Since the staff's roview of the academic research indicated that
share price, share wvolume, and ilnstitutional intevest in a stock are among
the major determinants of spreads, the initial plan was to uso these

3

factors to defing catepavies of "similar" stocks, and compare changes
in spreads for stocks hawing about the same prices, shave volume and

instilutlional interest in one perind as in the next,

1/ In addition, available information on spreads rcilecls {imit orders on
the hook as well as specialists dealing for their own accounts. Changes
in spreads, thereiore, may be affected by changes in the flow of limit
orders.

—————a




Exhibit 17

CHANGE IN AVERAGE SPREAD BY STOCK CATEGORY

INSTITUTHOHAL INTEREST
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Exhibirt 17 illustrates the resuits of this approach. Each stock
was placed in one of 27 categories defined by price, volume, and institu-
tional interest. Spreads as a percent of security prices were computed
for evary stock traded for each month January=June 1973  The average
of the spreads for 211 the stocks in eazch category for each manth warg

then calculated,

The exhibit shows the percentapge changes in averapge spTeads 1n each
category between March and June 1975, (Other month-to-month comparisons
are possible; this was selected as belng representative.) Only two
cateporivs show wider average spreads; all okher cateppries of stocks
show narrower spreads, often by large percentages. The largest changes
peeurred for high velume stocks with lew prices and low institutilonal

tnterest where average spreads dropped a litele over 14 percent.

Althouph some insights were provided by the analysisz leadiag
te Exhibit 17, spreads did not manifest the rvelationship which would

seem to be sugpested by the research. The assumprion was that spreads

for stocks in the same category would be much the same, hut differeat From

the typical spreads im other categories; 1in Fact, the range of spreads
for stocks in many categories was quite large, and it was difficult co

distinguish adjacent catepories,

For these reasons, the staff decided to augment the analysis with a
second approach. The average (mean) spread for each stock waz calculated
for the 12 weeks prior te May L and for 10 weeks Following May 1.

Edch stock was then placed 1n a catcgory (slightly different from
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those for Exhibit 17 due to sampling requirements} and the number
of stochs in vach catepory for which the averape spread chanpged or

stayed the same between the two periods waz counted.

Exhibit 18 shows the results of this appreach, overall and by
catepory of stock. For each catepory, it indicates the number of stocks
whiose average spreads 1ncreased, decreased or staved the same. In six
af Uhe mine catvgories, the majority of the stocks had narrower spreads
after May lst. In Lhree categarics (stocks having both low volume and
low ar medium prices), spreads widened more often than narrowed. Overall,

about as many stocks had wider spreads (764} as had narrower or unchanged

spreads (76},

Although work Lo date iudicates that no major changes have pecurred
in spreads, {t [s clear that to obbLain a precise understanding of
why changes in spreads gccor and to what extent they are attributable
ta changes in regulatory procedures or market dynamics, coasiderable

additional wark must be done.

STOCk PRICE
VOLATILITY

To measure volatitity (the second of the announced quality of market
measures) the staffl revised measures proposed in the monltoring paper
for bath of the variables of inLerest: overall market wolatility and

2/
volatility by stock category.

2/ A paper describing the market measure in detail 1s avallable from
Raymond Marcotte of che SEC's Directarate of Economic and Policy
Bescarch.
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AUGRECGATE MARAKET VOLATILITY
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Exhibit 19 shows the }Fﬁultﬂ of the analysis of aggregale wvolatility,
in which recent volatility of the market is compared with both
short-and leap-term trends. As & measure of aggregate wolatility,
the monthly interquartile ramge of daily percent changes in the Standard
and Poor's Composite Index was used‘:}Jlll

The top of Exhibkit 19 shows the interquartile range, centeyed

on zero, for cach month since 1928, Stocks were quite wvelatile in
Lhe period 1228 - 1940 and then setbled down With occasional
praks I[rom 194} - 1972, 1o 1973 and 1974, the yearz immediately prior
to uniixed rates, the number and magnitude of highly volatile months
and the size of Ehe shifts inereazed sipnificantly, representing relatiwe
high paints in wolacility which had not been eXCeeded since 1946,
(For comparative teference the middie portion of Exhibit 1% shows

monthly rleoses, on 3 ratio scale, of the § & P Composite.}

The bottom of Cxhibit IY highlights wolatility since the unfixiang
of commission rates, [(The werttical line represents May 1975.) From relatively

low levels in 1972 wolarilicy increased in 1973, peaked in December

3/ The monthly interquartile ranpe was ebtained by ranking the daily
changes for a piven month from smallest to larpest and finding the
daily change value at the 75th percentile and the 25th percentile.
{For eaample, If !0 values were ranked from | (the smallest) teo 100
{the largest), the value at taok 75 was the 75th percentile and the
value at tank 25 was the 25th percentile. The daily change at the
75th percentile minus the dailly change at the 25th percentile was
the interquartile tange.)
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VOLATILITY BY TYPF OF 700K
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- 1973,- and sustained significantly hipgh levels during 1974. Levels

in 1975 are well helaw the 12 highest months of 1973 - 1974, and are

lower on balance since the beginning of May.

Te measure the volatility of different categories of stocks,
the percentage of Lrades within a category which differed in price
from the previous trade was caleulated. Exhibit 20 shows the differepce
from the last trade for nine categories af stocks (based un trading
volume and trade size) in the period Janwary - April 1975 and the
differences f{or the same stocks in the period May - July 1975 . Higher
velatility would bhe indicated by more trades Eurther away from the
last trade.

The exhibit shows that very little change occurred in any of the
percentages irrespective of the size of trade or the daily volume in the
stocks. For example, 13.3 peccent of the 100—share Frades in low
volume securities were made at one-gquarter or more away from the
last trade prior to May 1 compared to 13.5 percent following Mav 1 (8 trades
per day more). Similarly prior to May !, 5.1 percent of all &ll-shars
or more trades im high volume securities were made at anre—quarter or more
away from the last trade, compsred to 8.5 percent faillewinp May 1 {25 less
trades per dayd,

Thus, both the azgrepate and individual measures of price
velatility indicate very little chaage following the introduction
of nepgotiated rates., Volatility seems to have decreased relative to

levels existing in most of 1973 — 1974, and the number of trades ¢lose

to the tast trade has remained nearly the same.

TE ..
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AGGREG:ATE NYSE LJGUIDITY
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HMARKET

LIQUIDITY - _ . -

To moniter liquidity, the third quality of the market factor,
the scaff again wsed measures different from those discussed in the

monlitoring paper.

Aggregate market liquidity was measured by comparing price
changes 1n the NYSE composite index and NYSE volum%{ Exhibie 21
indicates the monthly liquidity of the market since Januwary 1972, in
terms of an index derived from this comparison. Liquidity fluctuated
in a narrow range in 1972, and then declined steadily in 1973 and
1974 reaching a low point about September 1974, Liquidity improved
sharply during the first twoe months of 1975 and rose steadily through
July. A drop in August occurred, but liquidity was up again through
October. Owverall, liquidity before May was not statistically different

than after May, and negptiated rategs appear to have had no impact

on the liquidity of the market overall.

To measure the liguidity changes in particular categaries of stocks,
the staff used the measure of price chanpges between trades, previously
discussed as a measure of volarilicy (Exhibit 20). Since liguidiry

iz a measure of the ability of the market to absorb large trades with

4/ afrer resting several differeat formulations, Peter Martin of the S8EC's
Directorate of Economic and Poliey Research used the change in the price
index squared divided by the volume which was shown to be s statisrically
reliable measure. MHis paper is available upon request.




Exhibit 20
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liccle change in price, changes in liquidity could be measured by

shifts in the percenatage of large trades which did or did not cause

major price movemenlts. (Tu account for the passibility that what has

changed is liquidity rather than volatility, it is also important

to check the relatlonship between large and small trades ab one-quarker

ar mare away from bthe last trade.)

1
i
! Looked at in this conktext, Exhibit 20 shows that the number of
1
1

large trades done at ene—quarter or more away from the last trade I

it increased aftoer May 1, 1975 by about 0.7 percent For Llow volume stocks :
I and by only 0.2 puorcent for mediom volume stocks., For high volume é

stocks, there was a decrease of 0.6 peecent. The relationship Letween E
L large and small trades once-quavter or more away from the last trade %
1 has alsa remained very stable for all rthres catepories of stocks, 1

decreasing slightly for low volume stacks, inereasing slightly for

medium volume stocks and remaining the same For high valume stocks.

Stmmartzing then, liguidity seewms unaffected either in the appgeepate

ar on individual stack category basis by the introduction uf negotiated

rafbes.
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