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SUBJECT: Hew York Stonk Exchange Rate Structure
(Give~ups and Volwwc Discounip)}

The purpose of &bis memorasdum i fo susmarize the negotisiio: s,
to date, between the Comuission staff and the Wew York Stock Exchenge siaff,

concerning “give-uns” and volune discounts, UWe understand that the Exchange

Comaittee congidering such matters wishkes to discuss the matter furihex with

the Coowmlesion.

"Give-Upst

Ihe Exchenge Positiown

The initizl Exchange positlon ou give-ups was get forth im thy
letter of November LI, 1965, from Keith Fuaeton ko the Chalrmsa, I ¢ las
lector, and in thée subsequent Cusmisgion meeting wich Exchenge offieinls

on liovembexr 24, 1965, the Exchange Cust and Revenue Commlttee explain:d

its views on glve-ups. Furthes msctings between the Commiseion and

Exchgugn staff bave claxifies thcir{posis:inm Essentially, the initick
posiiion exnproessed by the Fnchonge Cmm;}t:tce was a5 follcws:

1, Hember fimms should not réceive give-ups for services not
parformad in scm;ectidn with {he cxecutics of an order. These wounld '«

chiracterised as glve-awayz and wouid be deeme:d improper,
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Mozch 3, 1966

T0: The Commission ) f )
T
¥ROM: Division of Trading and MarkptQ |

SUBJECT: New York Stock Exchange Rate Struckube
. {Give-ups and Volume Discounisg)
The purpose of this wemorandum is to summarize the negotislic: 3,
to date, between the Comissio;x staff and the New York 5tock Bxchunge staff,
coucerning "glve-uns” and voluwme discounts. Ue understand tlng the Euchange
Cammnittae copsidering such mattors wisbes to discuss eﬁe matter furtbry with

the Cunmiceasion,

Give-Ups!

the Bachonge Positicn

The jaltial Exchange positiorn. cn give-ups wes set forth io th-
lotter of November 1i, 1965, from Keith Fuaston to the Choirman, Te  jad
letenr, and in the subsequent Cowmission uxueting witk Exchange offici-la
on Yovember 24, 1965, the Eschange Caéc and Revenue Tommlittee explain.d
148 views ou give-ups. Further moeiiogs betweer the Cunmiszion and
Exchange scaif have clavified their posiiticn, Bssentislly, the inftinl
puosiiion wipressed by tbe Buxchauge Compiniea was &5 follows:

1, Hember fivms shouldd mot veweivs give-ups Er,;r services nog
perfoimed iv conmection with the executicu of eﬁ spder. Thesa wenld ta

charactevized as pglve-sways and would be deemed Iwproner.
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2. An Fxchange member could “give-up" part of itz commission to

- another member only {f the other meﬁbex *did something" with vespect to
the order, It was the Exchange's initial view that the concept of a lead
broler should be retained; i.e., one broker would receive and execute the
entire orxder. That lead Lroker would reccive all of the £looz brokernge

' in connection with the order. However, at the dircectich of the custemer
it could namﬁ oxr "give-up" to other membor firws a pro rata porxtion oi the
commissions equzl to the mumber of shazres which euéh othey firm agreed to
"clear" aad perxfomn necessary back office functions.

3. The Exchange would not restrict the category of persons win
could direct the give-up or the category of members to whom the give-up
was directed, so long as the recipient of Ehe glve-up did perforw'the work"
described in {2) above., It sbould be emphesized tbat the Exchange woul&
insist chat the entire £loor brokerage be retaimed by the lead broker, who
would execute the compleke order.

4, The Exchangé took &heiéoaition that it was not dirccéing irs
attention to the problem of.exc;ssive moerchandising of mutual fund shares
which arose out of give-up pracgiqgg; nor was it concerned, for this purposs,
with the efficiency, from a cost point of view, of wembers duplicating orx
multiplying the work which would have to be done by the lead broker in cous
nection with the order, i.e., mailing of confimations, receipt of certifi-

cates and funds, etc, HNor was the Exchange concexrned that the give-un
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represented an smount of lost income to the lead broker which was not
being offset by costs bme by the recipient of the give-up; these costs,
the B:acbﬁnge recognized, were duplicative aud did not lower the lcad
broker's costs, |
5. Fivally, the Excbavge propogal w@ not addressed to the
problem of tightening up its anti;-mbmte rule. Rather, the Exchange
position was based on the simple proposition that members should not bLe
compensated where they do no work amd that they should be compensated if
they do "some work," irrecpective of whether the work performed was nncessary,
efficient, feaulr.ed in a2 reduction of ezpenses for the lead breker, i was

related to the value of the work done,

The Commission Position
The Commission expressed its position in general terms in its

letter of December 22, 1965, where it stated the following:

"It is clear from your letter and from subsequent
discussions tnat uader your proposal membera would
continve to share in Exchange commissions as extra
compensation for wutual fund sales although it
might appear that technically they would provide
services ¢o the executing firm fo origineting or
transmitting oxders. In reality, however, any
services that such £firms would perform would seem
to be uonecessary fox the ezecution of the order
gnd for the wost part would create additional
papervork merely to justify & give-up,

Absent a countervailling showing, it would appear
that sharing in coomissions, in the sense of providing
rewvards tuat are uurelated to the execution of trans-
actions for bona fide customers, 18 not an appropriate
practice. Such arrangements should be distinguished
from the situation in which a broker-dealer is
selected by bis customer to execute an order and from
the performamce by other broker-dealers of appropriate
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and valueble services in comnection wich the txans-~
action. We think that % would be desirable to frame
rules dealing with this metter in geseral terms and
then to set forth specific critexis concerniug the
participation by othex brolkers in the execution and
the commissions. These criteria could include;, Zfox
example, whether the compensation received by each
paxticipacting broker bears a reagsonable relatiomship
to the sorvices actually performed by him; whether
persons paying commissions to & byoker are bona fide
customers of such broker; whether a customer directs
the method or maoner of execution and sharing of che
comaissions and tle size of the tromsactions.

in this connection, the best test of whether ¢
give-up is actwaliy compensation for services comnector
vith a tvansaction, such as execution or clearance, may
be vhether the portiocn of the commissior given up bears
a2 reasonable relationship to the intra-menber commission
rates set out in the Exchange Constitution.”

The Staff Fosition

The staff of the Comnission has had numerous discussions with Ehe
staff of the Exchange, We have expressed the following points of viscw:

1. A rate structure should fairly compensate the lead broker
for the services which it performs. If a particular minimum commission
i# set at a reasongble rate, the lead broker should fetain all of the
soamission except for payments to others for floor brokerage or clesrance
if.sucb services (a) are necessary for the completion of the trausaction,
¢b) ianvolve fumctions not perfozmmd'by the lead broker and (c) iuvolve a

cost saving to the lead broker,

2. A give-up to firms who did back office work to justify receipt
of a portion of the commission appeared unjustified. We took this posirion
since the lead broker would, under the Exchange proposal, esecute tha eatire

order and would be required to mail confirmutions for at least 502 of the
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res; thus any broker whe did the remainianp bock office confirmation

work would seem to be adding unnecessary and duplicative paper work. This
paper work, perhaps done by four orv five brokers who were not involved in
the execution did, of course, involve expenditures on their part. Hovcver,
a:lw. incremental costs to the lead broker for sending cut a single comiiye
mation representing the entire orxder and receiving all of the certificstes
was minfmal, perhaps even. nonexistent, while the additional costs to 211 the
brokers recceiving the give-up for doing the same woxk was substential, We
therefore took the poaition ¢hat while the recipient of the give~up pryformed
a function which was costly to it, such expenditura did act apprecialliy
reduge the expenses borme b§ the lead hroker since thke lead broker wa:
reéui.red to do all of thea floor brokerege and do the back office work for
at least 50% of the shores,

3. The Exchange's initinl proposal would not vesolve the problem
of excesgive merchandising of investment company shares or potentlal
excessive turnover of portfolio through compeusating dealers by means of
give-ups; rather the Ex'change. proposal would, if applicable to 21l Exvhanges,

imit the availability of givemyé to members of Exchanges, We theraicre
pointed out that not only did the Exchange proposal appear to create :a
inefficient rate structure in permitting unnecessary and costly rebates,
but it aid lictle to resolve the fundamental regulatory problems.

4, We also pointed out the Exchange pfopo’sal. would place tha
Carmission in a most difficult position vise-a~vis the rggiohal exchsenpes
since the regional exchanges would have to limit théi;: give-ups to repfonsl
exchange membexs. The reglomul exchanges, we noted, would argue thet the

aouembers of reglounals were as entitled to receive give-ups for doip:
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,Aéching on an oxder to the same cxtent as a NYSE mewber who performed

/_: . an uvonecessary and inefficient function, We stated that we did not wish
to put the Comuission in a position of having to defend the abolition of
give-ups (which would be difficult enough) in a content where the only
parties who would feel the pimnch would be the Regional Emchanges rather
. than the NYSE,
5. We also pointed out that many member firms arc losing monay
ou comnission business because they are pressured to giviog-up a very larxge
portion of their comuission income. The Exchange proposal would meot alleviare
this situation. In addition, it would create additional but unnecessiry
costs for the recipient of the give~up.

6. We advised the Exchapge that the Cummission had ample autihority,
and we believed would use it;, to prevent a custower who wes a fiduciary
from fnefficiently splitting-up an oxrder, {.e,, using wany lead brokous
in ovder to reward a wide vaviety of member firms, We stated that we aid
oot think that fiduciaries would attempt to use a& method of executlon which

was inefficient merely to reward persons for selling fund ehares,

The Dialogue

The Exchapge staff scemed receptive to the points wade by the
Comnission staff, They polnted cut, bowever, that there was a fundamental
difference of approach. The Exghange was concermed with the problem of
its memsbexs being compensated for “doing nothing." The Comnission staff
was couceraned that the "work done" by the reéipienc of the give-up shwuld

be necessary, efficient and sbhould not exacerbate the regulatocy problams
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"“f endered by give-ups. The Exchange countered by noting that scme of
;5?{/::j Conmittee mewbers suggested that if the Commission were concermed with

excessive merchandising of fund shares or porifolio turndver, theee'
problems would exist whether or not thare were give-ups since the fund
managers would merely n#mo a lead brokexr to execuie portfolio orders in

. rvelation to the amount of fund shares sold by him. The staff of the
Commnission noted, however, that th@s was uot likely since a substantial
portion of imstitutional orders involved the use of quite sophisticatad
brokerage talents prior to execution on the flooxr., This would necessitate
a3 fund manager using an institutionsl oriented firm, most of whom do act
sell investment company shires. We also noted that even if the Exchaupe
ataff was correct £n believirng that some brokerage business would be jiven
to lend brokers in reiatlonship to the business done, we could act sclve
all of the problems in the {nstitutional market and would have to be
satisfied with limiting the most grievous situation; i.e., the give-uy,

The Exchange staff posed a aeries of hypothetical, but very pimctical

situstions, which both pointed up the difference in spproach sud which

1/
requlred answers,

1/ It should be noted that the Exchonge Cost and Revenue Committee. as well
as the Exchange membarskip, is split on the proper approach., The Commission
steff approsch would tend to concentrate orders in the £irms most quslified
to execute orders with little glve-up or give-awsy to other fixms except to
the extent that such other firme did floor brokerage or performed a ¢iearance
or correspondent functiom vot performed by the lead broker. ({This lzttex
sicuation is somewhat rave since most of the major institutional fizias
perfoxm these functions themsolves.) The smaller Ewchange member under

{Footnote continued nex:. page)
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1, Lssume ar lavestment coﬁyany'choosas 4 member f£irm to annoube
an order and wishes to reward three or four broker-dealers who have porformed
regearch {or for selling fund shares) by naming them as recipients of the
give~up. Such filims would receive o give~up under the Exchange proposzl L£
they did back office work for a pro rata portion of shares in the ordow. Ve
advised the Eﬁchauge that we did not chiok it was feasible for o meubon
fizm to evaluate the motives for a dirvected give-us, Secondly, wa told
the Exchange that we were reluctact fo recomnend to Ghe Commission a
position which Lwplicitiy would vecegnlze as approprilate the use of fund
asgsets, l.e., commissions, for research over and above the paymens fu- the
advisory fee. Third, we stated that we could nof evaluate the quali&y of
the resesvch, the exteat to whiéh i& was required; cr uneeded, or wzel
{cven if properly psid for by fund asseis), or ithe extent to whiclh if wsy
2 subterfuge for selling fund sheres. Fivally, we iepaaﬁed oBY ALLULUALS
set forth above thak the recipient of the give-up meﬁely did papexr wock;
that it created an inefficlent syatom from the ovaroll commmlssion rate
structure and did mot lower the leed broker'c costs, We thercfove prin
ferred a cican break with give-ups dirveeted by lavesiment funds aud oaw

wiuch was easy to enforce,

tFootnote continued from page 7)

our proposal vould understandably prefor the initial Bxchange approach as
they would be vewarded for selling fund shares (Af they somd out zome of
the confirwutions), while under the Comnission staff spproach, they vauld
nct be able to look to thic pavticular source of revesug.
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2, Assume 8 bank which supervised a wide varlety of trusts for
various beneficiaries has followed a gemeral policy of acceding to th-
vishas of the beneficiaries im allocating brekerage. 1f the bapk recow.-
wepded the sale of Genoral Motors and consclidated the positions of ol
Ceneral Motors holdings inm all the trust accounts, wuould it wee a laad
broker and divide a portion of the commissions ncgoxding to the indiv:dual
instructious of the beneficisxics?

We advised the Bxchange that it was our understanding tha: msat
banks acceded to the wishes of the trust accounts as a mattexr of couri:zs:
and not contract, and that therefore it was wnot Incumbent on the Exchiage
commuoity to accept the Jdesires of the baoks. Secondly, we pointed cus
that some benks, Morgam Guaramty, for example, wers reluctang
%o administer trust accounts if they lost discretion as to the cheice of
the broker or the method of executlon. Third, we pointed out thag the
banks had & duty k¢ cbtaim tha begt exzscutions for their customers an. that
any system which ercated an incentive to go eitbsr to the MXSE cr to
vegiopel exchanges based upon the kind of “give-up” which was permint.d
caused couflict of interest problems which were not in the public intsrest,
Fourth, we noted thst tbough the "excessive merchandising"” aspects which
were prevelent in the sale of mutual funds did not cxist with respect (o
bank-directed portfolio orders, the Exchange should not be in & posiiion
of having to judge whether the bank was directing the give-up vorxtior of
«he commission at the instxuctioﬁ of the beneficiary or to veward meahay
fivms for depoaite or borrowimg. Lu this lanter situation, tbe confl-cy

of interes: whareby the baok wisked fo xeward depaositors of the bank warsus
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/its duty to go to the Lest market {where give-ups might not be pemniied)

seemed o us Lo be an impoxtent factor. TFimally, we repeated our obs:r-
vation that if membex fimms could afford to give-up substantial porticas
of their income it indicated the amount of “fat™ in the commisaion vas e
etructure and the propriety for s volume diséounta |

3. An {nvestmest adviser is given instzuctlous by the varioun:
socounts whigh it services to exrecute orders with a particsular broke:.
assuning that the advisei reconmends the purchase or sale of a sesurity
for =2 number of investieent accovats, should it be gble to choose a leud
broker fox the execution and require that byokex to give-up part of ira
commission to other fivms who arve members of the Exchange at the requust
of the beneficiary, It was the Commission staff view that if & oinliwwn
commiseion iz to be preserved, it should mot be subject to erosion at tge
request of customexs, We stated that if a pinlmm commission makes somge,
and if it 1s at an appropriate level, there should mot be excess legway to
give S0%Z of it away where the services peviomed by the recipient di¢ wut
lessen the expunses of the lead broker. Fuxther, we sew no reason {u
distinguiab the investment adviser fram the mutusl fund or the bank oiuce
in ecach of these cases the proposed give-up admitted to "fat" im the
commigsion rate structure z2nd created a éignificant amount of vunece Ly
costs to the Exchange compnunity as a whole. Oux statf took the same
gené}ai positiom outlined inm Wos. I, 2 and J above, im regavd Lo gdverups

directed by peasion trucks or corpurate clieats.
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4. A $2,00 broker such as Trumsn Bldwell, recelves orders o
sct as floox broker from many f£inancicel lnstitutions who lostruct Risdwell
to cleaxr through certoin desigmated f£imms, Bidwell is not a cleardny
ﬁémber of che Exchange and does nmot bove back office facilitfes. In this
cage we suggested there was an economic reasoa ot fustification fox vrhe
give-up of a reasouable amount since the fixms receiving part of the
commission would be performiog & necessary éuncniong 1.0, ﬁhey would
be performing a sevvice which could mot be performed by Sidwell valess
he significantly changed his method of operation. Thus, there was &
valid business reason which counld be justified from an efficiency potat
of view for the give~up, However, we stated that Bidwell, or others
similarly situaved, should limit themselves %o relatively few £irvme (ot
clesrsnce and back office work siuce v do otherwise would give theo an
unfeir advantage in the atcrnc&ion of érdezs over other msmberﬁfizum who
have their own back office and who could not attract institutioval Lusilusss
by offering a give-up ai the direction of the custa&arg

. & cuscomer wishes to purchase asecuvrinies through a memb.s
otber thun Lte regular broker whem such regular broker is notr avafleiie.
It wishes to dfixect a part of the commigsion to its regular broker. We
raised no cbjection since the problem is de minimus, does aot involve a
conflict of interest, end cavnct orxdinmarily be used by the custowsr iu

furthering ipappropriate securities practicea.
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We explained to the Exchange that we wished their Committes to
understand the staff’s thinking and to report back to us if they agrasd
with our approach. As noted sbove, there is, generslly speaking, a
division of opinion among the Ezchange members, depending upon whethzr
they define the problem as one of comflice of Intevest; insuriog, to rhe
extent possible, an .efficienz: rate stxucture; or as a prophylactic awasure
to resolve regulatory problems. Certsin Exchunge members iake the peaition
thac they have been giving sway substaotial porticus of their commissions
for many years; that it is an accepted practice and é;hat: even though it may
be inefficient, it is an accepted part of business life, We cobservers that
the Rzchouge, on five occasions, has requested counission rate inc.reze.-.sgza
and that in conmection with such requests, the Commission has examin:d
intra-mexber commission rate practices; that we are now asked to comsidex
the propriety and level of volume discounts and the extent to which the
rates are tmmble; that Exchange members cannot and should not get
iuvolved in deciding what kind of give-ups involve regulatory probleus
or conflicta of interest; that mewbers should not have to decide the
motivation of custawers who dizect give-ups; that the antitrust imppli~
cations of the discriminatory system of febates through the form of give-
ups has placed them in a most delicate position; that the regiomal
exchanges caunot be discriminated sgainst through e commiseion rate
structure vhich, in effect, only permits members to rewsrd other wembacs
who may be doing pothing nzcessary on the oxdex =- a system which is st
feasible on the regional exchanges becuuse 62 their difficulty in attvacting

aembaers .



The Exchange staff has told us tbat they explored our view:
with the Committee and that the Committee is prepaved to discuss th' s

matter further wich the Commission,

Joluns Riscounts

The staff advised the Exchange that it wished the Exchange
Gomuittee to cousider whetheyr the volume discount should be based unon
the execution of an order of a particular size in one day, one week,
ong mouth, or ome yeaxw (thé latter being in effect a class discount:;
whethexr the discount should apply only 4f the customex executed the ozdex
throvgh one broler oy many brokers; whether tixe discount should appily £f
a portion of the order -- perhaps a small portiom ~- wexe executed - the
regional excbange and if so, might the member chaxge the lower commission
yate on the small portioﬁ of tbe order executed on the regiounal eﬁthange;
whether the NYSE would revise its intra-member rates for f£loor brok.:rage
and clearvance in counection with volume distounts end, finally, whe'ber
the gwount of the volume discount élwuld appmxmsté the amownt ooi.xlly
glvenvdp at the direction of its institutional {nvestors in the exi:ciag
marker, We pointed out that @ falr measurs of ¢the smount of the veiuviss
discount might be the approximate amount which the Cowmittes members had
suggested for the maximum amount whick might be Ygivensupunder ite present
proposal, i.e., 50%4. We noted that unlike the give-up which beaméi».:ed
the managers of portfolio inves@nta » the volume discouut would be fow

the henafit of the underiying customer,
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The Exchange staff advised us that a volume discount was & most
complex matter since to a preat extent it depended upon the yeeolution
of the give-up problem sad in addition, it involved discussioms ox
negotiations with the regionsl exchanges which they wexe not prepaved
to enter into because of the present antitrued climate. We wexe aluo
advised that cextain membeys have recemtly expressed & stroag oppouition
to the volumg discount becsuse they contend it would réduca their < om-
missions without attracting any additional volume, 1In this comnection
it might be noted that éhe volume discount initially proposed by che
Exchange was criticized by inmsgitucional ipvestors simce it forced ihe
institution to inefficiently comsolidate oxders fn a wvery short period
of time (§ne trading day om one exchange) in order to xesp the beuncfits
of the discovnt. This might result in 8 few cents saving per shaee on
the commission paid, but in a significant dollar loss for the price of
tha shazeu, as a result of tﬁe forced block execution. We suspect that
many member firms share this same view and thet part of the opposition
to the volume discount con be explained by the method of its propo:ed
.operacion and the failure of the Exchange to design a proposal whi~h
would attrxact more business to it as & coﬁyatitive force with the *hird

maxket .,
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We advised the Exchange staff that the rate structure of a majoxr ‘
exchange could reasovably be designed to.be compatitive with other zxchanges
and with the thixd market; at the same &imés howvever, it should procuce
the waximum benefits te the public who should derive the benefits o: irs
flexibilicy; finally, the rate structure should not create regulatory
problems because of byproducts and zeactlons to it. We suéges&ed to the
Epchange that we could assis: in suggestiné éfopex approaches to a cvorrect
bulance of these three factors aund that the Commission's role to some
extent would heve to be that of e "unmpire” in protecting the Excham:e,
the institutional investor and the p.ublic,. from various economic preasures
which might result in chenge, not necessarily in any oue's Ses: intorese.,

We elso emphasized, that if the Commissiom were to be {nvolved im an overall
evaluation of the rate structuxe, paxticulgrly as the recormmendations on
give-ups or volume discounts affected the reglomal exchanges, tha Conmiss fon
would have to‘be sure that what it was recommending for New York made good
sense and was not unfair to xeasousble competiticm. We expressed tiws view
that the Bxchange’s imitial propossls o velume discounts and givewupé

could not be defended umder this Bfandaxd while we felt thse the suugestions
and approach offered by the staff;, and iv gereral tezms by the Commisaion
in its letter; could be defended and wexe quite fair to tha public «od to

the regionals,
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