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- ' i Mr, G, Keith Funsten
President

New York Stock Exchange
Elewven Wall Street

New York, New York 1000%

Dear Mr. Funston: ¢

We are pleased to submit the accompanying report on our study of floor trading, made pursuant to
your letter dated QOctober 3, 1963, Essentially this report covers the findings and presents the conclu- '

sions derived from our study and, in addition, expresses our opinion regarding the section on floor

@
traders of the Report Of Special Study Of Securities Markets Of The Securities Exchange Commission. || N
r! Mo
The recommendations submitted in the report recognize that the basic characteristics of the auction s E .
market for securities, conducted by the New York Stock Exchange, should be preserved'by retaining and :| E b E g;
improving all activities which contribute te a fair and orderly market for buyers and sellers. They also | ' § =]
recognize that effective functioning of an auction market in securities requires the presence of specula- !I g' Eg
tive risk-taking at various times and to varying extents, -depending upon conditions, and, further, that it |~ & o &
should originate primarily on the Floer of the Exchange where it can be intimately related to the needs i E o =
of the moment by guick decisions and where the activity can be fully controlled in the interest of protect- l:; B g B
ing the investing public. |.j§:.;n s E:P
i
In approaching this study, we were cognizant particularly of the complexities in conducting an 3 B2,
- auction market in securities and of the necessity of examining the gualitative aspects of perfoermance I

on the Floor, as well as the quantitative results of trading. To this end, our astudy group spent an
aggregate of approximately 50 hours on the Floor, observing its operations on "normal” daye and under
conditions of stress such as gccurred on Novernber 26, 1563,
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Mr. G. Keith Funston . -2 - February 14, 1964

We wish to take this opportunity to express appreciation to the members of the Exchange and to
members of the executive organization whe devoted much valuable tirme in asgisting us to gain the neces-
gary comprehension of the operations..

Yours very truly,

CRESAP, McCORMICK and PAGET
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1 - INTRODUCTION

Thiz chapter summarizes the background of this study, states the objectives and scope, describes
briefly the approach used, and explaing the arrangement of the report.

BACKGROUND

This study was undertaken at the reguest of the New York Stock Exchange for "an independent com-
prehensive pludy of fleor trading as currently conducted on the Floor of the New York Stock Exchange. . ..
The activities of the {loor trader - the Exchange member who buys and sells for his own account as he
sees fit - have been subject to controversy for many years. For a small minority of floor members,
it is their primary or sole activity. For a majority cof floor memberS. it is an occasional or frequent
adjunct to thelr principal activity as brokers or dealers.

The request for the present study stemmed from the findings and conclusions contained in the Report :
Of The Special Study Of Securities Markets prepared by the staff of the Securities and Exchange Com- o
mission and dated July 16, 1963 {Part 2), and referred to here as the '"Special Study. "' Section 11 of the h
Securities Exchange Act of 1934 authorized the Securities and Exchange Commission {(SEC) '... to '
regulate or prevent floor trading by members of national securities exchanges, direcily or indirectly
for their own account or for discretionary aceounts. ... " Ag¢cordingly, the SEC has from time to lime
made studies on floor trading activity, and the New York Stock Exchange {(NYSE, or the Exchange} has
made its own independent studies. As a result of these studies, the Exchange adopted rules governing
floor trading, 2nd the Exchange and the SEC established procedures for surveillance of trading. The
evolution of the rules has been well described by the Special Study (pages 226 to 237). Through these
rules, practices and other factors, trading activities on the Floor of the Exchanpge have been substanti-
ally improved over the conditions prevailing in the years preceding the 1434 Act.

I
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Traditionally, the regulatory powers of the SEC have been exercised in restricting floor trading on
the Exchange; there appears to have been no endeaver, by either the SEC or the Exchange, to sponsor
rules which would provide a frameworik within which the floor trading function could be constructively
used to improve the auction market. On the contrary, floor traderg and floer trading have been a focal
peint of continuing eriticism by the staff of the SEC - criticism which has reached the proncunced form
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of recommendations* that the Commission exercise the authority, granted by Section 11 of the 1934 Act,
to abolish floor trading.

OBJECTIVES AND SCOFPE
OF THE STUDY

The objectives established by the Exchange in its letter of authorization of the present study were
twofold:

1. A statement of your firm's opinion regarding the Securities and Exchange Commission Study
Report's criticism of floor trading {Ref: Chapter VI}, including appropriate comments on the various
statistical studies referred to by the SEC, and their ¢oncluding recommendations re complete abolition
of floor trading: and _ '

"2, If, after studying all the facts and pertinent opinions available, you conclude that floor trading
should be continued unchanged 22 to rueles and present practices you will so state, [f, however, you
believe it should be continued with some modification in the present rules, you will express your judg-
ment as to what changes should he made. ™ '

= )
«
1

The letier of authorization indicated that the study should be addressed to, '"but not necessarily
restricted to," the study objectives stated abowve.

X

These objectives were interpreted as constituting authority to reach whatever conclusions and to
formulate whatever recommendations the study's findings appeared to warrant. The franchise of the
assignment was regarded as permitting recommendations which might range from complete agreement
with the Special Study, on the one hand, to complete agreement with the position of the NYSE, on the -
other.

bz ey P —
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*Repert to the Commission by the Trading and Exchange Division dated January 15, 1945, p. 44; and
page 241 of the Special Study, referred to above.
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Furthermore, the complicated mechanism of the NYSE, and its unusually close interrelationship of
functions, prevent the isolation and examination of one specific area. While cognizant of the scdpe of the
assignment, the studyteam felt compelled to take a broad look at member trading, for any change of the
NYSE mechanism inevitably affects more than the one area in which the change is made.

APPROACH TO
THE STUDY

T

The survey team of Cresap, McCormick and Paget included personnel with previous experience in
the securitigs bisiness, who thus had a background for'understanding the operations of the auction market
which woitld not otherwise have been attainable within the time specified for completion of the study.
Regarding the approach to the study, the letter of authorization specified:

" To conduct this study, the New York Stock Exchanpe will make available to you all pertinent
reports, studies, floor trading data used for surveillance purposes, and other appropriate
material you may wish to examine. We will arrange for whatever visits you wish to conduct
with fleor traders, other Exchange membe rs, Exchange officials, and staff members of the
SEC if you wish. You may talk ta any of thermn privately and confidentially, as you believe
degirahle, i

Aecordingly, the study was approached in the following principal steps. i

Review of trading rules. The trading rules were studied and inte rpretative conferences held with !
officials of the Floor Department of the Exchange. |

Study of floor operations. The survey team devoted approximately 50 hours to observing operations
on the Floor and to discussing with members on the Floor the way in which all categories of participants
in the rmarket function.

_é-‘é{?/éﬁ'awu ‘SHYH~m50

Statigtical analysis. Various statistical tests were applied to the floor trading activity in an effort
to define the relationship of floor trading to price change.

Review of reports and floor trading data. Pertinent reports were obtained and reviewed, and sur-
veillance data of the Exchange were examined and analyzed where appropriate. Explanations of surveil-
lance procedures were obtained from officials of the Floor Department, and conferences were held with
members of the Department of Research and Statistics repgarding analyses of statistical data.
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- Conferences with NYSE members, allied members, Approximately 75 commission brokers,
specialiats and floor traders were interviewed to ascertain their pelicies, methods and practices in

conducting their operations on the Floor and te obtain their opinions on the performance and responsi-
bilities of floor trading.

Review of Special Study. The section on floor trading was reviewed and the facts, implications and

conclusions were ca_n:fully_cnnsidered. Also, other paris of the 5pecial Study having a bearing upon
floor trading wete Teviewed.

{hegtionndire én memhber trading. To obtain full benefit of the experience of commission brokers,
specialists,-’*dddl‘lﬁt ‘brokers; floor traders and other members, a questionnaire dealing with floor trading
was prepared and seat to all members. Approximately 900 questionnaires were completed and returned,
and the results, together with the gquestionnaire form, appear in the Appendixes.

Interviews with other experts. Beyond the forepoing steps, over 40 interviews were conducted with

individuals regarded as reliable sources of information en the execution of orders on the NYSE., These
included traders and cofficers of investing institutions such as banks and investment companies, individuals
now Gor formerly associated with the SEC and 5EG Special Study, and officials of the Federal Reserve.

. . . . I
The mass of data thus assembled was carefully examined and interpreted, and opinions, conclusions |
and recommendations were formulated for presentation in this report.
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ARBANGEMENT OF

THIS REPORT

IT

ITI

IV

Vi

r

Introduction (this chapter)

Member Trading Practices And Problems - which expleres policy variation by firms and
extent of participation by members in this activity '

Flogr Trading Operaticns - which analyzes floor trading activities from both a statistical
and qualitative point of view,

r

Floor Trading And Price Trends - which examines stétistically the relationship of fleor
trading with price stability and price trends

Opinion Regarding The Floor Trading Section Of The Report Of The Special Study Of Secu-
rities Markets - which reviews the Special Study of the Securities and Exchange Commission
and expresses opinion on its findings reparding floor trading

Conclusions And Recommendations
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{;%x : . A | Iil - MEMBER TRADING PRACTICES AND PROBLEMS
SO e h
Ta e L. . L [

:,E?'i&-f;:“-'! T e : : Trading by NYSE members for their own or their firm's account has traditionally been separated
o . ) into transactions initiated on the Floor of the Exchange and those initiated off the Floor. This has pro-

] 4 PRt . ! vided an irnportant point of differentiation for trading activity, but has alsg engendered a number of
wTL o ) problems in defining what constitutes a floor trade. Also, there appears to be some confusion at times
PR . . ' ' over the category into which a member trade falls.

This chapter will examine the voiume of member trading; trading policies and practices of mem-
bers and member firms; conflicts of interest which may arise; the ethical problem of floor trading:

and the internal and public relations problems arising from floor trading. Some general observations
i are then made regarding certain larger aspects of the problem,

VOLUME OF
TRADING

- In 1937, on-flgor trading volume represented 6.8 per cent of twice-total round lot volume on the
NYSE. [t declined to slightly more than 3 per cent in 1946, and in 1962 was 2.3 per cent of twice-total
volurne. In recent years, it has generzlly remained within the range of 2 to 3 per cent. Off-floor trad-
| tng., on the other hand, in 1962 accounted for just under 5 per cent of twice-total volume. Since 1937,
- 1 it has ranged from 2.9 to 6.1 {in 1949) per cent. For the two categories combined, member trading
| currently accounts for between 7 and 8 per cent of twice-total volume on the NYSE.

i FIRM PRACTICES

[

B3REAN Teivh Tr _y O HAREYEY

I AND POLICIES

Exhibit II- 1, prepared from the results of the questionnaire sent to all members, depicts the
answers of the respondents to the questions of how often they traded on the Floor and off the Floor,
for their own or their firm's account. Completed questionnaires were received from approximately
two-thirds of the membership {(895],
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EXHIBIT - E-
NEW YORK 5TOCK EXCHANGE -2
QUESTIONNAIRE RESPONSES, ALL MEMBERS TRADING FOR E
OWN GR FIRM'S ACCOUNT §
7
QFF FLOOR §
ALMOST ABQUT ONCE | ABOUT ONCE A FEW TOTAL
D AILY OR TWICE OR TWICE TIMES A MEV ER ND ANSWER
A WEEK A MONTH YEAR
ALMDST iz 17 7 41 e | | 102
DALY (in (4} {14} {3} {34}
ABQUT ONCE
OR THICE - d 11 2 14 - &5
A WEEK
ABOUT ONCE
oR THICE 1 B 1t 20 16 1 55
A MONTH (1 (1)
N
[+
FLCCR g
A FEW 1
TIMES & 1 3 B 134 I[.EIII!] 1 {2?;’ -
YEAR . Ne 5L
-1
1 E =
I =
LEUE
NEVER 25 L7 23 130 217 6 418 : g* ?"'
: 8 o & 3
goHy
Ay [l
‘o ANSWER l ) . A 1 11 18 - = o
(1 (n (»  RNIizH
$"\ﬂ =
:au*
53 81 361 352 20 895 |
TOTAL 4% (13) (4) (16) (4) (n (38) [

NOTE: Figures in porentheses indicote respunses fram members whose

principal activity is Flaor trading.
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Exhibit [I-1 shows thatamaong floor traders, of whom 34 trade almostdalily onthe Floor, 13 also trade
about once or twice a week off the Floor, and anly 3 of the 34 never trade off the Floor. On the other hand,
12 members who said floor trading was not their principal activity stated that they trade almost daily,
both on and off the Floor. Nine of the 12 are commission brokers from variocus-sized firms. In addition
to the 34 floor traders trading alrnost daily on the Floor, 68 ather members fall inte this category, in-
cluding 37 commission brokers, 10 $2 brokers, and nine specialists.

This exhibit, plus numerous interviews with Exchange members and information gathered [rom

!I Form B2's {a form submitted daily to the NYSE to report all floor trades} is evidence that, while the

' so-called full-time floor trader rnay be responsible for a large percentage of the floor trading volume,
a significant number of members whose principal activity is not floor trading are engaging in it quite
frequently. Another important point is that more than 300 members responding to the questionnaires
trade hoth en and off the Floor with varying frequency.

i Member trading on-floor is subject to more restrictions than member trading off-floor. NYSE
Rules 108, !0% and 110 place restrictions on transactions originating on the Floor, but do not apply to
member orders originating off the Floor. An off-floor order, upon reaching the Floor, is accorded the
same status as a public order. In addition, although the Exchange rules are quite explicit in defining

the physical boundaries of the Floor and the difference between an on- and an off-floor order, there

5till remains a gray area which has led to considarable confusion on the part of some members regarding
on-floor and off-floor trades. A questionnaire comment from a specialist sums vup the problem and
explains how he and many others interviewed resolve it; "I never use ofi-floor trading rules for my own
or firm's account. It is my feeling that, if I or my partners are on the Floor, there is a gray area where
the conflict with the rules can ocour. Since both firm and personal trades are rare, I find it gimpler to
kave the time and tick recorded on every transaction. "

Floor traders, because of their presence on the Floor of the NYSE, are generally considered to
have an advantage over members trading from off the Floor. Paradoxically, there exists an area in
which the true floor trader is at a distinct disadvantage compared with other members. A nurmber of
member firme which conduct an active trading operation, for their firms' account, in stocks listed on
the NYSE, will typically have one or more partners on the Floor or they may use the services of a $2
broker; at the same time, they may have one or more partners off the Floor following the ticker tape
and other market information sources. While evidence indicates that these firms are very careful to
observe the rules regarding what is on-floor and whal ig off-flogr, they nevertheless have the advantapge
of a broader scope of trading cperation, o
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CONFLICT OF
INTEREST

An area of which the Exchange and its members are keenly aware is conflict of interest. Regarding
the conilict which may arise when a member trades for his own or firm's account, on or off the Flaor,
and also handles public orders as part of his activities, the NYSE has rules of long standing to ensure
that public orders receive preferential treatment. For instance, Rule 92 prohibits a member from trad-
ing for an account in which he has an interest if he has an unexecuted customer's market order.

A pumber of member firms dealing with the public, and keenly aware of the potential conilict, have
irnposed restrictions on their members over and above the NYSE rules. Some firms prohibit entirely
their floor mermbers from engaging in floor trading. Orders for their accounts must be entered cutside
cf trading hours; some firms stipulate that members' orders must go through the order desk the same
as any other order. Other firms prohibit members from carrying securities in 8 margin account, Ancther
policy sometirnes adopted requires members to pay full commission on all trades for their own account.

It appears that the intent of all these restrictions is to ensure that pubklic orders handled by these firms
are executed in a manner which results in the fairest treatment possible for the customer, and that firm
members are expending their time and effort in the customers' behalf.

Ag the questionnaire results and information from interviews show, 2 sizable nurmber of floor mem -
bers do trade for their own account and also handle customer orders. One of the main contributions
which the {loor trader can make is to be willing and able to step into a hectic market situation, and by
his activity help dampen any excesses. It is during these periods of unusual rnarket conditions, when
the floor trader is most needed, that a broker engaped in handling customer orders will, by reason of
executing them first, be least likely to conduct his floor trading activities in a constructive manner,

However, since there are numerous occasions when the transactions of commission brokers, acting
on their own behalf, do contribute to price continuity, the problem consists of finding 2 means whereby
these members, with the capital and the desire to engage in transactions for their own account, may be
enlisted constructively to improve the operation of the auction market - but with such activity, at all
times, governed by the well-established principles which determine conflict of interest.
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THE ETHICAL
FROBLEM

SAMH IR YO LN JHL S9 D307 S

An intensive effort was made to determine how members conduct themselves on the Floor of the
Exchange, especially when trading for their own acecount. The Wall Street adage, "A broker's word is
his bend, ' is in general regarded not as a hackneyed slogan, but as a code under which Exchange mem-
bers transact their business. Despite this high ethical code, there are some areas which need improve-
ment and clarification. In the questionnaire, members normally on the Floor were asked if they had
observed any instances of questionable floor trading practices. Of 67% members who responded to this
guestion, 231 answered yes. Members were allowed a rnultiple selection when answering what specific
practices they had observed. The two rmost common praclices answered were congregating by floor
traders and dominating markets. NMNine {loor traders chserved instances of other flsor traders congregat-
ing in certain stocks, as did 52 specialists, 91 commission brokers and 18 $2 brokers.

The term "congregating' may mean that 2 member was physically inconvenienced by 3 large number
of traders and olhers a2t a particular post, or it may mean that the presence and activity of these persons
tended to make transactions of other brokers more difficull to execute. While 179 members observed
instances of congregating, 98 memberz observed instances of floor traders dominating the ma
There were a lesser number of GIher questionable practices, but the guestionnaire, “observation and
many interviews indicate that the main problem does not seem to be one of individual ethics. Rather,
the problem is inadequate surveillance by Exchange povernors and officials. Also, members complain
that rules are not uniformly interpreted by those charged with this responsibility on the Exchange Floor.
It is normal to expect some differences of opinicn within any group of men or the interpratation of dif-
ficult regulations, but the problem seems to extend beyond the normal differences that might be expected
and suggests the need for improved surveillance procedures.
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INTERNAL AND
PUBLIC RELATIONS

The NYSE iz unquestionably the foremost institution of its type in the country. In terms of securities
traded on the Exchanpe and the prestige surrounding it, it far surpasses all other markets in the United
States. Not surprisingly, the Exchange expends much effort and money to educate those working for its
member firms, and to inform the investing public of the merits of the auction market. Unfortunately,
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one area which has been almost totally neglected in these education and public relations efforts has been
the role of the floor trader. Consequeatly, financial writers, investors, off-floor Exchange members
and registered representatives of member firms tend to aim many of their ¢riticisms of the Exchange

at this category of member, Lengthy interviews with many of these people show they have little or no
understanding of the contribution which a constructive proup of floor traders can and often does make on
the Exchange Floor., Thus 2 lack of understanding has contributed to a negative feecling toward this group
and has focused on the unconstructive aspects of {loor trading.

GENERAL
OBEERVATIONG

It seerns significant that, of an estimated average of 850 members active on the Floor each day,
only 33 are classified as floor traders. Further, statistics presented in the Special Study® show that,
since 1935, the number has varied between 22 and 34, Engaging in floor trading activities requires a
combination of competence, capital and inclination. Since many others possess both competence and
capital, the unanswered question bhecomes, Why do not a substantially larger number make floor trading
a full-time occupation if it possesses the various advantages for profitable operation cited by the Special
Study?

It also is significant that, while trangactions of floor traders are scrutinized to ascertain the extent
to which they exert a stabilizing effect, there is no corresponding analysis {as gifficult as that may be}
of some of the principal causes of price fluctnations generated by '"public orders. '™ It is entiraly possible
that large speculative accounts are factors; it is equally tzue that information and rumors circulate with
armazing rapidity, and that many speculators in and out of brokerage house board-rooms are rnotivated
as if they were acting in concert. The resulting "public orders' are entered and executed with little
repulatory restraint, whereas floor traders - if they are the individuals on the other side of the trans-
action - must conduct themselves within the preseribed limitations of Bules 108, 109 and 110. It would
seem possible that, even with the described advantage of 'feel of the market' gained through presence
on the Floer, the floar traders may frequently be committing their capital on much less positive infor-
mation than poessessed by speculators {nonmembers).

+Appendix VI-H Table 3
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Among still other significant peints which should be considered is the irmpact on the auction market
{and the participants who may be trading for their or firm account) of orders for the account of securities
dealers engaged in the "third market'" - orders which are classified as '"public orders' because they are
from nonmember:firms. Taking the broad point of view leads to an awareness that the practice of trading
of members {or their own or firm's account can be improved, as will be discussed in further detail in
the next chapter; but it can also be argued that the special advantage may be more in theory than in
actuality, and that an action promulgated' in the public interest and for the pratection of investors, "
however well-intentioned. may be comparable to class lepislation unless the coripin of “public orders?®
is as well-defined as the statistics on floor trading.

These observations are made as a preface to the discussion of floor trading operations because
they should be recognized and undarstoed when such operations are examined on a statistical bagis.
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I1I - FLOOR TRADING OPERATIONS

The first section of this chapter points cut the diversity of floor traders' activities and how these
affect the functions they perform. The second section discusses floor trading and market liguidity,

A - DIVERSITY OF FLOOR TRADERS' OPERATIONS

Although all floer traders have access to the same facilities, the survey findings reveal that each
trader has a trading pattern peculiar to himself.
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A third differentiating characteristic of floer traders is the manner in which they move about the

There are some who prefer to stand in 2 crowd, develop a feel of what's
DOthers

CHARACTERISTICS
OF TRADERS
] One major category is characterized by how much timme a2 member devotes to trading. For some, :‘:.f

it is a full-time occupation, and all their efforts are directed to trading. At the other extreme are the ve
members whose principal activity is not trading, but who execute an occasional transaction for their e
OWR ACCaunts. ) t —
AT
; _ w8
' Floor traders can also be categorized according to the amount of capital they have. There appears ~ £ &
to be a strong correlation between capital and the type of trading operation a member conducts., Members ?i. "
M with large sums of money can take larger positions in individual stocks and be active in a broader num- : _ 3
ber of securities than members with relatively less capital, And in acquiring or liquidating large pesi- E’- E—
| tions, a trader is alrnost forced to buy on weakness and sell on strength in order to get in and out of a 5. Jli A
r I ‘i pesition profitably. Thus the larger the trader, the more likely he is to act in a stabilizing manner. §§E
e Rt

floor and enter their orders.
going on, acquire some stock and perhaps even continue to remain at the post and ligquidate.
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will approach a post, buy or sell almost immediately (if the rules permit) or leave an order with the
specialist and move on. Of course, there are many variations of these patterns and traders may change
their own pattern frequently, but, in generazl, members tend te be of one type or the other.

A leas precise distinction between traders, and one which carrelates with, but is not limited to,
the amcount of trading capital availahkle, is the member’s inclination to buy on weakness and sell on
atrength. Basically, a trader must go with the over-all trond of & stock. However, within each major
trend, frequent price reversals eccur which may be of only mornentary duration or of greater rnagni-
tude. Some traders utilize these reversals to acquire or sell steck and as a result perform a counter-
speculative function, Opposed to this is the trader who typically buys stock in a rising rnarket, reaching
above the last sale and hopefully sells later at a higher price, The net effect of this speculative trading
is not constructive to the market although it may be profitable to the trader,

An area which is similar to the previous characteristics, but is lmportant to examine by itself,
is the participation of floor traders in handling large blocks of stocks which come to the Fleoor, This
is terrned a distributive function. For example, the holder of a sizable block of stock wants to ligui-
date it as guickly as possible, Lut without forcing the price down too sharply. For several reasons,
the specialist may not wish to buy the entire block himself and one or more floor traders will step in
and buy a portion of it. The entire block will probably then sell at a discount irom the previcus sale.
Depending on the size of his position and his intentions, the trader will gradually liguidate or distribute
the stock rmuch as the specialist would do so. This function, which the Spacial Study praised in its
report under the heading of "Quasi-Specialist, " is most constructive to the market and gensrally profit-
able to the trader,

While there are many additional characteristics which distinguish floor traders, the last cne to be
discussed here is the trader's investment objectives as a function of time. At one extrerne is the short-
term trader who is likely to be in and out of 2 position within a day and unlikely to carry any sizable
pogitien overnight, This may be dictated by his capital and frequent use of the daylight margin require-
ments, or may be his personal preference or both, Conversely, there are members of whom the term
“trader' iz a2 misnomer, for while they buy and sell for their own account, they are interested strictly
in leng-term capital gain, In between iz a category of member traders who will take a position in 2
stock, typically remain long, but increase or decrease their position from that base as long as they are
still confident of price strength in the stock. Their aim is to convert a portion of their posgitien into a
long-terrn capital gain, but they will take numercus short-term gains and losses in the meantime.
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NEW YORK STOCK EXCHANGE

CRARACTERISTIC BEHAVIOR OF LARGER FLOOR TRADERS
N TERMS OF BROAD FUNCTION PEING FERFORMED

Functiaon

EXHIBIT III-:
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What this qualitative analysis suggests 1s the potential value to the market of the counter-speculative
and distributive functions, as opposed to the speculative function. In their counter-speculative and dis-
Hjtrihutivc activitics, the fewer and larger floor traders are typically employing more capital, and employ-
ing it more profitably. In speculative activities, all floar traders are typically employing less capital {per
transaction) and employing it less profitably, it was this phenomenon of the market place which reminded
one $2 broker to observe an his questionnaire: "Wall Street Proverb: All traders die broke,
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B - FLOOR TRADING AND MARKET LIQUIDITY

DEFINITIONS
OF LIQUIDITY

"Liguidity' is the single meost important attribute of the auction market in securities, and, histori-
cally, stock marketis have been measured according te the liquidity they provide. No investor would trade
his cash for securities if the mechanism to liquidate, to convert hiz securities back to cash, did not exist.

The New York Stock Exchange is the [oremost facility in the world for accomplishing this conversion,
and its defense of floor trading's contribution to liguidity is probably the major reason why floor trading
has been permitted to continue. 50 sucecessful has the Exchange been in achieving liquidity for its listed
securities, that this fundamental economic and financial term, in modern Wall Strest usapge, has taken
on a wider meaning, including the concepts of "'continuity' and "'stability' as well., Thus, in addition to
a stapding mechanism {or converting securities into cash, the Exchange undertakes to ensure that each
conversion will take place al a price reascnably close to the preceding price for a given security {con-
tinuity}, and that fluctuations in these prices will be held to a minimurm {stability).

With only rare exceptions in recent years, the New York Stock Exchange has maintained its ability
te provide the basic opportunilty to ligquidate - a cash bid at some price - for all sellers on all occcasions.
Its efforts to provide continuity and stability as well, regardless of the amount of stock offered and
elapsed time required for the sale, have given 'liquidity' 2 somewhat changed meaning. It now connetes
what might better be called "fluidity, " meaning sheer volume of trading during a given time period and
¢haracterized by bids and offers close to the last price. This fluidity, provided it is sufficiently balanced
between those wishing to sell and those wishing to buy, is the most important ingredient in the modern
auction market even though its meaning is broader than that of "liguidity, ' meaning "epportunity to
liguidate. " Much of the controversy over floor trading revalves around the liquidity-liquidation versus
liguidity -fluidity concepts.
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LIQUIDITY AS THE
OPPORTUNITY
TG LIQUIDATE

The Exchange's rules specifically provide that, in a siteaticon where investors penerally would wish
to ligwidate, floor traders too may liguidate without restriction. Accordingly, floor traders are under
ne formal reguirement to contribute to liquidity within the stricter definition of that terrm (1. €., maintain
the market's ability to accommodate liquidation), nor would it be possible to impose such & requirement.
A flogor trader, to protect his capital like any other investor, would react to such an obligation by seeking
to evade it in times of unbearable stress, or by refraining from floor trading altegether.

The Special Study has criticized the role of floor trading in pericds of market stress, maintaining
that "t disappears when it is needed most. " The interviews, statistical studies and the guestionnaire
returns for the present study agree that, as a2 rule, members on the Floor will be found on the s&ll side
in perieds of ligquidation. They indicate alsa, however, that a2 handful of the large {loor traders regularly
step forward to buy in times of crisis.

Exhibit II1-2 presents a summary of floor trading on November 22, 1963, the day of Preaident Kenned
assassination, and on the following trading day. The exhibit compares purchases and sales by the five

floor trading accounts most active on November 22 with all other floor trading and with total volume. The .

time perigds examined are:

- The opening to 1:Q0

1;00 to 1:35, at which point reports of the 1:31 shooting first began to reach New York

The 15 mminutes from 1:35 to 1:50

The final 17 minutes of trading, from 1:50 to the early closing of the Exchange at 2:07.

The exhibit ¢clearly shows the difference in performance between the well-capitalized floer traders on the
ong hand and the smaller floor traders, when considered in the aggregate, on the other. The five largest
traders were especially prompt to sell during the first vague reports of the shooting, and accounted for
35 per cent of all floor trading sales durirlg the period from 1:35 to 1:50. Nevertheless, while buying
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FLOOR TRADING ON THE NEW YORK STOCK EXCHANGE

EXHIBIT Ii1-2

FREIDAT MOVEMBER 22 AMG TUESDAY, MOYEWBER 2&, 1941
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during this psriod about half as many shares as they sold, their purchases accounted for fully 54 per

cent of all floor traders’ buying. The difference is considerably more pronounced during the savere

{ decline in prices of the final |7 minutes of trading. During this time, the five largest traders bought
1 27,600 shares, or twe thirds of total floor trading purchases, while selling only 300 shares.

| During the entire peried from 1:35 to the close, the five largest accounts were net buyers, while
all cther traders, in the agpregate, sold,

Relatively large trading capital and unusual risk-taking ability appear commaon to all five ol these
traders, and the interviews with them revealed two major, related motives for their actions.

- First, panic liquidation is likely to be followed by a2 sharp price reversal.

- Second, competence at his occupation requires that a floor trader act on this conclusion.

il The marl‘?ét opened stronger the following Tuesday and prices advanced during the day. Floor traders
i supplied stock into the rising frend, selling considerably more shares than they hought.

' LIQUIDITY

]

AS FLUIDITY N
1' e
Al While only the larger traders appear Lo step forward to help in titnes of panic liquidation, it is these -
same traders who contribute most to a fluid continuity of markets and hence to liquidity in the more com- =
monly used sense. An important illustration of this contribution is at the daily opening. The larger E

and sell orders in order to maintain cloeser continuity with the previous day's closing price. The Exchange
staff has recorded many of these occasions, and a commission broker's statement is typical of many:

i "Generally the good. well-capitalized floor traders are very helpful in either taking a (long) position or

d {going} short to supply stock, particularly on delayed openings or reopenings. " The floor traders invelved,
of course, hope to reduce their positions at a profit when the imbalance corrects itself.

E floor traders (as well as ofi-floor traders}) are frequently called upon to help oifset an imbalance of buy
|

e A I Y

BOT-8 UOYIves

-

On the {loor of the Exchange, and in securities dealing generally, narrowness of the spread between
bid and ofier is a eritical measure of a market. Of necessity, whenever a floer trader, or any member,
buys on his own bid or sells on his own offer, he will have outbid or underoffered the competition and so
acted to ""close the market. "' Several questionnizire respondents pointed out the advantage of this condition,
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including a commission broker who replied: "If the specialist systern is to be maintained as the bagis of
the auction market on the Exchange, the floor trader iz the gnly real competition for the specialists in
the maintenance of close bids and offers. " Andagain, inthe words of a specialist; "If all specialists were
always able and willing to make good bids and offers, then traders might not be necessary, but (the

apecialists) are not. The traders help [iil the gap. "

Although their trading accounts for only some 2 to 3 per cent of twice-total volame, floor traders
are uniquely able to provide such competition by reason of their ability to profit from fractional price
changes. Thus a trader might seize an aopportunity to ocutbid a gpecialist and succeed in buying, and
then immediately offer the stock to new buyers at a price under that of the specialist's offer, though at
an eighth or gquarter profit to the trader. Market liguidity, in the sense of continuity and {luidity, is

clearly served by sych a transaction.

A trader's purchase on another member's offer, or 2 sale on another mernber's bid, does not in
itself act to close the spread. It does, however, provide "the other side'' to a transaction.
inasmuch as the other mernber's bid or cffer, in order to have had the floor, must have represented a
narrowing of the otherwise available spread, and assuming the quote straddled the last price, the trader
cornpletes 2 transaction that represents the ciosest continuity possible,

LIQUIDITY
VERSUS STABILITY

The most popular defense of floar trading frequently advanced by NYSE members is that all buying
and gelling, in that it contributes to the momenlary price, or "liquidity, '" has a beneficial impact on the
market in general. This defense involves a contradiction. That the modern tendency to equate liguidity
with continuity, or often sheer volume, can fundamentally contradict price stability has been pointed out
by the Special Study and may be illustrated as follows: last sale 50, an ali-time high for stock XYZ,
and quoted now 49-3/4 to 50-1/2 as floor trader A enters the crowd. If A buys the stock offered at
50-1/2 he iz applanded for providing liquidity - that fas, for providing the other side of a public lirnited
order to sell that might not otherwise have appeared. Ignored, however, is the fact that his purchase,
executed on an up tick and at a new high, would usually be defined 2a a destabilizing influence. The

[requent gccurrence of this kind of situation and its influence on at least the mormentary directicon of price

trend have been recognized by the Exchange and by the SEC, and have led to severe restrictions on floer
traders' buying, deapite the concomitant impairment of the fluid concept of "ligquidity. "
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. A second contradiction is found in the historie argument over congentration raised by the SEC.

Floor trading iz necessarily concentrated in relatively few stocks. It is, of course, precisely in such
stocks that one may expect to find speculators of all kinds, attracted to them by the same motive. The
Cresap, McCormick and Paget study revealed that 49 per cent of all floor trading during a two-week
period was concentrated in 5 stocks - all of which were regularly on the "most active'' list, characterized
by sharp price reversals and as popular among speculaters in brokerape house board rooms as arnong
floor traders. It is in just such stocks, however, that imbalances of buying and selling most frequently
occur, and where constructive trading (i.e., to offset imbalances} is most needed. These are the stocks,
for example, that subject specialists to their most severe tests and often provide their greatest profits.

The argument that concentration is undesirable iz a somewhat contradictory one. DBoth the SEC and
a great rnany questionnaire respondents have accused floor traders of congregating and dominating the
market for 2 stock. It seemMinconsistent to require, then, that they trade in inactive stocks, where a
salitary trader might necessarily dominate the market and stand guilty of price manipulation. Although
it would be impossible to concetve of floor trading, or any other speculative trading, concentrated in
other than speculative securities, floor trading may nevertheless be measured according to its influence,
if any, on price trends in these slocks. If floor trading does, or can be made to, dampen price swings,
it is precisely in the active, wolatile stocks that floor trading is needed moslt.
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IV - FLOOR TRADING AND PRICE TRENDS

Regarding the over-all relationship of floor trading to price trend, all observers and all statistical
studies have agreed on one point only: floor traders' buying and selling zctivity is sometimes with the
trend and sometimes against, The NYSE and SEC disagree on whether it is more often with or against,
and en a method for measuring the trend itself.

A - METHODS OF MEASURING PRICE TREND
= .

TICK TEST
METHOQD

As an indication of trend, the Exchange employs tick tests, wherein a2 transaction at a price higher
than the last price is considered to bave occurred on a plus tick {+), and a transaction at a price lower
than the last price, on &2 minus tick {-). If a transaction oceurs at the sarne price as that of the last
transacticn, but that price is higher than the last different price. a zero-plus tick {(0+) has been posted.
A zero-minus tick (0-} is the reverse. All sales on + and 0+ ticks and all purchases on - and 0- ticks
are vonsidered by the NYSE to be stabilizing transactions according to the "'straight tick test. '

All short sales are prﬂhibited by NYSE rules from execution on 0 or 0- ticks, and floor traders are

restricted under certain circumstances from buying on + and 0+ ticks. NMNevertheless, various statistical

samples have shown that, on the straight tick test., floor traders' stabilization rates fall mainly within
the range of 40 par cent to 60 per cent.

In its sections on Specialists and Floor Traders, the Special Study has raised significant objections
to the tick test. The Study points out, first, that this measurement shows cnly the relationship of a
price to its next preceding price and gives little clue to any longer-term price trend. It also points out
that all purchases on the bid and all sales on the offer are necessarily stabilizing, according to the

straight tick test, whenever the quoted market straddles the last transaction price, as it frequently does,
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and that the Exchange ordinarily does not use the straight tick test at all. Rather, a more liberal for-
’ mula 15 employed wherein purchases on + and 0+ ticks, whenever executed at prices below the prea-
ceding day's close, are also regarded as stabilizing. The rationale for this liberalization is sound and
understandable, for it seeks to regulate only those destabilizing purchases that might tend to force
prices higher than those posted in the past. Nevertheless, the relation between tick and trend is a

tenuous one, as will be shown in a later section.

SERAZHY TOMHIWN 3] 0y O350 - |

CLOSE-TO-CLOSE
METHOD

i The SEC has customarily measured floor trading by its relation with changes in prices from one
trading day te the next. This approach is illustrated in Exhibit IV-1, where reported floor trading is
compared with daily price change in certain stocks. The stocks selected were those in which {leor
trading exceeded a predetermined minimumn percentage of total velume., as rneasured by the Exchange's
narmal surveillance standards. The period from September 23 throuph Qctober 4 was selected because

it ernbraced 10 consecutive trading days that:

el i T

- Occurred after Labor Day but before the tax-selling scason

| -
fi; - Included no holidays I by B‘
I a

- S8aw the Dow-Jones Industrial Average firat decline {from 746. 06 toe 732.79), and then advance :' — E E
[back to T44. 68}. ) %’5 E
1 = @ ? =3
j The exhibit shows that floor traders, in the aggregate, bought more shares than they sold of 74 stocks ; o = 3
y out of a total of 105 stocks that experienced one-day advances during the 10-day peried. Floor traders o0 5 2
E were, on balance, sellers of 26 of the 105 advancing stocks, and, in five of these stocks, traders bought - 2 E -
1 exactly as many shares as they scld. Of 86 stocks that experienced one-day declines. floor traders ! :’ H 5 =
were net buyers of 41, net sellers of 41, and their purchases exactly offset their sales in 4. When total ‘*QE 2 B
floor trading in all stocks is considered, the exhibit shows that floor traders bought or sold in the same '§g‘ﬁ :

direction as the Industrial Average on 5 of the 10 days selacted.
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EXHIBIT Iv-1
MEW TORK STOCK EXCHAKWGE
FLOOR TRADERS? NEIT PURCHASES AND SALES COMPARED
TQO CLOSE-TO-CLDSE CHAMGE IN FPRICE
SEFTEMBER 23 — OCTOEBER 4, 174 (TEM BUSINESS DATS)
TRAUERS WERE TRADERS WERE
ETOCKS TRADIMEG STDCKE TRADIHG DOW_IOMES ALL FLOOR
THAT HET HET METTED TH AT HMET HET HETTED IMDUSTRIAL TRAGERS, OM
DATE ADVAMZED BUTERS O F: SELLERS OF; IERD DECLINED BEUYERS OF:  SELLERS OF: ZERD AYERAGE BALAHEE:

Seplember 23 q 7 2 1] B z Declined Bouwght
14 14 12 ] ] Z 4 Advanced Bought

7h 1 - - 1 [ 12 K] Ceclined Sodd

B 5 3 1 | 14 3 b Declined Solgd
2l 15 11 ) 3 : 1 Adyanced Bought
i 4 g 3 [ 3 ? ] | Ber l1ned Bought

Octoher b 13 Lo 3 4 ? 1 Adyanced Sald
z ! 5 1 i 3 g q feclined Bgught
3 20 15 | ] | ] 3 Advanced Baugh

4 ] 3 2 1 E g 3 Advanced $old

TOTAL 105 7d 24 3 BE 41 41 4
Per cent of slock-
days with trend - 4B%
Per rent of days
' A%

with trend

MNare: The sterks selected were those ir which Floor trading volume eaceeded
mirimum MYS5E surveilance srandards.
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The day-to-day definition of trend has been severely criticized by the Exchange, and for sound
reagsons. The Exchange argues that price change is fundamentally unrelated to arbitrary tirne pericds.
In consequence, the clase-to-close rmethod fails to measure floor trading during the often sharp price
fluctuations that occur duting the average trading day. To this should be added the observarion that, in
general, the trading tactics of any group of speculators are determined by amount of price change, not
by time periods, and the close-to-clese method therefore fails to measure the great bulk of trading

operations.,

PRICE TREND
AND PRICE LEVEL

While sericus objection can be raised to both the tick and the clese-to-close measurement of trend,
the classical concept of "informed speculation” - i.e., merely buying low and selling high - is also inade-
quate to an understanding of trading and trend. As Exhibit IV-2 indicates, the price level at which a pur-
chase and sale occurs, although it glone determines profitability, bears no relationship to price trend.

In the exhibit, various familiar speculative concepts are shown in oversimplified form. These might be

expressed in brokerage coffice language as follows:

A-1 "XYZ shouldn't go much lower: let's buy it." Followed by, "We have a profit; let's take it
before XYZ turng down.”

B-I "XYZ shouldn't go much lower: let's buy it. " Followed by, "We have a loss, but the price is
now a little better than it has been,; let's sell before it goes down again."

&-3 "XYZ should go even higher; let's buy it."" Followed by, "We have a profit and X¥Z now seems
to have turned down, let's sell. !

B-3 "XYZ should go even higher; let's buy it."" Followed by, "We were wrong and have a loss; let's
sell before XYZ goes down even further, '

A-S5VAYZ should go even higher; let's buy it. " Foellowed by, "We have a profit; let's take it before
HYZ turns down. "

B-5 "XYZ shouldn't go much lower; let's buy it. " Followedby, '"We were wrong and have a loss;
let's sell beiore XYZ goes down even further."
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A - FROFITABLE

TRADES

BE - UNPROFITABLE
TRADES

EXHIBIT V-2

HEW YORK 5TOQCK EXCHANGE

ROUND-TRIP TRARES TENDING TO INFLUENCE TRENDS,
BY PRICE LEVEL AND POINT |N TREND

TRADES ENTIRELY WiTHIN
TREMNDS ~ TENDENCY TO
DAMPEN OR AGGRAYATE,

TRADES THAT TEHD
DEFENDIMG ON CIRCUMSTANCES

TRADES THAT TEND
TO AGGRAYATE TREHDS

TG DAMPEN TRENDS

SELL SELL
SELL SHORT SELL SHOR
BUT COYER Uy COVER
a1 P, b1 P
By LY ER g COVER BLUY —— COVER
SELL SELL
sELL SHORY SELL SHORT SELL SHORT
Bl 8-z 8-3 Bud B3 B4
LEGEND:
Price Range
] F B
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The even-numbered illustrations show the analogous short ope ljation.
Transaction A-3, while profitable, is seen to aggravate the trend and is the goal for which many

speculators (both on and off the Floor) regularly strive under the concept, "Buy with the trend and let
B-1, on the other hand, illustrates a transaction where hoththe purchase and siale

yvour profits run. "
Mevertheless, speculative

were rnade against the trend, even though the transaction was unprofitable.

transactions that are both unprofitable and aggravating to the trend, as illustrated by B-3, are appar-

ently often the lot of the nonprofessional. This is clear inasmuch as transactions A-2 and A-1, which

ofiset B-3, are precisely those that the specialist is obliged most regularly to perform and, if per-
formed skillfully, from which he derives a larpe portion of his trading profit. Similarly, many floor

traders can and do prefit from this kind of ecunter-balancing transaction,

A-5 1llustrates a round-trip transaction completed entirely within a trend. While the purchase is

made with the trend, just as in A-3, the subsequent sale cifsets statistically whatever influence on the
trend the purchase may have had. Nevertheless, a hody of evidence exists that transaction A-5, and
the similar short transaction illustrated in A-6, can exert a destabilizing influcnce on prices under
certain circumstances. The statutes outlawing price manipulation were designed to prevent just such
circurnstances, and charges even today of congregating and dominating markets are raised against

operations that might be illustrated as in A-5 and A-6G.

Under other circurmnstances, however, transactions such as these are a2 necessary and legitimate
obligation of the dealer function. It is through transactions of this kind that dealers often adjust their
positions in order to be able to dampen anticipated further public excesses. In Exhibit 1I1I-2, for
exarnple, the larger floor traders were seen to sell at the beginning of the sharp decline an Friday after-

noon and then, with reduced long pesitions or even short positions, return their capital to the market

heavily on the buy side at a lower point in the decline. The fact that this constructive operation is poten-

tially just as profitable as a skillful manipulative operation is the principal source of the continuing
controversy regarding the floor dealer activity.

It is agreed that floor trading is sometimes with and sometimes against the trend. As illustrated

here, it also often cccurs entirely within a trend. Imasmuch as individual floor traders have survived

in business, floor trading must necessarily be conducted along the lines of A-1 through A-6 more often
than B-1 through B-6. Statistical analysis alone, however, cannct establish whether any one kind of
trading {such as floor trading} can causge trend, influence trend, or merely coincide with trend., Within
the limits of this reservation, it is possible to examine the relationship of floor trading to price trend

in terms of direction of traders' balances,
V-4
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B - PRICE REVERSAL TREND ANALYSIS

METHGD OF
MEASURING TREND

The "'price reversal' definition of trend used in Exhibits IV¥-3 through [V-7 avoids the faults of both
the tick test and the cluose-to-close formula. Borrowsed from Wall Street point-and-figure technical
analysis, it defines trend as any price movernent that exceeds a predetermined minimum, disregarding
time. Thus, if a one-point minimum has been set, and an upward moving price reverses and turns
down, a downtrend is not assumed to have been established unless the downward movement continues for
at least one full point before the price starts up again. If, on the ather hand, the downward rmovement
continues for a full point or rmore, a dewntrend is assumed to have been estahlished. and it remains
intact until the price reverses and turns upward for at least one fuell point.

FLOOR TRADING
IN CHRYSLER

Chrysler common was by far the most actively floor-traded stnck during the 10 trading days
September 23 - Qctober 4, when floor traders bought and sold a total of 644, 100 shares, ovr 16,1 per
cent of twice-total volume. Exhibifi [V-3 presents a chart of its price action during this period. The
one-point price reversal analysis cancels out all price fluctuations smaller than one full point. Shown
also are the net balance of floor traders' total purchases and sales daring each trend., regardless of the

price level of transactions.

While a trader is, of course, unable to foretell the direction or duration of a price movement at the
this exhibit and the others of the series nevertheless show how normal floor

11985 “gozt
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mstant of the transaction,
trading activity relates to price trends.
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The total of all shares floor-traded during each trend was considerably higher than the net figure,

[

inasmuch as:

- Some traders bought and sold entirely within the trend on many occasions {as in the profitable
trades A-% and A-6, and the unprofitable trades B-5 and B-&, of Exhibit IV-2}.
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NEW YORK STOCK EXCHANGE | _ .
FLOOR TRADING IN CHRYSLER CORPORATION COMMON STOCK @ 0 suiind

SEFTEMBER 71 - OCTOBER 41963 {TEH BUIINESS DAY S)

{Trands Gosed On One . Poinr Roversal, With Flear Troders' Mer Furchases
Apd Soies During Each Trend)

I Meor Sales OF Shares

i Mer Furehosas OF Shores
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- Floor traders, like gther traders, seldom agree and, typically., some traders were buying and
others were selling during cach trend.

While the price reversal analysis presents a clearer picture of the aggregate activity of floor traders

during each price trend, it confirms the conclusions of other methods of analysis: floor trading is

netther uniformly with the trend nor against. In Exhibit IV-3, floor traders, in the aggregate, traded
l with 18 price trends and against 13,

The selection of a one-point minimurn reversal is based solely on obhservation of the in-and-out
tactics of rmost floor traders and is accordingly arbitrary. Exhibit I¥-4 shows price action in Chrysler
for the same period with all price fluctuations of less than two points not shown., Here, where only
lavger price trends are shown, floor traders appear to act more often in a covnter-balancing fashjon

[and. in the aggregate, traded against four of these seven price trends. This exhibit, however, like the
others of this series, includes a bias against the traders, in that where traders bought or sold at the
exact point of reversal, their transactions were considered to have taken place during the ensuing trend.
Thus, shares purchased at the precise end of a downtrend and beginning of an uptrend, cven though they
may have helped end the decline, are assumed to be with the trend.

Exhibit [V-4 also shows that, while the floor traders traded heavily against the over-all downtrend
from 11:03 on September 25 to 11:15 on September 27, they traded even more heavily with the uptrend
that began at 1:14 on the 30th of the month. Interestingly, traders operated chiefly as buyers during
both trends, perhaps reflecting the general "bullishness' for Chrysler prevalent in Wall Street during
this period.

X
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DUTRTVN AT IVIISTIHIMGY

FLOOR TRADING
IN HIGH VOLTAGE

"BHYN T T

High Voltage Engineering common was widely regarded as a speculative favorite during this same
pericd and was the third most actively fluor-traded stock; traders bought and sold 210, 000 shares, or
15.7 per cent of twice-total volume. {In Sperry Rand commen, which ranked second in floor trading
activity, traders accounted for only 7.0 per cent of twice-total volume even though they bought and sold
ZB7, 100 shares. ]
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EXHIBIT [v-4

HEW 'r::lﬂ.x 3TOCK EXCHANGE
FLOOR TRADING IN CHRYSLER CORFORATION COMMON STOCK

SEFTEMBER 23 _ GCTOBER 4, 1953 (TEM BUSIMESS DAY S}

P RICE {Trends Based On Ywo—Faint Reversol, With Floor Troders' Met Fuorchasas
And Soles During Each Trend)
92—
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In Exhibit TV -9, which shows price action for High Voltage during the sample period, all price
reversals of one-hall point or larger have been recorded because of the lower price of Hiph Voltage in

relation to Chryslier., Floor traders, considered in the aggregate, are seen to have traded with 45

trends and against 19.

Exhibit IV -6 shows floor trading in High Voltage with all fluctuations smaller than one point elim-

inated. Floor traders, on balance, acted in the same direction as the trend on 12 occasions and against

the trend on 13 ocoasions.

AQGREEGATE
FLOOR TRADING

The analysis of floor trading in High Veoltage and Chrysler is presented in somewhat different form
Heve, the net buying or selling of each floor trader during each trend was determined,

in Exhibit IV -7.
In addition, the exhibif shows the total number of traders wha:

and the results totaled.

Mare often than not traded with the trend

More often than not traded against the trend

Traded generally as often with the trend as against.

Finally, a comparison of these totals with the grand total of shares floar-traded, or with the grand totai
of [loor traders active in these stocks, reveals the number of shares traded, and the number of traders

operating, entirely within the trend,

The tables indicate that slightly more shares were traded apgainst price trends in Chrysler of at
least one point, and, when only larger trends are considered, traders were more likely to be trading
against than with. Of greater interest, however, is the finding that, even when all trends as small as
one point are considered, more than two-thirds (438, 000 out of 644, 100) of all shares floor-traded were
boupght and sold entirely within trends. Shares traded within trends make up a progressively larger
partion of the total as the minimum reversal standard is increased; andifathrec-point standard {not shown
graphically}is used, well cver 90 per cent of all shares bought and sold by floor traders are shown to
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EXHAT IV

HEW YORX 3TOCK EXCHANGE

FLOORE TRADIKG

N HIGH VOLTAGE EWGIMEERING CORPORATION CGHH.UN STGC_K

SEPTEWMRER 23 - OCTDBER 4, 1963 (TEM BUSINELS DAYS)

IFrends Gased Ta Half- Paint Reversel, With Floor Troders™ Neld Furchozes And Sales Durr'ng Eackh Fread)
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FLOOR TRADING IN HIGH VOLTAGE ENGINEERING COMMON STOCK s
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EXHIBIT [V=7 T
NEW YORK STOCK EXCHANGE

CHAMGES IN FLOGR TRADERS' BALANMCES
IN RELATIQON TO PRICE TRENDS
SEPTEMBER 33 - OCTOBRER 4, 13862 (TEH BUSIHNESS DAY S)
3*}: % {.'
11‘ “_"I
- ]
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L " f AGGREGATE CHANGE IN FLOOR MUMBER OF TRADERS WHO HAD
1 TRADERS” BALANCES, IN SHARES CHANGES IN BALANCES
USUALLY LSUALLY ASQOFTEHR
FRICE REVERSAL WITH AGAIMLET WITHIH WITH ADAIHET WITH A5 WITHIM
. TREMEG TREMD TREMD TREHD TOT AL TREND TREHND Al ALHST TREMD TOT AL
4
A - CHRYSLER CORPORATION COMMON STOCK
One-Point 102,400 103, 700 138,000 644, 100 44 11 3 13 51
Two—Painl 14, 100 53, 800 556, 200 544, 100 13 15 i 17 9t Mo
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have been offset entirely wiihin the trend, Of the 91 floor traders active in Chrysler during the two-
week period, more seem to have traded usually with the trend than against. The table shows, however,

that 58 of 91 traded entirely within trends of three points or larger.

In High Voltage, floor traders are shown trading largely in the direction of the half-point reversal
trends, but, despite the extremme narrowness of the price trends recorded, over one-third of shares
floor-traded were purchased and sold entively within trends. As in Chrysler, however, floor trading
terids more in the direction of activity against the trend as the maximum reversal standard is increased.

In addition to showing that {loor trading is neither always with the trend or always againat, the tables
amply demonstrate the harrow in-and-out tactics of most floor traders and support the contention that
floor trading cantributes to the '"fluid" concept of liquidity.

TRADING WITHIW
THE TRENDS

In view of the finding that a very large portion of floor trading takes place entirely within price trends,
a one-point price reversal analysis of Chrysler is shown in Exhibit IV-8 wherein trading during each half
of each trend is distinguished. The halfway point in each trend is determined as the mid-price between
high and low, and, if the mid-price was recorded more than once, as the occasion closest to the mid-
point in time that the mid-price was posted, (This method is similar to that used by the SEC in its report
on NYSE floor trading dated July 1946 and presented on pages 520 and 521 of the Appendix to the Report

of the Special Study - Part 2.,)

The present exhibit provides a general idea of the over-all profitability of aggregate floor trading
during each trend and indicates thatl floor trading can fall inte each of the situations shown in Exhibit IV-2.
On the basis of its similar 1946 studies, and referring to situations such as shown in A-6 if Exhibit IV-2,
or between 2:46 and 3:36 (ticker tape time} on September 26 in Exhibit I¥V-8,the SEC concluded that
". .. - floor traders initiate or contribute to the early stages of a decline by selling on balance, then in
many cases tend to retard the decline to which they contributed. ' The Exchange contends that this kind
of transaction is rather a legitimate dealer function of decreasing an inventory position in order to step

lin when possible and try to stemn a decline brought on by cthers' selling. Neither position can be sup-
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ported statistically; the actuality will depend on many circumstances, including the situation in the crowd
and the general condition of the market. '
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RELATION OF
TICK TO TREND

Exhikits IV-2 through I¥-11 examine the relation of tick to trend for two standards of price rever-

sal in Chrysler and one standard in High Voeltage. The days or longer periods selacted for analysis

were those in which the greatest price volatility cccurred - 1. 2., in which the greatest number of i
reversals were recorded. Table A in each of the three exhibits indicates that, of all shares floor- ,
traded, whether bought or seld, transactions during uptrends are generzlly more likely to occur on +
or 0+ ticks and transactions during downtrends on - or 0- ticks. It is interesting to note, however,

that there appear to be frequent opportunities to buy on - and 0- ticks during uptrends, and to sell F
on + or 04 ticks during downtrends.

Table B in the three exhibits presents these findings more concisely. Here, purchases during
downtrends and sales during uptrends are considered ''against the trend"; purchases on - and 0- ticks
and sales on + and 0+ ticks are considered "stabilizing.' All three exhibits show, in a general way,
that transactions against the trend usually occur on stabilizing ticks. They zlso show, however, that
transactions with the trend are just as likely to occur on stabilizing ticks as on destabilizing ticks.
Table B of each exhibitalso shows similar results in terms of individual traders. Thosge traders who
operated primarily in a2 counter-balancing way against the trend almost always operated primarily on
stabilizing ticks., These who operated usually with the trend were as likely to execute their trades on
stabilizing ticks as on destabilizing ticks.
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CONCLUSION

"GHOET

The relationship of floor trading to price trend clearly reveals the dissimilarity between various
kinds of floor traders and flear trading on different accasions and under varying circumstances. The
charges raised by the SEC on frequent cccasions accurately deseribe a portion, bet far from all, of
floor trading. The Exchange, on the other hand, has not formally recegnized either that these negative
conditions exist, or that some floor trading is performed as a legitimate dealer operation and makes
a clear contribution to the market. Rather, the Exchange has merely complied with the SEC as expe-
ditipusly as possible in regtricting all floor traders and all floor trading indiscriminately.
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NEW YORXK S$TOCK EXCHANGE o e T
FLOOR TRADERS' PURCHASES AND SALES OF CHRYSLER CORFPORATION SR ]
COMMON STOCK IN RELATION T0Q TICK AHD PRICE TREND o N
SEPTEMBER 26, 1943 | B T
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HEW YUORK 3TOCK EXCHANGE

SEPTEMBER 25 — 27, 1943

A ~ SHARES TRADED DURING TWO-POINT REYERSAL TRENDS

PURCHASES AND SALES OF CHRYSLER CORPORATION
tN RELATION TO TICK AMNMD PRICE TREND

EXHIBIT [V-10

SHARES BOUGHT SHARES SOLD ALL SHARES TRADED
OH 2] CH [a] ] a]0) OH
ue DOwWH TOT Al up OOwWN TOTAL up DO WH TOTAL
TREHND TREHKD TREMD TREHWD TREWD TREND
On + or
= lick 29, 200 g, 300 I8, 540 4k, 900 9,900 53,800 T, 19, 200 97,300
L —_—
aon - or :
0- tick 28, 400 10,300 ELE L] 14,400 9,600 24,000 47, a0n 1%, 4900 52, 700
TOTAL 57, 600 19, 600 77,200 &3, 200 19,500 a2, 800 120, 308 19, 100 160, 000
B = TICK TEST STABILIZATIOHN YERSUS TEHDEWCY TO INFLUENCE TREHD
DISTRIBUTION OF SHARES NUMBER CGF TRADERS
FLOQOR TRADERS WHOSE
TRADED ON TRADED OH PURCHASES AND SALES WERE:
STABILIZING GESTARILIZING USUALLY OH USUALLY OH
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COMMON STOCK

MEW YORK STRLCK EXCHANGE

FLOOR TRADERS®

PURCHASES AND SALES OF

HIGH YOLTAGE ENGINEERING CORPORATION
IN RELATION TO TICK AND PRICE TREND

SEPTEMBER 25, 1963

A - DISTRIBUTION OF SHARES TRADED DURING HALF -POINT REVERSAL TRENDS

EXHIBIT I¥~11

SHARES BOLUGHT LHARES SOLD ALL SHARES TRADED
aK oM LT oM oH 1Y
ue DOWH TaTAL up DOWH ToTAL up HIWH TOTAL
TREHD TREND TREND TREND TREND TREKRD
Qn + ¢
0+ bich B, 400 2,360 l1,300 bE, 500 7,108 20,204 21, 300 i0,200 31,540
On - m
0- titk b, 500 4,500 15,700 5,800 [.300 7,500 172,400 LG, 300 23,200
TOTAL 15, &00 11, 400 27,000 12,100 2, 00 a7 1a 13,700 21,400 54 F00
B - TICK TEST STABILIZATION YERSUS TEMDERCY TO INFLUEHNCE TREND
PISTRIBUTION OF SHARES MUMBER OF TRADERS
FLOOR TRADERS WHOSE
TRADED O TRADED OH FURCHASES AMD SALES WERE
sT*—::::‘;ilﬂﬁ DEST—;?:I:;IINE UvivaLLY OH EYEHLY UsyaLLYT OH
ETABILIZING BsTRIBUTED | CESTABILIZING
TICKS TICKE
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V- OPINION REGARDING THE FLOOR TRADING SECTION OF
THE REPORT OF THE SPECIAL STUDY OF SECURITIES MARKETS

This chapter will discuss the section of the Report OQf The Special Study Of Securities Markets dealing
with floor trading on the NYSE.

During the study and the preparation of this report, the Report Of The Special Study was used exten-

sively, especially the sections on floor trading. The historical perspective it provided, the statistical
compilations and the channelling of argurnents for and against floor trading all were extroemely helpful.

The findings and conclusions of this study agree in parl with the Speclal Study and disagree in part;
the most impoertant difference is in approach. Rather than abgolish floor trading, as recommended by the
Special 3tudy, a better solution 15 (elt to lie in the preservation of the consiructive aspects of floor trading
There exists a need, which is likely to increass, for mobile capital on the Floor of the Exchange, ready
and willing to flow toward market imbalances - if this capital is channclled in a responsible and properly

contrelled manner.

FLOOR TRADERS'
ADVAMNTAGES

The Special Study finds that members trading for their own account on the Floor of the NYSE have
Arguments have been advanced to dermonstrate

a place advantage over all others not on the Floor,
The

these advantages, as well as counter arguments regarding the advantages of being off the Floor.

present study has concluded that there are certain advantages to a memnber's presence on the Floor of
the NYS5E, but that these advantages are not inherently bad, If properly controlled and construciively

uged, it is felt that they can be of value to the orderly functioning of the auctiion market.

Similarly, the cheaper cost of trading on the Floor, while irrefutably an advantage, does not con-
travene the interests of the investing public if the trader enjoying this cheaper cost can act in 2 manner

which will benefit the investing public at large,
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FLOOR
TRADING RULES

- : < The Special Study presents a detailed and lucid chroneslogical summary of the evaluation of NYSE

L AR “n floor trading rules. These rules have undergone many changes and maodifications in the past, and reflect
Lo T o the concern of the SEC about the propriety of floor trading and the response of the NYSE to the problem. .
Ao '_ B : An examination of the evaluation of these rules is convincing evidence that the SEC has carefully con-
. sidered the implications of the complete abolition of Hoor trading. Armed with a2 clear rmmandate to set
SR t aside floor trading., the SEC heretcfore has selected the altarnative course of sponsoring numerous
rules set up by the Exchange te contrel, rather than eliminate, floor trading activities,

\
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This study concurs, in large part, with the opinion of the Special Study concerning the complexity
of the current floor trading rules, especially the clarification of Rule 110 and the vagueness of Rule 110
itself, The present rules and those which they have replaced have all been aimed at restrictiag the
activities of the floor traders. Some of the restrictions which have been imposed through the vears
include a limitation on the amount of stock tfloor traders can buy under certain conditions, a proviso that
stock might not be sold at a prefit for two days after its purchase, a daylight trading rule to curtail in-
and-gut trading, and a number of others,

oo . Crver the last 30 years, the SEC has soupht to eliminate or severely curtail the activities of the

v . floor trader, on the premise that these activities are bad in themselves. The NYSE, in a defensive
posture, has sought to justify the floor trading group on the principle of iree enterprise, and has given
ground only as it became necessary. As long as these mutual attitudes prewvail, no rules adopted by the
Exchange, no matter how well-written they are or specific they may be, will be satisfactory.

-4y
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The recormumendations of this report and the propesed rules covering them recognize a distinction
| between types of floor trader activity, and attempt to utilize the constructive aspects and eliminate the
1l undesirable. It is proposed to accomplish this not only with rules, but with perforniance reguirernents
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and measurable quantitative, as well as qualitative, standards.
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"There are some traders

similar to those made by a2 great many members regarding this same issue:
Most (traders), how-

who only follow volume and thus add more [volume} trying to scalp a 1/4 or so.

gver, are a great help to specialists and {to) the public under normal circumstances, and are invalunable
[ think a fairly large minimum capital

under extracrdinary circumstances and in special situations.
{requireroent} might help." The criticism that floor trading tends to contribute to market imbalancas
ig discussed more thoroughly below,

The third criticism deals with liquidity in the sense of providing the opportunity for liguidation.

This point is also well-taken, for selling by floor trading during times of market crises is in no way
Those traders wha buy on such occasions do so only at their own

resiricted under current MYSE rules.

discretion and, .as indicated in Chapter II[, such buying is concentrated among the more expert, better-
capitalized floor trading accounts. The {fact that these traders do buy on such occasions, however, the
Special Study has failed to recognize,

RELATIONSHIP OF
FLOOR TRADING
TO PRICE TREND
In its discussion of {loor trading's relationship to price trend - i.e., its effect on price stability -
the SEC successfully demonstrates the inadeguacies of the tick test formula for measuring floor trading

While these eriticisms appear valid., the tick test remains the only regulatory tool yel devised
As such, there has been no effort to discontinue its usc.

activity.
that can be applied in most market situations.
The Special 5tudy goes on further to discuss the contradiction invelved in the Exchange’s argument that

all floor trades, whether tending to destabilize or not, are beneficial inasmuch as they contribute to
liquidity. This point was discussed in Chapter III of the present study.

The importance of the net balance studies conducted by the SEC and the Special Study, however, is
Thus, in corn-

significantly impaired by their fundamental confusion of price trand with timne paried.
paring tradars' halances at selected peoints in time, and then comparing changes in those balances with
changes in prices, little indication is provided concerning actual trading during the period between the

selected points in time. S3tudies of this type are presented on pages £14-17, 403-05, 411 and 412 of the
Changes in floor traders' net balances are usually considerad only in the

Report Of The Special Study.
agpregate, and are compared either with changes in the standard market indexes or with price changes

in individual stecks.
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i It should be stressed that the recommended function of "registered dealer' would be quite different
J* from that of the "auxiliary specialist” as proposed by the Special Study of the SEC. The role suggested
here would preserve the important features of individual initiative and judgment in the use of meranber

‘FJ capital, rather than permitting such capital to be employed only when and if required by one or more

spacialists. Under this alternative, capital its owners desire to employ in speculative risk-taking would

goon digsappear from the Exchange operations,

The functioming of the "registered dealers' in improving the continuity and stability of prices should

present a partial answer to the question ''.. . of just what is the role of the spectalist in auction markets,
and what is the adeguacy of the protection that an investar has when he participates inthat market. "% At

the same time, it is necessary to be utterly realistic and recognize that the "registered dealers' - and
the specialists as well - will not be able and should not be expected to utilize their capital to support
market prices when an avalanche of selling is created by professional speculaters {(nonmembers) whe,
being motivated by a crisis or the sarme set of conditions, decide to liquidate by unloading their holdings

On Eomeone aslse.

Essentially, 'registered dealers” - i.a., members and mermber firms who qualify and register -
would have trading privileges which in some respects would be broader than those now possessed by floor
traders and in other respects would be more stringent, particularly in the area of gqualitative and quanti-
tative standards of performance, The underlying philosophy is that, instead of tightening the restrictions
on trading to the point of inflexibility, the really constructive approach is to grant the necessary freedom
to conduct trading opervations within the scope of prescribed standards of performance designed to stress

o
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transactions of a stabilizing type.

These carefully congidered recommendations also foresee the need for fully effective surveillance
procedures which should be established and administered by the Exchange to ensure conformance with

the standards.
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#*Chairman Staggers of the House Subcomrnittee at the hearing on February 7, 1964, as reported in
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The Wall Street Journal of Fehruary 8, 1964,




It should he stressed that the recommended function of "registered dealer' would be quite different
{rom that of the "auxiliary specialist' as preposed by the Special Study of the SEC. The role suggested
here would preserve the important features of individual initiative and judgment in the uwse of member

capital, rather than perrnitting such capital to be employed only when and if required by one or mare

specialists., Under this alternative, capital its owners desire to employ in speculative risk-taking would

soon disappcar from the Exchange operations.

The functioning of the "registered dealers” in improving the continuity and stability of prices sheould

present a partial answer to the question ... of just what is the role of the specialist in avction markets,
and what is the adequacy of the protection that an investor has when he participates inthat market. "% At

the same time, it is necessary to be utterly realistic and recognize that the "registered dealers' - and
the specialists as well - will not be able and should not be expected to utilize their capital to support
market prices when an avalanche of selling is created by professional speculators {noamembers) whao,
being motivated by a crisis or the same set of conditions, decide to liguidate by unleading their holdings

on someone alse,

Essentially., "registered deglers' - i.e., members and member firms who qualify and register -
would have trading privileges which in some respects would be broader than those now possessed by Iloor
traders and in other respects would be more stringent, particularly in the area of gualitative and guanti-

tative standards of performance. The underlying philosophy is that, instead of tightening the restrictions
on trading to the point of infiexibility, the really constructive approach is to grant the necessary freedom
to conduct trading operations within the scope of prescribed standards of performance designed to stress

transactions of a stabilizing type.

These carefully considered recommendations also foreses the need for fully effective surveillance
procedures which should be established and administared by the Exchange to ensure conforrnance with

the standards.

#*Chairman Staggers of the House Subcommittee at the hearing on February 7, 1964, as reported in

The Wall Street Journal of February 8, 1964,
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The '"registered dealers' would have to become accustomed to their role and the performance stan-
dards under which they weould [unction. A4t the outset, these standards should be high enough only to
ensure reasonable performance. Ina trial period of at least a year, the Exchange, in the light of
experience, should then raise the standards where advisable and within the lirnits of feasibility to gain

maximuam improvernent in the functioning of the auction market,
The following recornmended rules incorporate some regulatory features which have been embodied

in other rules of the NYSE for many years. The purpose of doing 80 is to present the concept of the
"registered dealer' function, together with the scope and limitations of the activity, without the need

for cross reference to other rules,

I
5
i
.
1

VRIS INTRGY

O qanIwuRING

I8 U2yinag g
DU I vy HATL
Q¥ g




P e mmm————ae
- [ EEa -

RECOMMENDATIONS ON
TRADING OPERATIONS

Recommendation

l. A rmember activity known as the
“"rogistered dealer' (or some other appro-
priate term} should be established by the
Exchange.

a. Such members and member
arganizations would be registered by the
Exchange to deal in stocks generally, only
alter meeting the following gqualifications:

- Detatled familiarity with
perfermance regquirements
for "repgistered dealers" as
agcertained through appro-
priate examination

- Expressed intent to engage in
rigk-taking with the objective
of improving the continuity
and stability of the market

- Established reputation for, or,
in the case of new members, a
commitment to engage in,
trading practices which are
censonant with fair and orderly

: markets
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Explanation

The study disclosed that floor traders employ a wide
variety of trading tactics. While some traders meraly
seek to expleit, and often aggravate, temporary market
imbalances or price swings, others perform a dealer
function very like that of the specialist, seeking to profit
from counter-balancing transactions. Theose traders
who regularly or occagionally operate in this counter-
balancing fashion, unlike the specialists, do so presently
under no charter from the Exchange and participate in
the rmmarket only as their own interests dictate. This
floor dealer activity should be recognized, chartered
and promoted by the Exchange and put te constructive

market purposes.
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The argument could be made that comparison with the direction of the market averages is somewhat
unrealistic, inasmuch as [loor trading ordinarily is heavily concentrated in only a few stocks, and
accounts for an insignificant percentage of twice-total Exchange volume even on relatively inactive days.
Noevertheless, while the net halance test, like the tick test, is far from conclusive, stadies based on it
have shown a general pattern of aggregate floor trading with the direction of daily price changes in

individunl stocks.

Despite the consistent finding, by every measurement, that a substantial portion of floor trading
takes place in counter-balancing [ashion against price trends, neither the SEC nor the pfficials of the
Exchange have sought to devise methods for channelling all, or most, floor trading into useful activities
The following comments indicate that many Exchange members would welcome a program

"More flogr Lrading would he better if it were the right type - stabilizing trader.'" Ancther
"Same amount as done by cer-

af this kind.

of this kind:
commission broker commented in regard to the volume of floor trading:

tain traders, but less by smaller traders who can create violent swings in price. "

I can be noted here that the only initiative to steer more floor trading into stabilizing patterns has

come from the flogr traders themselves, Some of the larger traders have arranged meetings among

floor traders to stress thelr responsibilities in the auction market.

The other important measurements of floor trading's relation to price trend presented by the SEC
While most of

and the Special Study have been transaction-by-transaction studies in individuezl stocks,
these studies published in the Report Of The Special Study date from the years 1944-46, a rather thor-

cugh analysis was made of floor trading in Sperry Rand common on January 25, 1961, when the news
of the passing of a dividend was announced at 2:32 in the afternoon. The analysis, which is presented

on pages 363-65 of the Repart Of The Special Study, shows one large floor trader engaged in heavy
liguidation througheout the day and the relatively insignificant dealings of all othar fleor traders, How-
ever, this particular trader had already decided to ligquidate his position hefore knowing the news, and

merely continued to do so after the news was released.
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SUGGESTED "AUXILIARY
SFECIALIZT" ROLK

The Report Of The Special Study found that flaor traders often act as "quasi-specialists" in some
of their activities on the Floor, and recommended a study of whether it would be feasible to create a
category of Vauxiliary specialists” with minimum capital requirements, who would be permitted to
asgist in the purchase or sale of large blocks of stock on the floor at the funsolicited request of a
As envisioned by the Special Smdy, the "auxiliary specialist" would cccupy a passive role

specialist,
and act only when called upon.

The chservations in this survey lead to the conclesion that this sporadic activity would he impractical

The recommendation concerning the role of "guxiliary specialist' in effect recognizes the function of
rmobile, speculative risk-taking capital employed in trading operations on the Floor, and al the same

time proposes limitations which would make it ineffective,

However, this concept might possess value if properly adapted to the needs of the auction market

by creating a specifically designed function to provide a constructive forea operating under established
The needs of the auction market - i 2.,

standards of performance and suitable meang of gurveillance.
liguidity, continuity and stability - have been discussed at length. They are well-known and regarded

as old arguments to be accorded little weight unless recast in the light of new conditions.
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‘Therefore, it is essential to consider two important developments which currently have a pronounced
effect upon the rnarket for listed stocks and in the future yndoubtedly will create added pressures upon

the Exchange as it endeavors to maintain orderly markets.

"SHN T mams

The first of these developments is the instituticonal investor. In 1949, institutional investors' hold-
ings of NYSE listed companies were estimated at under $10 billion, or less than 13 per cent of the mar-

ket value of all NYSE listed stocks. By year-end 963, they had expanded to more than $82 billion or
20 per cent of the value of NYSE listed companies. This growth shows no signs of slowing.

VTN

i
UY-9 woridag ‘gypzy

ONIXYVH SAIIVALSINIRG

Y

The second developrnent is the speculative interest present in the market place. Results of the
The five tables in Exhibit ¥-1

NYSE annual public transaction study are reproduced in Exhibit V-1




Puried

1952 -54
1955-58
1959563

1963

EXHIBIT ¥a-1

NEW YORK STOQCK EXCHANGE

TRENDS IN MARKET PARTICIPATION

For Selected Fericds Fraom 19%2 Through 1963

Table | - Percentage Distribution
3f ALl Fublic ¥Yolume

Table 2 - Percentage Ddistribution
Of 411 Public Velume
By Investment Motivation

By Income Groups
TUnder 10, 00Q- $25, 00 10 Days 1 To & Crrer &
Pariod £10. 000 $25, 006 And Over Or Legg donths Months
1952-54 34-35% 2-3q% 1l-3a% 8-17% 19-28% 56-74%
1955-58 in-31 i6-18 3Z-33 i13-1& Z0-29 55-567
1959-h% 16-26 40-44 35-47 9-17 253-32 5i-65
1963 & 44 40 L7 3z 51

Table 3 - Parcentage Distribution Cf
Public Margipn Veolwme

Table 4 - Percentage Dhistribution Of

Public Margin Yolume
By [ovestment diotivatian

Table &« Public Ma.rEin Volume
As A Per Cent Of

Total Publi¢c ¥Volumes

By Income Groups
Under FLo, 000- %25, 000 30 Days I To & Cwear b {All Income Groups And All
F10, 000 B2 5, OgHE And Over QOr Leas Months Months Investthent Motivations)
3 -3p% 31 -379 27 -358 15-24% 28-35% 41-579 24-43%
2T=-249 33-40 32-34 2t-25 2T-37 41-47 3440
13-23 43-47 33-41 17-26 331-42 15-48 32-59
3 36 4] 2% -3 i5 &g
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] gxamine trends in market participation by income groups, the investment motivation displayed and the

use of credit (mmargin) to effect transactions. As a means of comparison with 1963, the 12 NYSE public
transaction studies from 1952 to 1963 have been prouped into three periods, and the ranges for each
pericd are shown.

The five tables in Exhibit V-1 bring out the following facts.

- Table 1 indicates that the participation of the lower income group {usuzlly the more conserva-
tive 1nvesters) has been halved; the higher income groups are clearly more of a factor in

today's market than they used to be.
- Table 2 indicates that the investment motivation is shifting from the longer term {(over six
months) to the shorter term.

- Table 3 shows that the lower income group is more of a cash customer than the higher income
groups, whose share of publi¢c margin volume has increased evan more than their share of

total public volume {margin and cash).

- Table 4 shows that short-term investrment is proportionately more supported by margin than

it used to be; the converse is true for longer-term investment.

- Table & indicates that the total public volume is increasingly supported by margin transzctions.

In shert, compared with 19562, today's typical individual stock market investor is likely to be wealthier,
more interested in short-term developments, and more inclined to use credit to linance his transactions.

. Some aggrepgate financial figures support the trands evident in NYSE's public transaction studies.

1. <Custorners' net debit balances (the amount of NYSE member firms' credit used to purchase or
carry securities for customers) reached a 33-year high in November 1963 of over $5. 6 billion.

i NYSE member borrowings from commercial banks and trust companies (brokers' loans) of
$5.1 billion in Decernber 1963 rank below only the 1928 and 1929 peaks. It is one third above

1962's high.
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The total short interest reported by MYSE firms in NYSE stocks reached a 33-year high of

3.
ocver 7 rnillion shares in December 1963,

As the previously quoted figures show, both institutional holdings of NYSE listed securities and the
The NYSE must be

speculative interest in listed companies are at high levels and likely to go higher,
prepared to meet the needs of these two groups of investors, each quite different from the other's, and
herein lies the area where a professional NYSE member trader can assist in meeting this need. He
can help meet it both by aiding in the cleanup of large blocks of stock typical of the institutional inves-
tor's transactions, and as a counter-speculative force to dampen price trends and imbalances which

more typically are the product of the speculative interest,

RECOMMENDATIONS OF
THE SFECIAL STUDY

The Special Study follows previcus findings of the staff of the SEC that members dealing on the
Floor for their own accounts enjoy advantages of time, place and commission over all pthers trading
" .. no responsibilitiesovobli-

Further, the Special 5tudy asserts, floor traders bear
" Alsc, statistics were presented to demon-

The Special Study makes the

from off the Floor.
gations in relation to the market as a public institution.

strate that floor trading has produced adverse efiects on market prices.
point that these findings do not appear te conflict with the Exchange's gwn views, inasmuch as its attitude

has been defensive and its rules concerning floor trading bave been made with the sole purpose of

restricting activities that are of private benefit ooly.

The conclusions of the CMP study daffer from these, mainly concerning floor trading's effect on the
The CMP findings, hased on interviews, questionnaire returns and

public interest and on the market.
statistical studies, are that some, thouph net all, floor traders and fleor trading exert a beneficial

effect an the market.

As a result of its findings, the Special Study recommends that floor trading in general be phased
A positive recommendation is added, howewer, that the possibility of an "auxiliary

out of existenca,
specialist" function be studied, wherein certain large floor traders, after meeting capital and other
requirements, would be available to participate in block transactions "at the unsolicited reguest of a

specialist.
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With these recommendations, the CMP study differs strongly. The findings of the CMP study

indicate that the Special Study's recovmendations would:

- Indiscriminately abelish, along with the negative elements of flaor trading, the floor trading
functions that have heen determined to provide a constructive influence in the market,

- Drive frorm the Floor the large armounts of needed capital employed by the more active traders.

The "auxiliary specialist' concept, which on the surface appears to have merit, could not, as
a practical business matter, survive in a purely passive role,

- Be impossible to implemesnt. Trading will take place, whether on the Floor ar off the Floor,
and the abolition of ""fleer trading’ would merely create more "off-flgor'" trading, either as
member or nonmember activity, not subject to contrel by the Exchange.

A\t
Conseguently, it is necessary to register disagreement with much of the argument and with the
conclusions of the Special Study. It is felt that the Special Study could more usefully have defined the
areas in which floor trading activities should be improved to overcome the adverse gspects and to make
the presence of mobile, speculative risk-taking capital more broadly applicable to the functioning of

the market.
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