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I am deeply grateful for the opportunity te participate in Accounting
Day at this fine Institution. 1 must confess that 1 feel the same misgivings
I always do when 1 find myself surrounded by accountants and others who have an
casy familiarity with accounting concepts, for, despite my temerity in writing
and apeaking about accounting toples, I continue eo feel that sometime the
truth Wwill out and everyone will know that I am the pretorype of the story ahout
the fellow who could only tell where debits apd credits belonged by relating
them to his effice window.

Having discussed accounting in the past, I now find myself as an SEC
Commissioner in the position where, regardless of the misgivipgs I may have
concerning my technical competence, responsibility must be sssumed and action
teken in important sccounting matiers,

Certainly there iz no mere important accounting problem for the
profession, for industry, and for the Commissicon than the escablishmenc of
accounting principles and the means by which they are established. And the
problem takes the immediate form of relating the work of the Commission to that
of the Financial Acecounting Standards Beard and moving In weys that will
maximize the likelihood of sucecess in the Board's endeaveors. It is this problem

whieh I would like to discuss with you.

* The Securities and Exchange Commission, s & matter of policy, disclalms
responsibilicry for any private publication or speech by any of its members
or employees. The views expressed here are my own and do not necessarily
reflect the views of the Commiszsion or of my fellow Commissioners.
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Frior to the adoption of the Securities Act of 1933, the cfforts of
Ehe accounting profession in establishing priociples had at best been spotty
and faltering. There had been, as we all know, teatative beginnings in the
publicacion of the Federal Reserve Board pamphlets im 1917 and 1929 and there
had been undey the leadership of George 0. May promising discussions with the
New York Stock Exchange. Nonetheless, achievements in developing principles
prior to 1933 were sparse,

The financial debacle of the 1929 to 1933 period focused public
attention on the insufficiencies of the financial world, including the reporting
¢f financial information. Thisz aszpect of the financial world, along with
virtually all others, was found wanting. Congressicnal investigations displayed
the =ad truth that in many instances investors had been supplied scant informa-
tion, which, in addition to its scantimess, was also in many instances dawnright
misleading. Indicative of these deficiencies was the fact that cthere was then
by o means agreement that investors should be given information about their
corporation's sales or delling and administrative costs.

Little wonder that Congress was unhappy with the performance of the
profession, It considered requiring that the accounts of publicly held
companies be audited hy a corps of federally employed accountants. Only the
earnest importuaings of the profession and assurances of its adequacy to do a

satisfactory job impelled Congress to forege this propesal. In the forefront

=]

of this effort was Colonel Arthur H. Carter, thenm the senior partner of Haskins
Sells and the head of the New York Society of Certified Publie Accountants, who
sparred somewhat amusingly with Senators Barkley, Glass and others, and

eventually carried the day,
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Congress did not completely succumb to the blandishments of the
profession. Probably in some measure as a consequence of misgivings concerning
the representations of a profession which had done a very poor jeob in facing
up to the absence of sufficient srandards, in some measure cut of a conviction
that only with governmental guidance c¢ould integrity be broupht to financial
reporting, Congress, in the Securities Act of 1933, vested inm the Federal
Trade Commission (the first admipisctrater of that Act) very broad powers over
financial reporting:

"Among other things, the Commission shall have authority,

for purposes of this title, to prescribe the form or forms in

which required information shall be set forth, the items or

details to ke shown in the balance sheet and earning state-

ment, and the methods to be followed in the preparation of

accounts, in the appraisal or valuation of asaets and liabilities,

in the determinaticn of depreciation and depletion, in the

differentiztion of recurring and nonrecurring income, in the
differentiation of investment and operating income, and in the
preparation, where the Commission deems it mecessary eor desirable,
of consolidated balance sheets or income accounts ef any person
directly or indirectly conrrolling or contrelled by the issuer,

or any person under direct or Indirect common control with the

isauer: » . "

A4 similar grant of powsr was given in the Securities Exchange Act
of 1934 with respect to the flnancial statements in '34 Act filings.

Accordingly, with respect to companies subject to the '33 and '34 Acts the

Commission could prescribe all applicable accounting principlas.



Unquestionably the Commission has preferred to have accounting
principles established by the gccounting profession's duly constituted
authorities, First the Committee on Accounting Procedure from 1939 to 1959
tried its hand at the task. While many of its research bulletins had =
positive effect, the deficiengies ~- abgence of suificient research, too
many ad hoc determinations, inasufficient credibilicy -- led to the profession's
decision to create a new standard-serting body, the Accounting Principles
Bogrd. This Board was desipned and intended to function in 4 manner cor-
rective of the shortcomings of the CAP. It was to be backed by in-depth
rescarch, it was te articylate the fundamentals of accouncing, it was to make
determinations on the basis of principle and not expediency, it was to have
as its backbone the top partners of the major firms, thus assuring accepta-
biliry for its deverminations.

The Beard strove mightily to do what was expected of it. Initially
it authorized academic research inte the fundamentals of accounting which re-
sulted in statements of the opinions of prestigious professors scorned and
ignored by the Board. Rather quickly it became apparent that the pressure of
managerial duties precluded the heads of firms from funcrioning adequately and
and they were replaced with top technical men, a move which probably resulted
in more Board member time being spent on its problems, but denied the Board
much of its authority. Increasingly, the determinations of the Board were
less reflective of fundamental principle and more responsive to ad hec neces-
sities; there was less concern with the development of a coherent structure
of accounting principles and more concern with selving problems one-by-cne

in whatever manner could command a cwe-thirds vote. While Statement No. 4



on fundamentals was an attempt to articulate a framework, it was never issued
as an authoritarive opinicn and it was nocr closely related ro the solubion
of subsequent individual problems.

Eventuslly the Board foundered, mainly, I think, on the problems
posed by the c¢onglomerate phenomenon. Having started with the rather defensible
position of Accounting Research Bulletin No., 48, the Board and the profession,
with, T must say, the unfortunace acquiescence of the Commiscion, gradually
moved to a position which made it possibkle for companies co bury millions of
dollars of value and create vaste questionable earnings under the maegic
formula, "pooling of interescs." By the time the Board reached spreement on
the limits on this sccounting technique most of the harm had been done and
the resulring determipation met with little more than a sigh of relief that
something had been done. Few commentators found much more to commend ik.

Qut of the nearly universal dissatisfaction with the Board came the AICFPA
Study on Establishment of Aceounting Principles and its recommendations for
the creacion of a new hody to develop accounting principles.

Very Frankly, I am troubled as I read the history of the last forty
years' efforc of the accounting profession to estahblish a system of wviable
accounting principles. The FASBE is the third structure created {or the
purpose; it is the thivd efforc te avoid in the furure the disillusionments
with financial reporting that have recurred with dismayipng Erequency; It is
the chird chance of the profession to prove that the Commission can safely
entrust leadership In this rask to the profession.

These forty years have been characterized by alrernating Commission
moods of warm confildence in the ability of the profession te do the job and

intense criticisms of the Failures of the profession.
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As one reads this history, end then looks ar the continuing problems
with adequate financial reporting, one is tempted to conclude thar indeed the
Commission should undertake a full exercise of its statutory powers and through
its own efforts, bring forth a sufficlent, workable set of accounting prinmciples,
This thoughr was expressed by some observers to the Wheat Committee which
studied the means by which accounting principles might be established. For
many reasons this was rejected: fear of accouncing principles becoming em-
broiled in political pressures; mistrust of the efficacy of governmental
‘invalvement in professional standards; concern over the competence of the SEC
or any othar governmenrtal body to deal with the fechnicalities of accounting
principles; concern that the morale of the prafessicn.wmuld be shartered --
at the base, a belief that In general it is better teo leave such matters
primarily to the private sector with governmental oversight only., The Commission
has accepted this Judgment and endorsed the creation of this new framewerk.

In Aceounting Series Release No. 150 we stated that FASB statements would be
considerad authoritative.

Wevertheless, I think it is importane rthac everyone face up to the
reality of the present sictuation. The Securities Exchange Act of 1934 specifi-
cally recognizes the existence of self-regulatory entities in the cecurircies
industry. There is no such recognition of the exiatence of such entities In
the accounting or financial reporting area. In some measure this may be the
conseguence of the circumstance that when the rvelevant legislation was before
Conpgress there were ne subsisting self-regulatory enticies within the profession;
only Iin 1939 was the Committee on Accounting Procedure created. The extenct,

then, to which the sccounting profession has been permitted to create the rules



under which it funcrions is not compelled by Congressional policy but, rather,
d decision by the Commiszsion, one which has beeg renewed now Lipe after cCime
for forty years, to allow the profession to exercise leadership.

The decision is mot a delegation of authority. It hag been rather
8 Wwillingness to permit the accounting profession to develop accounting
principles and repotting standarvds, always with the understanding that the
final autherity rvemeined in the Commission to determine whether the practices
and principles adopted by the agecounting profession and reflected in Einancial
statements Filed with the Commizsion were copnsistent with the Commission's
conceptions of what was necessary for the protection of investors. On
cccasions, the Compission exercised Its power and responsibility by expressing
disagreement with conclusions of the professional bodiesz, as, for instance,
in its amendments of Regulation 5-X pertzining to the dizclosure of financial
leases and their impact on income. These instances have been rare -=- viewed
in retrogpect, varer, I would suggest, than geod policy would permit. Bur
there hzve been ancugh of them to remind us of the statutory responsibilities
of the Commission.

The FASB, like irs predecessors, derives its power to impact
financial reporting from two sources: one, the suppoart of the profession
{and also, perhaps to a lesser extent, industry and users} and its willingness
to accord the Board's determinations sufficient acceptance, and two, the
willingness of the Commission to aceept for filing financial statements pre-
pared in accordance with its determinmaticens. 1If significant numbers of the
accounting profession {and industry and users) refuse to recognize the superior

claims of the Board's determinations, or if they accept them hegitantly and
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grumblingly, then the Board will have lost onc of the main supports necessary
far its existense. 1f the Commission is compelled to ccrm:lude. that its de-
terminations are inconsistent with the protection of investors, then notwith-
standing the enthusiastic support which we now give the Board, the Commission
would be compelled to conclude with deep reluctance that filings reflecting
the unsatisfactory principles would be unacceptabla,

I do not foresee the deteriorstion of either of these supports. 1
am sure the accounting profession does not want accounting principles determined
by a body which historically has been dominated by attorneys (Iin its forty-
year history the Commission has had only one Member who came te it [rom the
acEive practice of accounting). Consiscently with che traditions of this
councry it wants the private sector te do this task -- end the Commission much
prefers thar. I can assure you on the basis of discussions among Members of
the Commiscion since I have been a8 Member, as well as discussions with the
staff, there is ahsclutely no desire or ambition to undertake the job of de-
veloping a system of accounting principles within rhe womb of the Commission,

P am confident that out of_the experience of the past the private
sector will be agble to prove that it has found the means to develop a financial
reporting gystem that relisbly reflects economlic activity without undue dis-
tortions and ambiguities. It seems likely that this tremendcus effort we are
all about is the last oppertunity to keep this job out of the hands of
povernment and, therefore, I think it is important that everyopne involved do,
in the vermacular, their damndest to make the effort work. This means induscry,
profession, Commission -- for I repeat, another failure will produce irresistible

insiscences that the chore be removed to other hands.
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To aveid this universally undesired occurrence, I would suggest
the following, not as a program, but as some of the measures and accicudes
which might be adopted to maximize the effectiveness of the FASE,

First, the FASE muest adopt a policy of "deliberate speed." It must
carefully found its werk in competent and extensive research, lest it fall
into the main shortcoming of the CAF and the APE. It must ponder carefully
the preblews confreonting it and the financial community and it muse listen
te the multitude 0f voices that wish to be heard concerning them. In that
regard, I think the procedures it has adepted for public hearings, ezposure
drafts, and other means designed to assure full participation are most com-
mendable. By the same token, however, it must move expeditiocusly to prove
te everyone that it has the capacity to be decisive and to act. The seven
memtbers are net intended to be philosophers; they are intended to be the
ultimzte, or at least, the nesr ultimate, decision makevs in che area of
accounting principles. I am pleased that the Board has published i{ts first
discusgion memorandum and made its first pronouncement; both of these events
indicate action and forward movement, and the Board's ambiticus schedule for
1974 indicates itz awareneszs of the need for action.

Second, it is imperative that everyone recognize the authority of
the Board and accord its deteminations preemipent status. Tn a field that
has been charscterized by counsiderable laritude in the treatment of accounting
principles it may be difficult for many to accept the primacy of Board
pronouncements. To then I would ask whether they wish to contribute to the
fa?lure of the Board and all that would follow from that. Reginald Jonea,

the Chairman and Chief Executive Officer of General Electric Corp., at the
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banquet which henored the organization of the FASE, urged his confreres in
industry to support the Board and its work. He suggesced that the test would
come when the Board moved inte controversisl azeas and highly revered oxen
began to be pored. Under such circumstances, if the business community does
not stand behind the Board, the chances for success will be subsrancially
reduced,

I foresee that when, for instance, the Board moves into the arca
of pooling and purchase accounting there will be considerable concern among
those wodded to one approach or the other. It ig in such sitvations that
the Board will have to exercise its highest capacitles for statesmanship
and the financial community its greatest rescraints. After the hearings, the
exposure drafrs, che meditations, the Bpard will speak. The task of accept-
ing its conclusions will, of courze, be eagier if its conclugions have the
ring of principle, the aura of thoughtfulness, the merit of logical consistency,
and not just the hollow avtherity of a compromised five out of seven vore.
But 1 would suggest that in any event, short of a betrayal of its charter,
whatever the ceonclusion, unless it clearly runs contrary ro investoer interest,
everyone should accord such conclusions full value, even if it might hurt a
parochial interest.

Third, I would suggest that the Board and the fimancial community
as a whole should understand that the Commission has an ongolng role in the
Financial repeorting process that, regardless of the confidence it has in the
Board, it cannot abdicate or surrender.

During the transitional period From the AFB ro the FASE, while the

latter was properly gearing up for its work with the appeintment of members,
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the zathering of staff, acqulsition of quarters, development of the camaraderie
that must attend a colleplal group like the Board, the Commission could not
remain Quiescent in the face of ongoing and what it considered urgent needs
for expanded and refined disclosure. The Commission confronted the Increasing
importance of leases as a financing mechanism and witnessed, as did others,
the stop=s and starts of the APB in its waning hours in relating to this
problem. It felr that while the APB had begun its efforts in this area well,
under the pressures of concluding its business it faltered and in APB Upinion
Ho. 31 gave Investors less disclosure than they were entitled to. Having
commenced work on this problem when it appeared to have been dropped from the
APE sgenda, the Commission carriegd through and published ASR No. 147.

Now, contrary to the asgertions of some, this and other actions
during this period ware not the consegquence nf any lack of confidence of the
Commigsion in the FASB, or an effort to upstage the work, or preempt its
fupction. In somc measure, as I suggested, they were the consegquence of con-
cerns that antedated the FASS and which needed more ipmediate attention than
the FASE could give them. The Beaerd, like any other organization, has limited
Financial and people resources, though certainly the financial support given
it has been most remarkable, and it must make determinatiens of prierity; it
simply cannot solve all problems of financial reporting in its first year.

But the financial reporting problems do not declare a holidy while the FASE
becomes operational. They {ntrude and they must be dealt wirh.

This leads to a broader consideration of the Commission's ongoing
role with respeet to financial reporting. 1 think that the distinction which

bath the Commission and Dr, John €. Burtom, the Chief Accountant of the
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Commission, have articulated is a valid one. The Board's principal concern
is that of measurement and guantificarion of economic data, while that of
the Commission is disclosure. Quite obviously this formulation is oot a
cshining, lucid line, and inevitably there will be uncertatinties as to which
action is on which side of rhe line; for instance, many thought the Comission's
action on leaszing went into aress of quantification and measurement.

de cthat as it may, the fact is that the Commission has a centinuing,
ongoing responsibilicy that canmot be delivered over into anyone else's hands,
even if those hands are ss competent a2s the FASB. The Commisgion has the
Tesponsibility to be sure that insofar as pessible with its resources and its
encrRY investors are fully, accurately, reliably informed concerning all
matters material ro investment degisions. In making judgments concerning
whether the Commission should act with respect to a specific disclesure problem
the Commissicn should, of course, rconsider the work of the Board, its schedule
of priorities, the urgency of the matrer, the extent to which the problem is
growing and not remaining statie; if these considerations require the mandat-
ing of a disclosure, then I think everyone should recognize the Commission's
action for no wore than it is; the carrying out of a statutery responsibility,
not a usurping of the Beard's or anyone else's authority or role.

I would suppest that it will be fruitless for any of us to engage
in extensive discourse about whether a matter is properly one of measutrement
and quantification or cne of disclosure. Theose dizcussions, in my estimacion,
resemble the medieval debates over the crowding of angels on the head of a pin.

There will always be close questions and if we expend our energies in trying
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to pin labels on those close gquestions, the pace of progress will be much
slower, Rather, I would urge everyone involwed in this process to simply
get on with their work and leave the discussions of cheory to those who will
write the finmancial history of this time in years to come.

There is in my estimation absolutely no reason why the SEC and the
FASB cannot collaborate most succassfully in the ongoing work of raising the
standards of financial disclosure. We must realize that the Board is a
different animal from the APB or the CAF, that its mode of orgenization is
to expand the sources of input in a constructive fashiom, that it is given
a different and broader cherter, that in so many ways it has greater potential
than its predecessors had. By the same token, I think the Board and the
accounting profession must recognize chat the Commission exists in the midgse
of aceeplerated business endeawver which has spawmed In 3 nearly paometrieal
faahion problems of diselosure that need promph attention lest investors be
the losers. As a consequence, it will cften be necessary for the Commigsion
to respond openly and publicly to the problems which arize and it will net be
possible to await the congidered respomses of the Board., This does not mean
that we will not be amensble to medification of positions taken when the Board
has ecensidered & mattey, but there will always be the need, for the protection
of investors, for some quick reapunse to emerging abuses.

I have no doubt that the Board has the technical competence to
perform thils role of "early warning system." However, I would suggest that
it cannct now for several veasone. First, the procedures it bhas adopted do

not countenance action, except where interpretations &re lnvolved, without a
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necessarily time-consuming process, That is good and iF is essential to the
Board's credibility. Second, 1 would have concern that the Board's explicitly
recopnizged functions might be undermined if it devoted comsiderable of its
energies to this task., The task before it is huge and complex and I doubt
whether it should undertake any diversion from it. Finally, and this is
particularly true during this period when the Board is getting its sea legs,
it ig imporcant thar the entity which perferms this function have the cepacity
to back up its judgments with binding auwthority ~- and the Commissien has that.

Finmally, I would urge the Boatd to give highest priority to
conslderation of the conclusiens of the Study Group on the Objectives of
Financial Reporting, and in that respect I am most pleased that the Boartd
has apppinted a task force to deal with the "Conceptual Framework for
Accouniting and Reporting: Objectives, Qualitarive Characteriscics and
Information." 1 am most impressed with the credentials of the men appeinted
to this vask force and I snvy them their opportunity te be invelved in this
mast importanc task,

I thionk the preoblem of meshing the work of this task force with
the other work of the Beard will not be easy, since the Trueblood Commitree
teporC Wwill impact the activities of the Board in virctually every instance.
However, the broader task of this new task force and the cother vndertakings
of the Beard must proceed concurrently and I am sure the imagination of
Marshall Armscrong and his fellow Bozrd members will be equel to this rask.

I confidently predict that this new collabepration berween the

Commission and the Board will be frulitful and productive of immense benefirs
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to the public. Already there Iz developing the easy, informal relationship
that makes for happy collaboration. It is our purpose at the Comiusion to
foster in every way possible this collaboration and we mean to keep the
chanpels of communication not only open, but used with increasing frequency.
Among professicnals of the calibre of Dr. Burton and his staff and the Board

members and their staff it is inconceivable that 2 modus vivendi zatisfacrory

to everyone cannat be styled,
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FOREWCRD

The following text and exhibits are an expanded
and revised version of a talk by Alan F. Blanchard,
Executive Director of the Securities and Exchange Commission,
to a meeting of the Financial Executives Institute, The
talk was based on staff studies being carried out for the
Central Market System Advisory Committee, the purpose of
which was to pull together some of the voluminous statisties
on the economles of the securities industryy in a form that

would facilitate understanding and encourage discussion,

Following an overview of the capital markets and
the securities industry, this work focuses gon the shifts in
securities commission revenues over the past five years,
Similar analyses of commisgion costs and of the other
major Income and expense elements of the securities industry
are planned,

The Securities and Exchange Commission itself has
taken no view as ro the accuracy or implications of thie
study, The Commission, as a matter of policy, disclaims
responsibility for speeches by any of its staff, The views
expressed herein are those of the authors and do not

necessarily reflect the views of the Commilssion,



I want to begln my remarks by apologlzing for
my subject, My plan is to spend the next hour presenting
some datda and opinicong on "the capital markets, the gecurities
industry, and corporate dmerica," And this is really far too
broad, far tec complex, #nd scme would say far too depressing
a tople to consider on 4 beautifel morning.

But it seemed to me that all the reasons for not
discussing &o heavy a subject were more then outweighed by
the subject's urgency. 4 raging debate is going on over
"rhe health of the capital merkets," and te an increasing
extent, corporate America 1s being asked to participate in
i+, As we hear it, two mestages are being delivered to you.
The first is that the capital markets are in trouble, thet
you have a serlous stake in the future of the capital markets,
and that therefore, you have an obligarion to get involved in
the debate, The second, ond corollary, argument is chat the
securities industry is in serious trouble end that, because
healthy capital markets require a healthy securities industry,
you have an obligetion to get Involved in the battle to save

the securities indusgry, This line of reasoning
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sometimes goes on to suggest that the government in general
and the SEC In parcicular 1g responsible for the state of the
securities industry and that, therefore, your involvement

should be to help do battle with us.

THE CONDITION OF THE CAPITAL MARKETS

Let me emphatically state the SEC's agreement wich
what others are seying to you on the firsc peint, The capital
markets dre in Sericus trouble, you do have a serlous stake,
and you therefore should do everything possible to understand
the causes of the problems and do whBtever you can to help,
With apologies for paln I will cause, let me very quickly
review the problems of the capitsl markets and how corporate
America & affected by them,

You are all familiar with the terrible performance
of the stock markets. {Exhibit 1) Since 1968, when this
chart begins, two significant declines in the stock market
have occurred, The most recent decline in the Dow-Jones
industrial index, the top line of this charrt -- was worse
than the 1968-1969 decline, even by last July, when this
chart stops., And the Dow way understates the decline. The
bottom line shows the Value line composite index, an
unweighted average of 1,526 stoeks, These stocks started

down in 1969 when the Dow did; they dropped by a far higher
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percentage than the Dow and have never recovered, They are
now &t only 27 percent of the 1968 high,

And these stock market declines are not because
of poor corporate earnings; they are because of & dramatic
change In the relacionship between a company's earnings and
the price of its stock ~ the price-earnings ratic., Exhibit 2
shows the chénge between July of 1972, when the Dow was
around 9215, end July ef 1974, when it was at 757, Each bar
shoews the percentage of the stocks in 2 given market which
had price edarmlngs raties in three different ranges, 1In
July 1972, only 18 percent of the stocks listed on the New
York Stock Exchange had price eamnings ratios of less than 10,
The bulk of the companles had price earnings ratlos of 10 to
25 and almost 2 quarter had price edrning's of 25 or more,
Now, four times as wany companies, almost 82 percent, have a
price earnings ratic below 10, Patterns on the AMEX and the
O0TC wmarkets are the same,

It is this market and price earnings performance which
has caused the equity markets for mESt compdnies to dry up,
and simultaneously, high interest rates have made debt prohibi-
tively expensive for most. This all has occurred st & time
when American industry's need for capital 13 incredibly large.
You have all heard the dramatic estimate of future capital
needs, The recent past provides the same picture, Exhibit 3

shows the Financial needs of corporate America for 1968, 1970,
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1972, and 1974 aonualized, as summarized by Professor Willism
White of the Harvard Business School, It shows thar the
pverall need for funds hes increased substantially, frem
$96,1 billion in 1968 to an annualized $165.2 biliion in 1974,
More importantly, the sbility of the cowpanies to generate
funds internelly has decreased significantly. The funds
gveilable from retained earnings and depreciation have
dropped from 65% to 31% of the total funds needed,

Largely becauge of the poor performence of the capital
markets, the scurces of extermal funds for corporations have
also shifted drametically. Exhibic 4 shows that from 1971
to 1973, capital raised through egquity decreased by a net Emount
of 6 billion dellars - or about 50%, capital raised by debt
decreased by 12 billion - or about 407, while bank lowns
increased by 33 billion dellars,

Finally, &5 if the capital markers treatment of your
own earnings and your resulting inability to raise capital
weren't bad encugh, your Stake in the performance of the
equity market is larger than ever before for yet another
reeson -- the increased exposure of your pension funds. As
shown in Exbibit 5, the book value of the common stock
investments of uninsured pensionm funds has gone up eight fold
gince 1960, -- from 10 to 7% billien dollars, This is both
because of a substantial increase in the size of pemsion funds

and of a substantially increased Ysquitization" of penslon funds,



Common stock aseets have risen frxom 43 to 68 percent of

the total pension assets.

* & *

One of the best stetements I've seen on the importance
of solving the problems of the capital markets was that
prepséred by Otto Ecksteln, Professor of Economics at Harvard
and formey member of the Councll on Econemle Advisors, for
the "Bauking and Finance" presummit conference lest month,

Dr. Eckatein stated that:

"4 healthy equity market has been a critical
element in the performénce of the American economy,
The equity market makes possible the financing of
new companles and promwotes the continued growth
of rapidly expanding companies, It also providea
a necessary supplementel eource of capital to
utilities and other cepital intensive industries
where a sound belance sheet requires a growth
of equity beyond intermally generated funds,

"More fundamentally, & healthy equity market
promotes the competitiveness of che Ame rican
economy, If the current stock market situaticn
were to persist, there would be an increased
concentretion of the conomy, The larger companles
tend to be the most credit worthy and have che
ability to stand ac the head of the line at the
lending windows of the large commercial banks,
7he banks would becowe as powerful &s they are
in Europe and Japsen."

We at the SEC remaln hopeful that many of chese problems
of the capital markets, serious as they are, 8re cyclicel
problems and will disappear as the country leams to cope with
the phenomencn of concurrent infletion and recession, 88 we arc
confident it will, For example, there is & litrle doubt that

much of the explangtion of the poor parformance of the securities
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marker is related to the current combination of inflation
and high interest rvates, This relationship was dramatized
for me by a chart T saw on the wall of Bob Salomon, Jr,,

who overseesS much of Investing of the U. S, Trust Company

in New York (Exhibit 6). This chart, which we stole and
presented to the economic samit conference, compares the
wmovement in the Dow Jones Industrisl Average with that of
the 90-day Treasury Bill Rate since 1968, In almest all
cases, upward movement in the Bill Rate is accompanied by
dovnward movement in the Dow and vice versa, 1 think we should
all remember this when we weave our espteric theories of how
to "solve' the problems of the stock marker, I suspect 89%

of the solution lies in moving the dotted line on this chart!



THE CONDITION OF THE SECURITIES IWDUSTRY

How, whet of the second argument we hear being made
to you: the arguwent that the securitles industry is in
serious trouble and that you should involve yourselves in
its problems. Ove: the past months many speakers on many
platforms have urged corporate executives to recopnize their
stake in this problem and I suspect other speakers will do
the same here,

Needless to say, we at the BEC are almost canstantly
bowbarded with reports on the disastrous state of the
Sgcurities industry BEnd reminders of our responsibility to
do somethipg about it. To improve cur own undevstanding
of how sericus the problems of the securitlies industry are,
what the relative importance of the many factors causing them
ave, and what is needed te insure the long temm health of
the industry -=- we are just now undectaking a failrly
systematic analysis of the profit dynamics of the industry,
which we hope to discuss and constructively debate with
members of the industry.

Understanding the economics of & complex industry is
not & simple task, snd we are a long way frow being either
finished or setisfled with our results, However, since you
are being asked to participate in the debate over the security
industry's condition and role, I think it's appropriate to

share with you this morning some of the things we believe we

have learned to date.
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AN OVERVIEW OF THE SECURITIEZ 7 shSTRY

{ne of the bigpest problenms Inrerallizing the securitles
industry is choosing the perspective fro of 5ch to examine
it. 1t is & complex industry which char firmsespldly. 1t looks
quite different depending on whether youms diconsidering the
long-or short-term, and depending on whioweve its businesses
you are sStudying. 1ude

Categorizing the fims which dearry nesa with the
public and have at least $20,000 of ann. and 385 Security
revenuey provides & good genexal plotureer ache induvatry
(Exhibit 7). The bottom line of Exhibit ows that in
1972 there were 2424 guch fivms, with ovs of revenues of
$7.1 billion and average annual revenuend are,§ million.

New York Stock Exchange memberindust ave the best
known brokersge firms, and these 469 fiy thosd contribute B2
percent of industry revenues in 1972, PEeS Or, the New
York members doing a public business inc two quite
different subcategroeis: 312 firms who < public customer
accounts end average 518 willion 8 year,—  An additional
150 fivyms who do not carry public custoo counts and
average only $700,000 revenues per year,

Two other quite different groug firms are as
mmerous as the New York member group 8 1oy probably as
important in understanding the overazll : ansly:"Y composition,
The 461 reglonal stock exchange members  ....e firms which

belong to one of the eleven stock exchas

ges rther than the

1 81e

.ch of
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New York or American Stock Exchange, contribute 7 percent
of Industry revenues, and are larger on the average than
the Wew York fipms not carrying public customer accounts,
Finally, the 1300 fimms which are not members of any exchange,
portyayed 85 NASD (National Associaetion of Securities Dealers)
members «- contribute 10 percent of industry revenues,
The Current Economic Plctuye

There is no doubt that the securities industry's
profits have contracted severely in the recent past, Exhibit
8 shows the momthly revenues and expenses since 197Z of Hew
York Stock Exchange members who deal with the publie, For
these firms, months with 1osses have exceeded months with
gains in both 1973 and 1974 to date. Beczuse of the market
and volume upturn in the fall of 1973, the yeary showed not
too bad & loss -- $65.8 million om revenues of $4.8 billion,
The loss for the first half of 1973 was that great; unless
there is an upturn this fall, 1974 will probably be &
serious loss year,

Further these loss figures reflect more thamn just
a few firms doing very badly; the percentage of fimms showing
logses 18 very high, In 18 of the 24 months through June
1974, 20 percent or more NYSE member flmms reported losses;
in 11 of the last 24 months, 50 percent or more of WYSE fimms
reported losses, In April through July of this year, the
mo2t recent period with statistics available, an average of

51 percent of NYSE member firms lost money each month, {Exhibit 9)
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Not surprisingly with & loss profile such as this,
the number of fima in the securities business has been
steadily declining, The number of New ¥York Stock Exchange
fiyms cBrrying public customey dccounts has declined from
379 in 1969 to 278 In 1973, A drop of 27 percent, The mmber
of smaller fiims ==~ represented by those members of che Natliomal
Azszociation of Securities Dealers only who must file reports
with the SEC -- has declined 15 percent over the same flve
years, &nd 13 percent in the last year alone,

Sc we share the view thac the industry is currently
in trouble, The problem with evaluating the securities
business on the basis of two or three years, howewver, is
its extreme volatility, A quite differeut perspective Is
provided by looking at perfqrmance over & longer peried.

LONGER TERM ECONOQMIC TRENDS

Over the past 10 years, the revenues of New York
Stock Exchange member firms carrying public customer ECCoUnLs
vave varied from 1.8 to 5,7 billion dollarys, a5 shown on
Exhibit 10. &And the variarion in revenues between ycars is
astounding, In eight of the tem years, revepuesd differed by
the

15 percent or more from the previous year; in three of

ten years, by 35 percent or moTe.



Exhibft 10

(MUK E]
&, 000

4,000

2,000

NYSE MEMBER REVENUES* HAVE SEEN HIGHLY
VOLATILE OVER THE LAST TEN YEARS . ...

3,530

16884 L H] 1}

Y wwhot group of firme f7)

FARTICULARLY WHEN COMPARED
NITH CTHER HDUSTRIES . . . .

IHRUETRY

Sacurltlap

Alrlirgn

Interatain Trockers
Commamiai Benks

Food RAalallars

T -]

AYERAGE ANWHLIAL
REVENUE CHANGE

24.4%
8.8%
0. 4%
14.8%

E.0%

g8 T g | 2 1873

#OF YEARL WITH

CHAMGEY OF MORE
THAM Iit PFERCENT

aol §
Zatg
@
2Zora
0




11

Thies variation is particularly striking when the
securities industry is compared with other industries, Ve
compared the securities industry revenue cheanges with those
of some other Tegulated and service industries 2nd the
difference was striking (Exhibit 10)., The next industry's
everage annual varisnce was 50 percent lower than the
securities industry.

Interestingly, the saverage growth rate in revenues
ie not bad, From 1965 to 1973, the Hew York Stock Exchange
firms carrying public custometr sccounts showed a compound
growth rate of 7,6 percent a year, This 1s only slightly
below the growth in total vevenues of companies comprising
the Fortune 500 companies in both years, which computes
to sn everage compound annual growth of 9 percent a yesr.

On the basis of past revenue gprowth, then, the ten year history
does not suggest a8 sick industry, althoupgh the extreme
variationa in yxevenue suggest the need for c¢lever management
and sensitive regulation.

This pleture does raise sowe danger signs: 10 years
may be too short to predict trends in business cycle length;
howevex, the apparent shortening of this buginess cycle
shown here 1s a cause for concemn, The first cyele, whieh
begen in 1965, showed four years of steadily Increasing

revenues, followed by two years of declining revenue, But
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the good times begun in 1971 trailed off gquickly wlth enly
g small increase in 1972 and a substancial decline in 1973,

Revenuas are the best indication of the securities
industry size, but may not be the most eppropriate messure
of its heaith -- and the industry's health is the primary
topic of the current debate, To get a more wvalid measure
of that health, we have looked at what we think is the best
measure: pretdx return on equity capital, I have marked
Exhibit 11 as a preliminary estimate, since there are a
number of definitional problems assoveciated with return on
equity capital in the security industry. There are a mumbex
of balance sheet items known &% subordinated loans, secured
capital demand notes, and other ltems, and people argue
whether they are debt or equity. Also, since many partmer-
ships pay out almest all of thelr revenues, estimates must
be made of what 18 really parthers compensation and what 1s
really profit, But, since an equivalent figure is aveilable
for other industries, this estimace of return on equlty
aliows rentative comparison of the zecurities business with
aothers,

Mot surprisingly, the industry again shows extreme
volatility, Volatility is drawatically apparent when the
securities industry is compared, for example, with ail
mapufacturers. While manufécturing retums have remained

in the range of 16 to 2Z percent from 1365 through 1673,
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securities industry return hes ranged from 2.7 percent to
almost 50 percent,

Overall, if these figures axe valid, the industyy has
dene well: the average return on capital over the ten year
period at 27.3 is compared to the manufacturing average
return of 19,7 percent. Of course, many feel that the
securities industry must maintain & higher return on equity
becauge of its extreme volatility and the accompsnying risks.
We expect considevable debate over whether the return we have
shown {1} ie accurate and (2} is enough higher than all
manufacturing to attract and hold equity.

Once again, I would suvpgest, we have a picture of a
very volatile industry =- but one which in the long run appears
healthy, But the short-term adds a serlous concern, Look
how much worse the return on equity in 1973, calculated as
2.7 percent ~- is than the returm in the bad yesrs of 1969
and 1970, 11,%} percent and 16,2 percent respectively. These
bad years showed retumé on equity five snd six times higher
than 1973, Further, it is troublesome that 1973's terrible
performance occurred in a yeay which had revenues greater than
any of the years 1965, 1986 and 1967, the industry's wost
profitable years, This might well raise serious questions
for the future,

When security industry representatives desiring some
forw of relief come to us, they don't often mention this

long tem performance., If pressed, even the industry would
probebly admit that the overall revenue &nd profit plcture
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of the past ten years does not show an industry badly in
need of help, They would argue, hewever, that the poor
firancial conditions ef the industry in 1973, which is
continulng into 1974, crestes the danger that irreparsble
harm will be done to the securities industry. Further, they
would &nd de argue that & great deal of the damapge of the
last twe years hes been caused by the govermment in general
and the SEC in particular, due to its imposition of negotiated
commiselon rates for the trading of securities, Some
industry leaders argue that continuation of the partially
negotieted rates experiment or worse, implementing the current
plan for completely negotiated rates in May of 1975, will
céause the collapse of the securities industry,

Since it 1s this arguwent that bearst most directly
on a specific SEC decision with & specific timetable, it is
this argument which we have the strongest obligation te
understand. This requires knowing somewhat more about what
makes 1p the revenues and costs aof the securities industry
and what the actual effect of negotisted rates has been,

THE SOURCES OF SECURITIES INDUSTRY FROFIT

Four distinet revenue streams have conslstently
provided 85 to 91 percent of securities industry income over
the past nine years, A8 shown by Exhibit 17, securities
commissicn income —-.the income obtained from acting as the

agent of others in trading securities ~- has always comprised
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wore than half the revenuve, vanging from 52 to 63 percent;
trading and investment income == the money made on f£fiwms'
own purchasea and sales of securities -- has ranged from 8
to 16 percent; invesoment benking -. the fees from underwriting
and other activities for corporacte finance -- has ranged fromw
9 0 14 percent; and marpgin interest income -- the Ffees for
loaning monies to customers for purchase of securities -- has
ranged from 6 to 14 percent.

A szense of current profit problems can be obtained
from comparing each of the major income items, as well as
cost and equiry, for 1973 with the data for both 1967, the
height of the last cycle, and 1571, the height of the
current cycle, (Exhibir 13) 1973 revenues were $477 milliom
greater than 1967 revenues; security comwission and trading
investment income were down, but were more than offset by
increases in the other three income items; however, expenses
were up $1,1 billion. Since the previous cycle, then, either
costs heéve risen too much or revenues have not risen enough
to cover unavoidable cost increases,

For the current cycle, the pleture is quite different;
1973 differed from 1971 primarily because of 8 revenue drop
of $1 billion, Costs and equity fell slightly, but not nearly
enough to offset the revemue declines in commission income,

trading and investment incomes, and investment banking.
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To the best of my knowledgze, while the SEC has beep
blamed for declines ip securities commission income, no one
has seriously accused us of causing the declines in invest-
ment banking or trading end investment income, These declines
are almost certainly related directly to the oversll market
decline. In the 1971-1973 comparison elimination of the
drop in securities commission revenues would have decreased
the drop in total revenuesd by 427, Thus, even 1f it were
to prove true that the SEC has caused the problems in the
securities commission line of buslness, correction of this
situation would not come eEnywhere near improving the overall
situation of the securities industry. I want to degl with
the accusation that the SEC is a problem later on, but we
should all keep in mind that solving prcblems in one business
line does not solve the overall problem,

A5 we at the SEC continue our anulysis of the overall
profit dynamics of the securities industry &nd the long term
role the industry must play In our cepital markets, we will
investigate in-depth the revenue and cost structure of the
investment benking and trading and investment lines of business,
In the short term, however, our principal concern is with
the securities commission busipess for it 18 this ravenue
stream that we have affected the most and whexe we have been
pccused of doing the greatest damage, For that reasom, we

inirially concentrated our analysis on this business and



Exhibn 14

COMMISSI0ON REVENUE-COST GAP HAS

NARRCWED . . ..
4,500
4.000 =
COMNISSION
REYEHUE

2,500 -

T

2,000

1000 F* e

Hasad gn o very aimplialic
allocation of costs




iy
the rest of my remarks will focua on it.
THE SECURITY COMMISSION BUSINESS

The profit preblems of the securities coomissiom
business are easy to graph, even if they are hard to under-
stand, Exhibit 14 shows that there have been great variztions
in commission revenues from year o year: ﬁver.the pESt ten
years, the average annual change In commission revenues has
been 25.9 percent per year, IThe exact pattern of commission
related costs i8 extremely hard to detemnine, because of the
debate over just what costs should be alleocated to the
coomisaion business, but 1 think most allocations will glve
the general cost pattern shown on my chare,

1f this cost &dllocatien is acceptsble, my analysis
suggests that from 1964 to 1968 commission revenues &nd
cos5ts moved largely in parallel as both meved up, Howéver,
subsequent declines in costs were smaller than revenue declines
so that in low revenue yesrs such as 1970 and 1973, revenues
barely covered costs,

Of course, eech succeasive reduction in costs is
increasingly difficult to effect in any business and costs
often cannot be cut belew some level without major
reorientations of bupiness directions, A case can be made

in the securities industry that the trick is to contrel costs
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&5 much &8 possible but to do something -~ anything -- to
eliminate revenue declines., 1Is the SEC the willain in
preventing that?

To understand commission revenues, we must investigace

the four variables shown on Exhibit 15, As in any
business, revenues are a furr tion of volume and price. In
the securities commission business, volume - which 1s the
number of shares traded each year - is relatively easy to
analyze, However, the ''price” received by the industry on
each trade, more commonly c¢2lled commission per share, is
difficult to anelyze. It is & function of the effective
commission rate (which is cextainly influenced by the SEC),
the negotiarion of rates (which the SEC has required), and
the average share price - the dollar wvalue of the individuwal
shares traded, IUnderstanding the changes in commission
revenues unfortunttely requires looking at some detail at
the impact of changes in each of these factors,

THE EFFECT OF VOLUME CHANGES

Over the long temm, trading volume, the mmber of
gshaves traded on registered stock exchanges has accelerated
(Exhibit 16). TFor the twenity years from 1934 to 1955, volume

increased by roughly 9 percent & year; the decade 1955 to
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1965 saw that figure more then double to Z1 percent annually,
and the recent increase rate is 27 percent,

As In most areas of the securities business, there
is extreme volatility over the short term, However, Exhibit ~
16a shows that the 1573 problems of securities industry
coomission revenues cen't be based on nuwber of shares traded.
The straight dotted line is the 1969 average mmber of
shares traded and the 3olid line is the volyme in each
successive quarter, Through the last quarter of 1973,
numwber of shares tyaded was higher than the 1989 sverage,

While 8 sericus question exilsts &5 to whether this growth
rate will continue, share volume has not been the problem
up to now,

Since our cbjective is to explain the frequent declines
in commission revenues, we need to translate into revenue
dollars the chenges in unumbers of shares traded and in each
of the pther factors we will subsequently address., This should
aliow us to isolete the impact of each type of change affect-
ing commission revenues, We heve done this using analysis
of variance technique, the details of which I will spare
you,

Using 1969 as the base year and comparing 8ll revenue
changes with that year, we find Exhibit 17 shows that volume has
had a positive impact on revenues in every year but one., The

straight dotted line on the Exhlbit shows the sdjusted 1969
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20
commission revenues of New York Stock Exchange carrying
firms of 2.4 billion dollars. The solid line shows what the
revenues would have been in each year aince 1969, if only
the number of shares traded had changed, 1In other words
in 1970, if nothing had happened other than the decline in
number of shares traded which cecurred, commission revenues
would have f&llen by 198 million dollers, However, in
each of the years, 71, 72, and 73, commliasion revenues &8s
a result of volume would have been higher then 1949,

The difference between this pieture of what would
have happened 1f only number of shares traded had changed
and eactusl commisslon revenues, must of course be caused
by changes in "revenues per share,”

THE EFFECT OF "FEVENUE FPER=-SHARE'' CHANGES

As we indicated earlier, understanding the reeson for
chénges in revenues per share requlres looking at three complex
factors, Prior to dolng this, however, it might be helpful
to loock at the overall impact of changes in revenues per
share,

The solid line on Exhibit 18 shows actual commission
revenues for each yeay since 1969, The dotted line and
shaded grea rvepeats the revenue contyribution due to changes
in mmber ¢f shares traded, the same information showm in

Exhibir 17. The difference between the twe, then, ls the impact
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of change In revenues per share, For 1970 we see that
revenue per share changes had a substantial negative impact;
in 1971, a substantial positive impact, in 1972, no impaet;
and in 1973, a substantial negative impact, To understand
the reascns forv this and the extent to which the SEC
decisions were a8 prominent factor, we must look &t each
of the three elements affecting revenues per share: the
effective commission rate, nepgotiaced rates, and the changes
in value of an average share,

THE_IMPACT OF RATE CHANGES

The first of the three factors influencing revenues per
shave is the effective comuission rate., This in turm is
a function of the commission rate schedule and the distribu-
ticn of trades smong size of trades and price of shdares,

The published cowmission rate schedule sets the
comnlssion, the security industry income per trade in terme
of the dollar value of the shares traded, Until 1972, the
New York Stock Exchange commission rete schedule was relatively
straightforward, As Exhibit 19 shows, the commisgion
received by each broker imvolved in the trade -- shown on the
vertical axis of the graph -~ increased aa the value of the
share being traded -- the horizontal axis of the graph ==
increased, However, as the value of the share ctraded went wp
the percentage of that value received by the broker decreased,
Far exemple, the commission recelved for trading &8 §23 share

was $.315 or 1.26 percent of the share value, while the
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commission recelved for trading a $45 share was §.415 or 0,92
percent of the share value,

Unell 1968, this schedule applied repardless af the
elze of the order; however, in 1968, at the insistence of
the SEC, a velume discount was introduced which meant that
trades in lots of 1,000 sheres or more would be made at
reduced ratea,

In 1370, the negative Impact of the volume discount
on comaission revenues was offsetr by the institucion of a
surcharge, This cherge, which consiasted of & §15 charge for
each trade under 1,000 shares, was viewed 85 a temporary
measure to be applied while the rate schedule was studied
and revised, 1In 1972, 2z new rate schedule was adopted, This
schedule, shown In Exhibit 20, was wore eomplex than the previcus
one; basically it incorporated both the surcharge and che
quantity discount by raising the commission charged on
smaller transactions and lowering the commissicn on 1srger
transactions, Here, for example, the cost of trading one
share of %25 stock in a 100-share lot would be §.445, but
the cost of trading the stock in & 300-share lot would be
$.358, The cast of trading ome share of & §45 stock in &
100=8hare Yot would be %.625 while the cost eof trading
one share of a 545 stock I1n a 300-share loc would be §,338,

Finally, an sdditional 10 percent rdte increase on
orders under 55,000 and i5% on orders over $5,000 was granted

in September of 1973,
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The aggregate impact of all of these changes in
the rate schedule, exluding the impect of negotiated rates,
wae scmewhat less than one might expect. (In all of this
discussion, the impact of negotiated rate has been eliminated
so that thiz important toplc can be discussed separately.)

This agzregete impact can be detemined by caleulating
the "effective commission rate," that is, the revenues
rhat the industry sctually received, compared to the dollar
value of the shares traded, This effective rate will be
affected both by changes in the rate Schedule and by changes
in the types of trades that occurred in temms of slze, number
of tredes in less versus more expensive securitles, etc,
Conparison of the effective rate from 1964 to 1973 shows
surprisingly little variance.

From 1964 to 1969, during which period the volune
discount was introduced, the "effective rate'' recelved by
the industzry renged from 1,39 = 1.57% of the value of the
shares traded, and averaged 1,45% (Exhibit 21), -From 1969
to 1973 -- which saw the surcharge, mew rate schedule, and
rate increase =- the price varied from 1.33 - 1,527 but sversged
L.467,

Because of the great volume of shares treded, these
relatively small changes in effective commisSion rxate
transiate into a significant dollar impact, You will recall
our earlier demonstration that the oversll impact of changes
in revenue per share had been both negative and positive

in the yemys since 1969, Exhibit 21 shows the actual dollar
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amount for each of the yeazs., Again, this dollar change
13 a function of the three factors determining revenues per
share: effective commission rate, negotleted rates, and
changes in the average share value, Exhibit 23 isclates
the impact of the commisdlon r&tes factor by superimposing
a dotted line showing its revenue contribucion on the solid
line showing the revenue contribution of commisaions per
share overall, We see that the effective commission rate
has had substantial positive impact in each year until 1673,
The distance between the two linea, of course, is the aggregate
impact of the other facters influencing revenues per share,
THE EYFECT OF NEGOTIATED RATES

The negotiated rates "experiment” Is the moat contrc=-
versial change regulators have imposed recently on the securities
industry, and as Such deserves careful #tudy. Fortunetely,
the New York Stock Exchange has studled the impect intenaively,
and a detailed description can be developed based on thelr
vork.

Negotiation on that portion of orders over $500,000
began in the second querter of 1971, The New York Exchange

found that, during the five quarters where rates were
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negotiated at the $500,000 level, discounts to expected
revenue for these trades of 51-53 percent applied, as shown
in Exhibit 24. When negotiated rzte coverage broadened to
all tredes over $300,000 in the second quarter of 1972, the
discount decreased, Owver the first four quarters with
negotiated rate on trades cver $300,000, the discount rate
increased from 39 to 44 percent. For the laset four quarters
in which data is available, the discount rate has shown &
steady decline to 34 percent,

Obviously, the percentage impact of negotimsted rates
on the total transaction is considerably less than its
impact on the negotiated portion, Exhibit 25 illustrates
that while the nepotiated portion of the discount has varled
within the range from 35-30 percent, the discount on total

orders has varled from 15-30 percent,
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In dollar terms, the impact of negotiated rares has
certainly been significant, but it has been less substantial
than elther of the factors conaldeved s0 far, As shown on
Exhibit 26, negotiation can be considered as having "'taken
avay" scme of the revemies which were added by the positive
affect of effective rates, In 1971 and 1972 it "tock away"
45 and 77 million dollays respectively, Tn 1973, it took
sway 69 million, Since the effective rate did not add
revenues in this year, negotiacion edded to an already existing
revenue decline,

THE IMPACT OF AVERAGE SHARE PRICE

The last element affecting the revenues recelved
by the industry is the value - or "price" of the shares
which ere being traded. Since the comnission is based
directly on share value, we would expect that share value
changes would have 2 strong Inpact on Industry revenues,
In fact, average share value has varied widely since 1964
{Exhibit 27), It reached a high of $38.64 in 1966, but
has declined Eubstantislly since then, with the major

decline in the market fall of 1969=-70.
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The dellar impact of average share changes has been
substantial {Exhibic 28)., Its impact in 1970 was the
largest single factor in the period we have looked at., In

other years, it has renged from - 9 to = 127 million,

THE RELATIVE IMPACT OF EACH CHANGE

Let me now £ty to summarize what I know is an
extremely complicated and confusing situation, What we have
tried to do here is understand the factors that have caused
comuission revenues =- the largest single revenue item in
the securities business -- to vary in each year Since 1969,
We begin with an understanding that the securitied commigsion
line of business is only one of those in which the securities
industry participetes, and that trends in costs may well have

ag important influence on profitability as trends in revenuea.
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We focused on the commissions area fivst, because It is
cormission revenues that the SEC has affected wost
directly.

As shown on the bettom line of Exhibit 29 we find
that annuel commission revenues since 1969 have been aa
much a&s $658 million lower and as much as $419 million higher,
tn 1973, they were $137 million lower than they were in 1969,

These variations in revenues have been created by
variatrion in volumwe - the mumber af shares traded, and in
“nrice' -~ the commission received for each share traded,
Finally, fhe commission per share traded has been affected
by changes in the effective commission rate, negotiation of
rates, and chenges in the average share p;ice.

There is no consistent pattern to the impact of these
four €actors. All of them have been important and the
different combinations of their impact in differing years
are what have caused commission revenues to vary so greatly,

1t eppears &3 though negotiated rates have peen the
least important of the four. Wegotlated rates have been in
effect since 1971. During each of the past three years,
at least one other change has had a larger Impact than negotiated

rates; in two of the three years, (Wo Or mGIE factors have

hed & stronger impact.
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THE MEANING TO CORPORATE AMERICA

What does all thils mean to corporate America? What
iz the message we feel you should take away with you!?

First, the securities industry is a complicated
industry with serious problems, Because Lts heslth is
important to you, you should be concerned about the problems,
But you should recognize that prublems are caused by wany
factors, some of which can be partially controlled by the
industry and some of which can't be controlled by them at
all, 1In the commission business, over the past four years,
co3ts have probably been more of a pyoblem the#n revenuea,

Costa should be somewhat controllable, and =211 of us have
the tightitn'questiﬂn.whether the industry is dolng everything
it should.

A3 for rvevenue, noc one factor -- least of all the
negotiation of rates -- can be said to be the sole deteminant
of a healthy situation,

Frapkly we feel that in a sirtuvation of this volatlliry
and complexity, fixed prices are probably the laat thing thac
the industry needs, What it probably needs most is the abllity
to vary its pricing wethods and pricing levels rapidly to
counteract changes in its operating enviromment. In addition,
it wight well he served by methods of smoothing out the

volatility such as establishing reserves for perlods of low
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profits. We would expect to sSupport any ressonable
efforts to counteract this extreme wolatility.

As businessmen working In enviromrents many of
vhich are far more ceomplex than this one - planning,
dealing with uncertainities, knowing how to react to
changes in revenues - your suggestlons to industry leaders
g5 to lmprovements they might make should be very helpful,
But we hope thet youwbuld resist the suggestion that one
simple change can make 2]l the difference or that the
government i3 either solely or principally the creator of

these complex business problems,



