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SecvriTies axp Excaance CoMMmissioN,
Washington, January 25, 1935.
To the Speaker ofF THE House,
Washington, D. C.

Sir? I have the honor to transmit herewith the results of the Com-
mission’s investigation of stock-exchange government, together with
its recommendations. This report was prepared and is submitted in
pursuance of section 19 (¢} of the Securities Exchange Act of 1934,

By direction of the Commission:

Josepn P. Kexwveny,
Chairman.

Rerort ox THE GOVERNMENT OF SECURITIES EXCHANGES
INTRODUCTION

Section 19 (¢) of the Securities Exchange Act of 1934 directs the
Securities and Exchange Commission to—
make a studyv and investigation of the rules of national securities exchanges with
respect to the classification of members, the methods of election of officers and
committees to insure & fair representation of the membership, and the suspeunsion,
expulsion, and disciplining of the members of such exchanges.

The Securities and Exchange Commission is also directed to—
report to Congress the results of its investigation together with its recommenda-
tions. -

The terms of this reference do not require an examination of the
many rules of the exchanges relating to trading, conduct on the floor,
financial responsibility of members, and similar matters, even though
the breach of these rules may involve the suspension, expulsion, or
disciplining of a member of an exchange. The plain seope of the
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reference comprehends three matters—a consideration of the classi-
fication of members, the methods of electing officers and committees,
and examination of the provisions that contrel the manner in which
complaints are preferred against members and the penalties visited
upon them for violation of the general rules of exchange trading.

PLAN OF INQUIRY

There are 34 stock exchanges now operating in the United States.}
The rules of these exchanges regarding ‘‘classification of members,
methods of election of officers and committees, and the suspension,
expulsion, and disciplining of members” are extremely diverse. To
simplify the method of presenting an analysis of the rules of 34 stock
exchanges, those of the New York Stock Exchange have been selected
for specific treatment. This exchange in volume of security trans-
actions transcends all other stock exchanges. Its rules, adopted in
many particulars by the other stock exchanges, thus assume special
significance. Furthermore, its rules have come more particularly
under the serutiny of the committees of Congress and of economists
whose concern has been stock-exchange governance.

It is not possible within the confines of this report to indicate the
applicability of each recommendation of this report to each of 34
security exchanges: nor has it been possible within the time limits
of this study to consider the special circumstances of each such ex-
change in order to determine in just what respects it seems advisable
to suggest changes m the rules governing these exchanges. More
than a mere knowledge of the rules is necessary to give content to
such recommendations. Familiarity with the local conditions and
traditional practices of each exchange is essential, for without such a
background upon which to project what would otherwise be academic
suggestions, no adequate judgment can be reached either as to the
need for change or the efficacy of any suggested remedy. However,
certain recommendations, though having special reference to the New
York Stock Exchange, will be seen to have general applicability and,
with such minor adjustments as may be necessary, can be regarded
as being equally valid for exchanges other than the New York Stock
Exchange.

In the appendix to this report will be found a number of tables
which afford a basis for a comparative study of the differences and
similarities between the rules of all stock exchanges relating to the
methods of election of officers and committees and the suspension,
expulsion, and diseiplining of members. These tables will be helpful
both in showing to what extent rules of particular exchanges may be
out of line with certain of the recommendations contained in this
study, and in illustrating those exchanges where the recommendations
could be followed to the betterment of the government of such
exchange.

The subject matter of this report may best be discussed under the
following headings:

I. The elassification of the members of exchanges.

A. The relationship of membership to the governing com-
mittee,

B. The representation of elasses of members on the governing
committee.
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The methods of election of officers and commitiecs,
: A. The method of election of the governing committee.
B. The method of election of the president,
C. The method of selecting standing committees.
1. The machinery of discipline.
A. The arbitration committee,
B. The business conduet committec.
IV, Ssummary of recommendations.

I. THE CLABBIFICATION OF THE MEMBERS OF EXCHANGES
A, Tue Beeavionsitie o Mensersmyr o rae Govenwixe Coumrrrae

All stock exchanges have a governing committee”  These governing
committees are the most important units in the government of an
exchange. The constitutions generally confer upon these bodies ull
the powers necessary for the government of the exchange, the regula-
tion of the business conduct of its members, and the promotion of the
welfare, objects, and purposes of the exchange. The diversified
powers generally delegated to the governing bodies include the
authamv to determine the manner and form of their proceedings:
to appoint and dissolve all standing and other committees except the
nominating committee; to define, appoint, and regulate the jurisdie-
tion of all committees; to exercise onginal and supervisory jurisdiction
of all subjects referred to all conmumittees; and to direct and contro!
the actions or junsdictions of such committees at any stage. These
bodies also have control of the property and finanees of the exchange;
the <*<>rz§pen~=atmn to be paid to officers and members of committees;
and the appointment, dismissal, and compensation of employees.

Only members of the exchange can become members of the govern-
ing committee®  Membership on an exchange in turn results from the
purchase of a seat, the price of which Hm*ﬁmio\ upen any exchange
and varies with each exchange, representing in the case of the larger
exchanges a very substantial investment.®
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Thus at the outset it will be seen that no outside interest is directly
represented in the government of stock exchanges. It is, of course,
needless to point out that the conduct of exchanges concerns innumer-
able other interests, indeed, to such an extent that Congress has
declared them to be “affected with a public interest”. These
interests are seriously injured when speculative excesses on the
markets provoke either untoward advances or serious declines in
stock prices,

Consequently one is faced at the threshold with the question as to
whether eligibility to office on a governing committee or in important
executive positions should be restricted to members of an exchange.
Considerable demand for such participation in the government of
exchanges by persons other than members has been voiced from time
to time. The formula usually urged to bring out such participation
calls for nonmembers to be ehigible {or election or appointment to the
governing committee or to responsible executive positions. But,
since the passage of the Securities Exchange Act, the demand for
such outside participation has been less voluble due to the fact that
that act already provides a considerable degree of public supervision
over exchange practices and exchange government.

The Commission thus believes that the established rule of selecting
governing boards from exchange members may, with a modification
to be discussed later, be continuned without unduly jeopardizing the
admittedly important interests of the investor and of business. These
interests are presumably safeguarded by the Securities Exchange
Act, and powers to act rapidly and effectively against any abuse are
there provided. Indeed, more adequate public supervision would
seem to be provided by the mechanism of this act than could be
provided by the device of public participation in the actual government
of exchanges. Of course, experience under the act is necessraily
limited and time may well dictate the desirability of organizing
governing committees on a different basis.

Especially pertinent to considerations of this nature 1s the recog-
nition that the policing of all exchanges 1s a vast task, and that the
resources of government are perforee limited. Though many viola-
tions of the Stoek Exchange Aet will be detected and punished by the
Commission’s field foree, a successful administration of the act will
be hampered tf the governing boards of exchanges are not inclined to
give the Commission effective cooperation. For this reason the con-
stitution of the governing committees is of paramount importance,
Thus far cooperation on the part of these committees has been pledged.
Every national securities exchange was required under the law to
embody a provision in its constitution which would ecompel its govern-
ing body and officers to expel, suspend, or discipline members for
violations of the Securities Exchange Act. Whether governing boards
will continue as at present faithfully to execute this mandate remains
to be seen.  In the event that they fail to do so, there may then be
reason to recommend that the governing boards of exchanges should
no longer be drawn exclusively from the membership.
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B, Tue Reraepsextation or Crasses or Meumsens ox tHE GOVERNING
CoMmmrrTes

Members of the New York h{nrk Exchange mayv be classified
according to their activities into: (1) Cemmission brokers; {27 Hloor
traders; (3) floor brokers; (4) .»;;recmhst&; (51 odd-lot dealers: (6) bond
brokers and dealers; (7) inactive members.

A commission broker is a member who is engaged principally in
the business of effecting transactions in securities for the account of
customers among the general puiﬁu

A floor broker, uth?rm se termed a ““ two-dollar broker 7, 1s & member
engaged principally in the business of effecting tramﬁvtmm in secur-
ities for the account of other brokers, usually for commission brokers.?
The floor broker’s compensation is a fixed percentage of the regular
commission paid by the customer to the commission broker mii
whom the customer has an account.

A floor trader is a member who effects transactions in securities
on the exchange primarily for his own account.®

A specialist 1s & member whose transactions are primarily confined
to a group of securities in which he specializes. He accepts and
executes orders from other members and also trades substantially
for his own account in these securities.”

An odd-lot dealer is a member who specializes in effecting trans-
actions in lots of less than 100 shares zméex an arrangement with the
exchange that he will buy and sell odd lots at any time within a given
fraction of a point of the last transaction in that security * T he odd-
lot dealer’s transactions on the New York Exchange, with the neg-
ligible exception of the few remaining specialists w ho handle odd k}ts,
are not directly with the public, imt are limited to transactions with
other members, primarily commission brokers.

Bond brokers and dealers: The dissimilarity in the nature of bond
transactions to stock transactions has created the functional class of
members commonly known as the “bond erowd ™ which specializes in
bonds,  These members may act as brokers {or the account of cus-
tomers, or as dealers for their own account.®

Inactive members: A number of members of exchanges may be
classified as inactive.  This class includes members who have retired
from active business; who purchased their seats to receive the benefits
of reduced commissions on tiwu personal dealings, or with tiw specula-
tive hope of an increase in the price of stock-exchange memberships;

i tvers, ot partngers
34 faekividaal members
tual menrhbers primarily

* ey the New York Stock %ngci;méf«:e ne of Bept. 30, 1003, there were 148 Indivi
af any fro, seling prismarily as “floor brokers T on the New York Curb Py $
aet in that capacity: and on 27 other exchanges throughout the eountey 178 jnediv
parfopm that funetion.

5 Oh the New York 8tock Fxchonge ne of Sept. 30, 1633, 43 1

fers and 112 individusd members scted primarily in ths
L 6 mweraher partoers of & firms geted as foor 1
or 27 other exchanges throughont the sountry, &
ity
» New York Stock Exchange as of Dec. %i ztm
; ni L1Y individua! memt
1933, there were 230 member partners of 190 frims e%mi |
c»%m:z;xp %itma prisaril spaeiali O the New Y
setwl primuarily s wmﬁ&\h 48T ndividen fzwmiw
Her ax b

77,

£ tedd prim ﬁsr%%:;
‘&m& & s

¥

s in §2 Bl o
sis & n!' t?%

‘3! £}

\w& %mi { “m Yo
1 pritbers neted pritarhy as
}}Ul} is’eeﬁ\mw Y




6 REPORT ON THE GOVERNMENT OF SECURITIES EXCHANGES

or who are members of investment-banking firins which employ the
seats to execute security transactions on tim exchange as registered
firms. They neither maintain regular representation on the floor of
the exchange nor do they maintain offices for the transacting of busi-
ness and the carrving of accounts for the general public.®

Members of exchanges are not required bv exchange constitutions
or rules to be registered in anv particular functionsl class or limited
to act in any piiﬂ}{’ii}&i’ capacity. A member may act as a commis-
sion floor broker, floor trader, specialist, odd-lot dealer,” or bond
broker and dealer, or in anv combination of these capacities. The
classifiestion herein given, however, represents the general character
of the membership of e\c}umgm and may be taken to indicate the
existence of various groups within an exchange having at times, as
will be seen, divergent interests.

The %uh;eet of whether members should be registered according to
their functions and limited to the performance of one or more such
funetions, or whether eertain zwmltwg of particular members, such
as floor trading and trading upon one’s account as a specialist, should
be restricted or abolished, is the subjeet with which section 11 of the
Securities Exchange Act is concerned. That section empowers the
Cominission by rules and regulations to effectuate in part these pur-
poses, and the ‘Commission is now concerned with devising rules relat-
ing to these matters. Subsection (e) of that section also r equires the
Commission to investigate the feasibility and advisability of separat-
ing the broker function from the dealer function and to report its
recommendations to Congress on or before January 3, 1936.  Conse-
quently these aspects of the problem of the classification of members
are not treated in this report, but consideration of classificati n is
dealt with from the standpoint of the representation of the various
clagses of members in stock-exchange government.

The most vital functional class from the point of view of the in-
vestor is the commission broker who acts as the customers’ agent in
effecting securities transactions on exchanges. Large organizations
and substantial financial resources are necessary to adm;uaielv conduct
this type of business. The great bulk of the commission-brokerage
business is not concentrated, therefore, in individual members of
exchanges, but in firms or mr{mmimm which use the facilities of
seeurities exchanges as registered firms, and registered corporations,
through nwnehhx,p of an exchange seat in the name of a general partner
or executive. ™
w:mhnzm New York Stork Exehange, asof A 25, 19534, there were 174 inactive memberin good stending.
O the New York stock € g6 rude has heen promalgsted probibiting sddsot deslers from aet-
bBrokers in t%m seenrities in which members deal ss odd-lot deslers. The effective dute of this rule
Bas been held in abe 042 g;&adm@f the armm arder of the poverning comudttes.  Rules of Governing
Comm sm»g o ‘tu zzs-l& Exehnnge, eh. X1, see. 3 el VXTI soe. 8, note 12,

R eonstititions of oy e mau} ;wmv%qm for wg{xwwm{i firms or repistered eporations which
teehnieally are not mmnb&m of exehnnges. o geosral, a * m@x@si&z‘uﬁ firra ™ g m»mr%n&mhm, B general
pariner of which firm i2 & member of the exchange in wzxsm! @ “registered corparation” iz u corporation,
an execttive officer of which eorporation s a member of the exchange. No person may at the same thne
be a member or representative of more than 1 Brm registerad on an exchange, whether ag a @mrai ot apeeial
msariner or emploves.  Bhmilarly, the memxlsw m?‘xwr i‘ﬂihfax represestative of o corporation may not be
an offieer of wrm!.mEmnmraiémx GF Peres 59 mzzremamrwi on an exchange.  Every
partner ins rech o must have g ix}r exeférz.zz%f ihsle imermz in jts entire business, A firm having
w3 % general partoer o member of the exelmnpe e entitied Lo hyve He business teaimseted a1 the tates of com.
wission preseribed for members. A meinber of ay tange who lsa s 31 partner of a firm does noL con-
fer any of the privileges of the snge or comnmisdon rate bepefits on the Sem. On 1 exchanges only

copartnerships are eligible for registration, while on 17 exchanges both corporations and partuerships may
b registersdd.  As of Oct. 8, 1034, the exchanges on which only partnerships sre registered are:

ing ¢
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Numberof Number ?:’
s . e MNumber  sests held by R e Number | seats held by
Name of exchange of firms rewistered - Name of exchange of Brms | remistered
] firmns firtns
Baltimere Stock .. el 31 New York Produee.. . 50 74
Boston Stoek ... . | 6t 75 New York Stoek. ... 617 WK
3 . | 13 13 | Philadelphia Stock . .. 47 114
Chivago Rook . ... 122 1685 1 San Frandseo Curby. .. Ko 45
Cleveland Stoek. ... ... E 32 Ban Frantiseo Stoek. 5% B4
New York Corbo... .. K2 B5

Asof Oct. 1, 1634, the esehanges on which both partnerships and corporations are registersd are:

Partnerships Corporations
Name of exchange "
Nurober of | Nurmber of | VHEB 0ol er of
firins seats ‘3‘;{1"?{“' 5BHLS
ious

Chicngo Board of Teadde. ... oiune o D] (=} &3 {2}
Chiesgo Curb. .. .. . .. .. e e 56 #2 13 15
Clincionati Steck . ... S, i1 19 iy 18
Denver 8toek . . e i 2 i1 i1
Dretroft SLoek. . e 3 37 z 2

Los Angeles Stk . . . it e D] (5% {8y (%
Manila Stoc 5 4 4 2
New Orleans . 12 16 7 &
New York Hes 1% 19 7 45
Pirtsbureh Stock 44 45 L ]
. Louis Stock .. % 19 i) 10
Zait Lake St 3 2 i1 14
San Frap ] 12 2 2
Seattle Mining il i1 3 g
Renttle Btoek 1% 10 2t -]
Hugrudard Btock e .. 12 54 i i
Washington Stoek . ... ... ... ... 4 i [ 7

¢ Total number of partnerships and corporations, 502 total number of seats, 682,
# Total nuinber of Ppartnershilps and corporations, 81 total number of seats, 70,
e Banks.

The rule generally prevails, particularly on the larger exchanges,
that the floor privilege is personal to the owners of the “‘seat’ and
may not be delegated to a nominee. It is a matter of common knowl-
edge that the duties of the “f{loor member” partner of a commission
house executing orders on the floor of the exchange for customers,
although requiring a specialized skill, are not comparable in economic
mmportance to the duties of the “office partner” charged with the
conduct and management of the entire business. The economic
existence and the preservation of the substantial capital investments
of these large firms depend upon the executive, administrative, and
business ability of the “‘office partner” who must possess a compre-
hensive grasp of the manifold factors and aspects of the commission
securities business. As a consequence, the firm which is the real and
beneficial owner of the membership, holds the seat in the name of a
partner of lesser importance to whom is assigned the labor of executing
orders.™ ”

# On the New York Stoek Exchange there are 817 reglsterad firms with 500 pariners who are members of
the exchange; on the New York Curb, 395 registered frms with 655 memberships.

'The comparative extent and lmporianee of the commission bouses as the public's broker ix indicated by
the fnet that asof Sept. 30, 1933, on M exchanges 907 registered frms with 1337 momberships carried 1oargin
accounts for tomers as compared to 63 individual members whoe carried such seeounts. On the New
York stock Eschange 447 firms with partners owning 815 seals enrried margin secounts. (Hearings of
Committee on Bankimg and Currency, U. 8. Senate, pt. 17, p. 7852
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An anomalous condition thus exists.  The less influential pariners
of large firms, who execute orders on the exe hange as the floor-
member partners, are eligible for participation in the administration
of exchanges, while the more manzwmmi and significant partners,
charged with the vital duties of managing these firms as office partners,
may not participate in the government of the exchanges.  The floor-
member partners of commission houses ofttimes do not possess the
type of prestige considered indispensable to exchange officialdom and
it thus results that the commission bz‘ﬂkémw’ firms are not adequately
represented on the governing bodies of exe hmi‘fm

As contrasted with the commission broker, none of the other
members, with the exception of hond brokers, have direct contact
with the investing public. Some of them, such ag the {loor trader
or the specialist when he trades for his own account, do not act in a
fiduciary capacity. Indeed, an apparent divergence of interest may
often be present between the trader dealing for his own account and
the broker scting for his customer. This divergence of interest or,
at least, different emphasis of interest mav constantly be found
between professional speculation on the one hand ™ and outside specu-
lation or investment on the other. The representative of the latter
interest is thus the commission broker,' who by the nature of present
exchange government is not as adec mua}; represented as he could
easily be.

Furthermore, as & matter of {act, the commission brokers’ repre-
sentation on the governing committee is far out of proportion as
contrasted with the rf*prewntmawn possessed by other members.
Commission houses now own 52 percent of the total seats (1,375) on
the New York Stock Exchange. But at prpwm only 14 governors,
or one-quarter of the governing board of the New York Stock Ex-
change, are representatives of commission houses, while 26 members,
or two-thirds of the board, consist of specialists, floo g traders, or odd-
lot dealers.  Similarly, on the New York Curjy Exchange, the second
largest securities market in this country, 22 of the 36 members of the
governing body are specialists.

This wsfuamm demands correction in a twofold manner.  First,
a better numerical representation of the commission broker should
be had on the governing committee. It is naturally impossible, until

segregation of membership aceording to functions shall have been
accomplished, to provide by rule for a e‘ie?mﬁv pro rata apportion-
ment of membership between the various classes of members,  But
when classification according to function proves desirable and feasible,

& ratio of representation that shall afferd these commission brokers a
pmpartmn at least equal to the number of seats held by them should
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be established.  In the meantime a definite movement concurred in
by all fg;x'iimw to increase [}mt membership should be inaugurated.

Second, “oflice partners” of registered firms '* should be ﬁilfﬁ%;l@ for
membership on the governing committees. Office partners of regis-
tered firms, although not “members " of exchanges within the meaning
of exchange constitutions, are members of exchanges within the
meaning of the Securities Exchange Act of 1934, 1t 18 specifieally
provided in section 3 (a) (3) of the act:

The term “member” when uged with respeet to an exchange means any person
who iz permitted either to effect transactions on the exchange without the services
of another person acting as broker, or to make use of the facilities of an exchange
for transactions thereon without payment of a commission or fee, or with the
payment of g conunission or fee whieh = less than that eharged the general publie,
and includes any firwm transacting a business as broker or dealer of whick o member i
a partner and ony partner of any such firm.  {ltalies ours.}

The activities of registered firms and of office partners of such firms
are equally within the purview of the act as the activities of the
individual exchange members.

The office partners ean be encompassed in the field of selection of
exchange officers by several methods. One desirable way would
consist in conferring upon a member of a fitm owning a seat the power
to delegate to a general partner the trading privileges of that seat.
Such an enabling rule would permit a firm to hold the membership
in the name of its most influential partner, who could most effectively
participate in the administration of the exchange, without depriving
the firm of the valuable trading privileges of the seat, which could be
delegated to g general partner.  To protect and safeguard the public
and the exchange, the admission requirements of regular membership
should apply to this floor-trading designee and subject the owner of
the seat and his firm to the same hahﬂmeﬁs discipline, and penalties
for any act or omission of the designee.’”

I, THE METHOD OF ELECTION OF OFFPICERS AND COMMITTEES
Tur Meraon or Ereerion or e Goverxine CoMMirres

Closely related to the problem of fair representation of the mem-
bership on the governing board of the exchange is the method of
election and tenure of the members of the board.’

The machinery of election is indirect." The nominating committee
of the New York Stock Exchange, consisting of five members, holds

# Crr execytives of registered corporations in these exchanges which recognize registered corporations,

U Delepation by 2 member of the trading srivilges of me seal i3 pot without precsdent on secnrities
exchanges. Op the New York Stoek hxc?mmz‘* thi tracding privileges of the seals are not di{sk"ﬁ&b%ﬁ with the
exception thet the cormmiitiee on whmissions mwy, by twothirds vote of the entire sotpmities, sithorize u
partner, althoueh ot 5 member of the exchanpe, of ;szem. vieg president, chairmmn of the com-
zmttee on §f¥ﬁ!«;¢?’ﬁ§i§ﬁ:«\, c§zmrzzmzx of mv commilien on quotati s and comming amf president of the

iehia + the privilege of transaeting business upon {he floor of
sunt of the firm of w %}sg b m& : 3 while the official is not engaged
i ¢ 11 ot o Curls BExehange, the bosrd
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at least three meetings in November to 1eceive from the mﬁmlmr»mp
suggested nominations for the nominating committee for the following
year. The committee is not bound by the suggestions and may nom-
inate incumbent mem bers of the nonunating committee, although in-
cumbent officers or members of the governng board are not eligible
to the new nominating cormmittee. The committee reports its nom-
inees to the secretary “of the exc ‘hange on the third Monday of De-
cember for election by the exchange H%i’ﬂihf‘?‘%h!p on the second Mon-
day in January. Members of the exchange may propose by petition
meiviwmiéﬁt nominees for the nominating committee. The petition
for 1 nominee must be signed by 40 membéz and the p?ii!mﬁ for a
full slate of nominees by 100 H‘i{*i}}b?rk The hpmfimi term of office
for the nominating committee is 1 vear.

The elected nominating committee holds three meetings in March
to receive suggested nominations to the offices and the governing
board. The nominating committee reports on the sec ond \imadav
of April and the annual election is held on the second Monday of May.
fh in the c‘«viwtmn of candidates for the nominating committee itself,

“independent’” nominees may be proposed by petition. The nomi-
nees are arranged in alphabetical order on the ballot and the nominee
receiving the highest number of votes is declared elected.

The term of office of a governoris 4 years.® There are 40 governors,
10 of whom are elected annually.”  The governing board has the
power to fill vacancies and can with a two-thirds vote remove one of
its own members or an officer.

BISCUSBRION AND CHITICISM

The problem of making the governing board more representative
of the membership and more vigilant in the protecting of investors
and the public has bheen diseussed.  The method of election itself is,
however, subject to just eriticism.  The results of its operation have
been the seli-perpetustion of the “in” group. The power of the
nominating (mnmittw to nominate its own successors tends to pre-
vent open discussion of change. The remedy of an independent slate
by petition is ineflective, because petition connotes open revolt, and
subtle forms of pressure make its use in practice infrequent.  Thus,
75 percent of the governors of the New York Stock Exchange have
been renominated at least once and 50 percent at least mzw “ 1In
order to prevent the tendency of perpetuation of the “in” group, the
nominating committee system could be abolished. The method of
appoimntment of the nominating committee by the president, used by
some other exchanges,® 1= even more to be condemned. In its place
should be substituted, first, nomination to the governing hoard by
some method of petition and, second, a vote on the candidates so
nominated by bﬁi{ot of the membership.®

¥ The terse of office on other exchanges varles from g minbmum of 1 ovesr on 7 exohates to & mmaxh
i of § years on the Denver Stock. Exchange.

# The number of members on the governing bodies, exsvhusive of glocted officers w o ;re members of the
Body ex officie, ranges from 2 members on the R wirpd Stock Exedmnge 1o New York Stosk
Bxchange. On s mm é = roof menmibers on the governing body & D or s, The
governing body of the Ne i of W %zwsgz%wm
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The fact that only one-quarter of the governors are elected in any one
vear seems also to contrbute to the perpetuation of control and to
make changes of policy difficult to effectuate in any reasonable period.
The requirements of other exchanges generally call for tiw election of
one-third of the governors each vear® Continuity of poliey through
mpertvn{'éd gov m*rmrm , of course, to be desired, but tlw annual turn-
over in the governing committee should not be so small as to prevent
the ready response of tiw government of the exchange to new desires
and fresh aims.

B, Tue Meruop or Erecriox or tre Presipexrt

The principal executive officer on all exchanges is the president of
the exchange, whose powers and duties of general supervision make
him the representative of the exchange to the public. The president
of an exchange, who must be a member in good standing, is generally
elected for 1 year. The President of the New York Stock kw}a‘mcm
is elected by vote of the regular members  in the same fashion as the
governing board. The d(@%}eﬁmtlfm of a candidate for gn‘mnimt by
the nominating committee is tantamount to election, for the “ regular”
candidate is most infrequently opposed.

Some other exchanges have direct election of the ;;3'9@1{30?’1% at a
meeting called for that purpose.”  The president iz removable f{or
cause upon two-thirds vote of the governing board.”® Vacancies are
filled for the unexpired term by the governing board.®

BISCUSRION AND CRITICISNM

The numerous changes that have been suggested may be grouped
undw three heads:

Methaods of election.—The present method of election through
mxmmatmo' committees again permits self-perpetuation of the **; in
group, inasmuch as the nominating mmmztiw each vear nominates
1S OWTI SUCCESSOrs

One remedy would consist in the election of riw president by the
membership in open meeting.  Another would be the quwsimt of a
primary, i. e., nominations ‘hv votes of the members, and then a vote
subsequently on the three candidates receiving the highest number of
votes at the time of the nomination. A third would have the presi-
dent appointed by the governing board. Election, however, Is
preferable to fzp;mmtnwnt because the direct election permits con-
centration of the entire membership on the pmbli*zn of choosing an

 The percentage of metbers of the governing bedy elovied soch verr vark
cent on the Denver Stock Exchange o g maxinm «sf Hif pereent i;& ?3%:, 7 (‘X
of governing bodies is 1 year. On !
vear. The New York Curb eleets 12
O 1 vfmw% 3’sfki§§%:\ff sl%e :
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able president, whereas indirect clection weakens both the repre-
sentative character of the president as well as his direct responsibility
to the membership of the exchange.

2. Nonmember ax president —Suggestions have been made to the
effect that the president might be a nonmember of the exchange.  This
possibility might result in bringing an impartial administrator to the
exchange who eould consider not only the interests of the exchange as
a whole but also the public mnterest. It has already been noted
previously in this report, that the public interest is now represented
by this Comnission,  For the reasons earlier noted no present neces-
sity exists for insisting upon the shandonment of the present require-
ment that the president should be s member of the exchange.  On the
other hand, on some of the major exchanges a rule that would make
permissible the election of a nonmember as president would seem to
create no essential disadvantage, and would make available for that
post a possible outstanding figure who might not happen to be a
member of the exchange. The same econsiderations indieate the
advisubility of making a nonmember eligible for other executive
offices of an exchange.

3. Salary—Coupled with the demand for & nonmember has been
the necessary corollary that the president should be paid. Some such
requirement would naturally ensue upon the election of a nonmember
as president.  Bul, even sssuming the president should be elected
from the membership, it can still be argued that he should be remuner-
ated because of the heavy demand upon his time.  Varving practices
exist in this respect on the different exchanges. The adoption of a
policy of this nature seems for the present to be a matter more peculi-
arly the concern of the various exchanges than of this Commission.™

. Tae Meraop oy Spueonna Stanping Cosarrrees

An analysis of the division of labor among the various standing
committees can best be made by confining it to the New York Stock
Exchange. The administration of the various affairs of the exchange,
apuart from the duties thrust upon the governing board, is apportioned
among 14 standing committees. The specialized functions which
they exercise are suggested by the titles that the various committees
bear: “admissions”, “arbitration”, “arrangements”, “bonds”,
“husiness conduet”, “constitution”, “finance”, “law”, “odd-lots
and speetalists 7, “publicity 7, “quotations and commissions”, ‘“se-
curities’, “stock list”, and “conference”. The committees which
exercise the most significant power in the internal management of
the exchange arve the business, conduct and law committees. The
law committee deals with changes m the constitution, bylaws, and
all other matters of law affecting the exchange.  This committee acts
in an advisory eapacity to the president, and in association with the
president represents the exchange in all matters affecting its general
mterest.  The business conduct committee, consisting of six members,
considers matters relating to the business conduet and financial con-
dition of menmbers and thelr customers” accounts, and observes the
course of tran=actions on the exchange to ascertain whether resort is
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Consequently, the Commission believes discussion of the arbitration
committee both relevant and necessary to a {ull consideration of the
general problem committed to it.

A. Annrraation CovMsmrres

The arbitration committee, consisting of nine members, is the body
authorized to arbitrate, at the instance of either party, all matters of
difference arising [rom member’s contracts between members of the
exchange or registered firms. It is also authorized to arbitrate any
claim or matter of difference between a member, or registered firm,
and a nonmember, arising in the course of the business of such member
or firm, whieh is referred to this committee at the instance of the
nonmember.  The committee may dechne to hear or mayv dismiss any
case and refer the parties to their remedies at law. There are only
two methods of appeal from the decision of the committee. An
22;3§}(*%i} may be tniwn by a member of the committee, or, if the case
mvolves a sum m $2 500 or more, an appeal may be tzﬁwn within
10 davs by one of f the parties. The appeal must be submitted upon
a printed transeript of the record of the case together with pilllt{‘d
briefs.  Upon sueh appeal the governing board may finally adjudicate
the case, relegate the parties to their remedies at law, or direct a
rviwmrw by the &i?i}ztmium committee or by a tiwmiﬁ committee.
A right of appeal to the governing board exists on such rehearing.
The governing board on an appeal may require the appellant to furnish
security for the costs of the appeal.

The rules of the arbitration committee provide that the claimant
shall prepare a concise statement of his claim, a copy of which is
furnished to the respondent before the hearing by the committee.
The claimant must deposit, at the time of presentation of his state-
ment, as costs of the hearing, a minimum sum of $100 if the case in-
volves less than $2,500, a minimum sum of 3200 if more than $2,500
is involved, and such additional amount of security for the costs of
the hearing as the committee may require, 1f more than one hearing
is required, a similar deposit must be made by the claimant prior to
each additional hearing. Before commencing the proceedings, the
nonmember must sign an agreement to abide }n the rules of the ex-
change and the award of the committee, and he must deposit a general
release in escrow with the committee to be delivered to the r&spondent
member if the award is agamst the claimant or if the respondent pays
the claimant the amount of any award for the claimant.

DIBCURBKION ARKD CHITICIRM

The costs of arbitration are high compared with ordinary eommer-
cial arbitration proceedings. In 1933, the costsin 11 disputes ranged
from a maximum of $600 costs and f@;%& 50 stenographer fees to a
minimum of $100 costs.  The expense should be reduced in order to
effectuate one of the chief purposes of arbitration.

A second complaint concerns the compeosition of the judging tri-
bunal.  As far as disputes between members are concerned there can
be no objection to having the arbitration committee, consisting of
nine members, constitute the tribunal. In disputes between & non-
member and member, however, it is not suflicient to allege that the
nonmember has submitted his dispute to the arbitration committee
in lieu of the courts and therefore cannot complain of the personnel
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of the tribunal. A tribunal consisting of members exclusively must
mevitably share the members’ point of view. It is equally true of
the arbitral process as of the judicial process that impartiality should
characterize the tribunal, or that in lieu thereof both contending
parties should have equal representation.  Irrespective of how equi-
table the results may in themselves be, some element of distrust must
naturally attach itself to a tribunal not so constituted.

A third complaint involves the limited right of appeal from the
al‘hltmtmxz cominittee to {%w governing board. But were the Com-
mission’s recommendation to be followed by providing for an impartial
tribunal in the first instance, the necessity for an appeal no longer
exists, for it merely mmphmwm the procedure and increases the costs.

B. Business Conxvuer CoMMITTEE

The business conduct committee, always very powerful, assumes
an even more significant role with the inauguration of I ederal regula-
tion of the exchanges. Its proximity to the affairs of the éxvimnge
makes its mmpf’-mtmn essential for the enforcement of the Securities
Exchange Aet.

Under section 6 (b) of the Securities Exchange Act, willful violations
of the act and the rules and regulations thereunder have been made
violations of just and equitable principles of trade and thereby, from
the standpoint of the business conduct committee, major offenses.
They with other offenses heretofore recognized oonxeqnenﬁv call for
dismphmm action. Offenses which have hitherto been considered
justifications for disciplinary action are: Fraudulent acts; fictitious
transactions; demoralization of the market; mlmtatﬁment% to com-
mittees; fraud or dizhonesty on the part of memherw pnm‘ to election;
(iealm(m on other exc hangex within pre«m*ibeci territorial limits, which
permit dealings in securities listed on the exchange; violation of the
constitution or rules of the exchange, or violation of just and equitable
principles of trade; acts di’*u‘zmezzui to the welfare of the exchange;
restraining officers and committees from performing their duties bv
injunctive proecess; and refusal to testify or produce documents before
the governing committee or at the request of that committet before
other committees or the authorities of another exchange.

Constitutions of exchanges generally provide that in major offenses
the accusation amzin»i the member %"tiliﬁi be in writing, signed by the
person making the charge, and must specily the offense with reason-
able detail. A copy of the charge is served on the accused member,
who has 10 days to file his answer in writing with the secretary of the
exchange. The governing board proceeds either at a regular or special
mecting to consider the charges, even though the accused refuses or
neglects to muke answer as required.  Notice of the meeting is sent
to the accused, who is entitled to examine witnesses before the govern-
ing hoard, and present such testunony, defense, or mylmmtion as he
mayv deem z}rmm 'F"w governing hoard determines the guilt or
innocence of the member on the offenses charged after !”ii‘ziﬂﬁ!! all the
witnesses and m:pmi‘:& either the penalty of fine, suspension, or ex-
pulsion, as the case ma. be, in the event the member is found guilty.
The result is announe wi to the exchunge and written notice served
npon the member.

Suspension may be inflicted by a majority vote of the governing
board, but expulsion requires a two-thirds vote of the board. No
member has u right to be represented by professional counsel and the
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decision of the governing board is conclusive.  For minor ofienses,
when the penalty is linited to a fine not exceeding $250 or suspension
not exceeding 60 davs, summary procedure s authorized, but the
member 1= given an opportunity to explain his actions. A majority
vote of the governing board determines the verdie(

BISCUSSION AND CRITIOIRM

While the major diciplinary powers of the New York Stock Ex-
change are theoretically in the governing board, in practice these
powers are exercised by the business conduet committee, which
conducts investigations and passes sentence, and whose verdict 1s
not in practice reversed by the governing board. Because regula-
tions of trading are so complex, countless minor violations oceur,
with the result that a policy of only punishing major infractions is
followed. The occurrence of minor infractions gives to the business
conduct committee a large discretion, which enables it to wield
tremendous coercive power.  Complaint has been made that in times
past this coercive power has been emploved oceasionally in an arbi-
trary fashion. Certainly, a fear that it might be so emploved has on
occasion been expressed. The power has been used heretofore to
discourage protests or appeals with the result that appeals from the
business conduct committee to the governing board are either not
availed of or are of no practical efficacy. Consequently it is ex-
tremely important that the procedure of the business conduct com-
mittee should be judicial in temper and character. Adequate appeal
to the governing board should be made possible and economniical and
the desirability of providing for appeal to the Securities and Exchange
Commission canvassed.

CUSTOMERS COMPLAINTS

The procedure for the handling of customers’ complaints against
members with respect to execution of orders and conduct of customers’
accounts may also be serutinized. Here certainly an adequate and
efficacious procedure should be in force. Under existing practice, the
customer submits his claim, usually in writing, to the exchange
authorities. A copy of the complaint is served on the member, who
is required to file his answer with the exchange. A copy of this
answer is not served on the customer. Personal appearances by
claimants are infrequent and are permitted only in mmportant cases.
The business-conduct committee usually disposes of the merits of the
claim on the basis of these papers plus an independent investigation,
without affording the claimant an opportunity to controvert by a
reply the answer of the member® The customer, when granted a
hearing, may not be represented by professional counsel except with
the consent and permission of the committee.

The procedure on (*nn‘zgxlﬁinf:@ of customers against members violates
many cenons of secepted judicial procedure.  The customer elaimant
shovld by elemental standards of fairness be furmshed with a copy
of the answer of the member end be apprised, before nn adjndication
of the merits of his eleim by the committee, of the basis of the men-
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ber's resistance to the asserted clsim, as fully as the member is in-
formed of the gravamen of the customer’s complaint. The eustomer
should sgain have the right to appenr before the committee and press
his charges. A right of appeal to the governing committee could also
be provided in these cases

It should be noted i this connection that complaints by members
or customers sgainst members of exchanges, when invelving violations
of the Securities Exchange Act or the rules and regulations thereunder,
may now, under seetion 19 (e} of that aet, be preferred before the
Securities and Exebange Commission and may be punished by the
suspension or expulsion of the member found to be guilty of such
misconduct.

IV, BUMMARY OF HECOMMENDATIONS

?iw reeommendations of the Commission may be briefly summar-
ized as follows:

1. A better numerical representation of the commission broker who
possesses direct contacts with the public should be had on the govern-
me committos.

2. Office partners of registered firms should be eligible for member-
ship on the governing committee.

3. Nomination to the governing committee should be by petition
and not by the device of & nominating committee,

4. One-third of the membership of the governing committee should
be elected annually.

5. Nomination of the president should be by petition and he should
be elected by the full membership.

Nonmembers of the exchange should be allowed to be candidates
for the office of president and the other executive oflicers.

Membership on the standing committees should not be restricted
to z‘z}z‘sméwm of the governing committee.

The expenses of ﬁrhstmi;mx should be reduced.

The arbitral tribunal in eases to which a nonmember is a party
;’51‘)(‘}1‘:}d not be a mere committee of the exchange, but should either be
composed of nonmembers, or, if members serve upon it, representation
between members and nonmembers should be equalized.

10. Adequate and effective appeals should lie from the business
conduct commitiee to the governing commitiee,

11. Customers preferring complaints against members should be
furnished with the answer made by the member to the customer’s
complaint, and should be entitled to appear before the committee.
Both parties in these cases should have the right of appeal to the
gfwm"mz‘zg cormittee,

The Commission does not now suggest that legislation be enacted to
bring about these recommendations. [ts recommendations can be
put mnto effeet by the voluntary action of the exchanges themselves
without resort to legaslation. [t hopes that, in the mam, these recom-
mendations will be found aceeptable and put into eflect by the ex-
changes themselves.  The Commission will report further to the
Congress upon the aceeptability of these recommendations to the
exchanges and their progress in making them effective. 1t will, also,
as its experience i and knowledge of exchange governnent mereases,
report to the Congress such further recomn endations as it way deem
advisable in regard to exchange government.

ELbroe, 85,74 0
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