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The board has the power to suspend, fine, or expel 2 member for
violating the Exchange’s constitution or rules or for engaging in con-
duct inconsistent with just and equitable principles of trade.*?® For
a proceeding before the board to commence, a written complaint must
be filed by a member or officer of the Exchange. At least seven gover-
nors must acree that the complaint should be served on the member
involved. Exchange officials indicated to the study that the authori-
zation to serve a complaint has never been refused. Upon the filing
of an answer by the membar the matter is set down for hearing before
the board, a division management committee, a standing or special
committee, or a designated hearing examiner. Unless the board deter-
mines otherwise the member or member firm is entitled to be repre-
sented by counsel. This right is rarely exercised. After hearing the
case, the committee or hearing examirer files a rerammendad decision
with the board, which may accept, reject, or modify the decision.

A member may request a rehearing before the board in the event of
an adverse decision. In addition. any member or member firm expelled
by the board may apvpeal the decision to the entire membership. Ex-
chanae officials stated that no such appeals to the membership have
ever been taken.

As deseribed in section @ ahoave. there are three standing committees
with regulatory resnonsibilities. anditing, floor trading, and ethics and
business conduct. Matters involving financial difficu’ties or back-office
problems of member firms are generally referred to the auditing com-
mittee, except “simple” capital problems which are capable of staff
disposition. Normally, the auditing committee recommends a deci-
sion to the division management committee, but the staff may refer
serious capital violations directly to the division management com-
mittee. ‘

The work of the floor tradine committee. which is resnonsible for
floor supervision, is discussed helaw in cection 5. The ethics and busi-
ness conduct committee handles admissions. disnutes amone members,
and a broad range of disciplinary matter not within the jurisdiction of
any of the other standing committees. Tt makes recommendations to
the division management committee which in turn recommends to the
full board.

Disciplinary actions that are referred to a standing committee, a
division management committee, or the board are generally handled
with considerable informality. The principal exception in recent
years was a case involving Pledoer & Co., which resulted in the sus-
pension of the firm’s membership for 8 months. A formal complaint
was served, testimony was taken, hearings were held. and counsel
were present on hehalf of the member and the PCSE. The case,
which involved violations of the Securities Act, was heard by a com-
bination of governors and ethics and business conduct committee
members serving as hearing examiners.

In the few disciplinary cases involving registered representatives,
the same procedures are followed as in those cases involving mem-
bers. The PCSE is of the view that a firm is responsible for its em-
ployees, and if it takes action against a registered representative, it
will generally also take action against his firm. ’

22 PCSH constitution, art, XIT, describes the disciplinary procedures of the Bxchange.
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The Exchange releases to the press information regarding suspen-
sions or expulsions, including the names of the persons or firms in-
volved. In other cases, only the membership is advised of the penalty
and the names of the individuals or firms are withheld.

4. SURVEILLANCE AND ENTORCEMENT OF OIF-FLOOR REQUIREMENTS

The PCSE relies principally on financial questionnaires, audits,
and visits to member firm offices for surveillance of off-floor require-
ments. It requires PCSE-only firms to file annually two short-form
unaudited questionnaires and one long-form audited questionnaire.
Since January 1963, the audit has been required to be on a surprise
basis. These three questionnaires must be filed at different times
during the year. Member firms holding NYSE memberships file
copies of their NYSKE questionnaires with the PCSE. Since Septem-
ber 1962, each PCSE-only firm has been required to file a monthly
computation of capital in addition to the three financial question-
naires.

PCSE auditors make two types of visits to the offices of member
firms: a full-scale review of the firm’s operation and a spot check of
particular matters; e.g., net capital and Regulation T compliance.
All PCSE-only firms received one or two full-scale reviews and be-
tween one (for most firms) and four (for one firm) spot checks dur-
ing 1962. The Exchange’s treasurer and his assistant perform the
examinations In San Francisco, while two auditors under the super-
vision of a vice president perform them in Los Angeles.

Although the forms used by the auditors in San Francisco and
Los Angeles differ, they cover much the same subjects. The visits
are concerned with such matters as net capital, Regulation T, mar-
gin, conduct of accounts, handling of orders, fails, and underwritings.
The information obtained about underwritings is employed princi-
pally to determine the impact of underwritings on the firm’s capital
position.

After he completes his review of a firm, the Exchange auditor dis-
cusses his findings with the member or one of the partners. A letter
is always written to the firm after a full-scale review summarizing the
findings, even if nothing improper is discovered. If something im-
proper is found on a spot check visit, the firm is so advised in writing.

If a financial questionnaire or visit by an Exchange auditor discloses
a net capital violation,?° the PCSE gives the firm a deadline to correct
the violation (generally about 2 days). Once the deficiency is cor-
rected, the matter is generally considered closed. If there has been a
pattern of violations, however, or if a member firm fails to correct
its capital deficiency within the specified period, the matter may be
referred for appropriate disciplinary action to the auditing committee
or division management committee. The Exchange had seven disci-
plinary cases involving its net capital rule during the years 1957-62,
four of which were in 1962.2%

Exchange auditors spot check customer accounts regarding Regu-
lation T and margin maintenance requirements if the firm is a large

230 The PCSE’s net capital rule is discussed in ch, I1.B.3.a(4). The Exchange is exempt
from the Commission’s net capital rule under rule 35¢3—1(b) (2) under the Exchange Act.
#11In all, 19 cases involving member conduct were instituted during 1957-62.
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one and examine all accounts if the firm is a small one. If there are
serious violations, the staff recommends disciplinary action.22

The PCSE has no systematic program of supervising the selling
practices of its members. Its auditors do not visit the branch offices
of member firms or talk to salesmen, and although they look for over-
activity of customer accounts in the course of their visits they have not
turned up instances of selling abuses.

In recent years few complaints have been received by the PCSE
from the public regarding selling practices by member firms, and those
that were received were not vigorously pursued. Chapter 1I1.B.6
(b) (4) refers to four complaints from customers of a particular sales-
man, alleging various improper selling practices. The matter was
turned over to the firm without the PCSE’s conducting its own
thorough investigation.

Another public investor wrote to the Exchange claiming that:

In 1960 (July 29) a member of the brokerage firm of {an NYSE-PCSE member]
* % % yused high pressure salesmanship to get me to buy a stock that I had never
heard of up to then. Of course, I dorn’t remember everything he said but he

strongily urged me to buy this stock, Biochemical Procedures, which I did. I
remember he said that it would go up 50 percent in a couple of months.* * *

The Exchange conducted no investigation of the matter. It advised
the investor :
We have your letter of August 9, 1962, together with the correspondence you

have had with * * * in connection with a purchase of Biochemical Procedures

stock in 1960.

You realize that many stocks have dropped in value in the last 2 years and
particularly within the past year. I am sure you further realize brokers can-
not cancel all trades when the market has declined. The question appears to be
one based on the determining factors as to the decision for purchasing the stock

at the time.
The basis [for] the information contained in your letler is not sufficient for

the Exchange to take action.

The Exchange requires PCSE-only members to submit, their adver-
tisements in advance for approval “unless in general form requiring
no approval.” #* KExchange officials noted that the advertisements
were generally routine in nature. The PCSE has no systematic
method of policing market letters and sales literature.

The enforcement of off-floor requirements by the PCSE is confined
to sole members. It relies entirely upon the NYSE for surveillance
and enforcement of the activities of members of both exchanges. The
PCSE receives copies of questionnaires filed by dual members with
the NYSE but does not receive reports of NYSE disciplinary actions
against dual members unless the action is made public.

5. SURVEILLANCE AND ENFORCEMENT OF FLOOR REQUIREMENTS

The floor trading committee is responsible for the supervision of
conduct on the floor. The staff of the Exchange brings matters to
the attention of the floor trading committee and acts in a factfinding
capacity.

The PCSE’s market surveillance program is concerned exclusively
with sole listings. Market surveillance of dually traded stocks is left to
the primary market. The staff, as well as the floor trading committee,

=2 Phree disciplinary cases involving Regulation T were instituted during 1957-62.
“ PCSE rule XVI.
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checks the daily transactions sheets for PCSE-only stocks that show
unusual activity. In addition, floor trading committee members are
on the floor and are expected to note unusual activity. If trading in
a sole listing warrants investigation, the staff conducts a market
study. Exchange auditors check the buyers and sellers in the stock
over the period in question and examine the firms and possibly regis-
tered representatives.

The PCSE has no systematic method of determining whether a
customer received as good an execution on the PCSX as he would
have received in New York. It relies on the servicing broker to check
this.

The PCSE has no reporting requirements for its specialists. The
specialists are not required to inform the Exchange on a regular basis
of their trading in stocks in which they are registered, except that the
Exchange has considerable data available as to those specialists for
whom it does bookkeeping. The PCSE has no statistical or sys-
tematic measure of specialist performance in either sole or dual stocks.
The Exchange relies on “feel” and the opinion of brokers to determine
whether or not its specialists are making good markets. The Ex-
change has taken no disciplinary actions against specialists since it
was organized in 1957.

The PCSE’s specialist capital requirements ($50,000 liquid capital)
are checked by the Exchange through its financial questionnaires and
visits to member firms. Since the Los Angeles division does the book-
keeping for all specialists in that division, and the San Francisco
division does the bookkeeping for two of its specialists, the Exchange is
able to supervise closely the financial condition of those specialists.

The procedure for allocating newly admitted stocks to specialists is
identical for dual and sole listings. All specialists are invited to apply
to the floor trading committee. If there are several applicants, the
Exchange may ask for information from each applicant as to why he
should be allocated the particular stock. Issuers may recommend that
the stock be allocated to a particular specialist, but such recommenda-
tions are discouraged by the committee. If a specialist induced a list-
ing, which apparently occurs infrequently, the committee gives con-
sideration to that factor. Exchange officials indicated that the com-
mittee draws upon its personal knowledge of the applicants in making
allocations. Since each division is quite small, committee members are
aware of the abilities of the various specialists, according to exchange
officials. The stafl generally makes no recommendation as to alloca-
tions.

The Exchange has no requirement that members report transactions
for their own account, either on or off the floor. Ixchange officials
indicated that there were two active floor traders in San Francisco and
that some of the Los Angeles specialists trade in securities other than
those in which they are registered. The Exchange has no special re-
strictions on floor trading.

6. SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS

The Pacific Coast Stock Exchange is important as a securities market
because of its present business and its potential for future growth. As
with the Midwest Stock Exchange, some of the larger NYSE commis-
sion firms are also members of the PCSE and a substantial percentage
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of trading on the PCSE takes place in securities that are also listed on
one of the New York exchanges. The primary thrust of the PCSE’s
regulatory effort is directed at sole members and securities traded only
on that exchange. o

The PCSE is the product of the consolidation of the Los Angeles
and San Francisco Stock Exchanges. Con&dgm_ble effort is expended
in keeping the two divisions on an equal bamg in the government of
the Exchange. Each division has control over its own finances and has
its own traditions and proceedures. Although there has been progress
in recent years toward making the regulatory practices of the two
divisions uniform, there are still areas in which varying practices
exist.

The government of the Exchange is vested in its board of governors.
However, because of the geographic distance between the two divisions
the division management committees (consisting of the governors from
the respective divisions) have considerable authority over the affairs
of their respective divisions. _

The PCSE is unique among the four largest exchanges in the degree
to which its board and committees participate directly in the self-
regulatory operation and management of the Exchange. In addition
to assisting in the formulation of policy, the division management
committees and the standing committees exercise important regulatory
and administrative functions. Disciplinary and policy matters are
channeled through the committees whose decisions are generally
adopted by the board, whereas the paid staff occupies a less important
position in the regulatory structure than in the NYSE, Amex, or MSE.
It acts in a factfinding capacity under the direction of the board and
the various committees and is responsible not only to the president of
the Exchange but also directly to the board. The president does not
have the right to vote at meetings of the board or division management
committees.

Experience has demonstrated that in an exchange of substantial
size this kind of arrangement is of less than maximum effectiveness
and has within it the potential for abuse. The reforms adopted by
the NYSE in 1938 and those adopted by the Amex in 1962 incorporated
the concept of a paid staff with the authority to operate the Exchange.
The report of the Levy Committee, the industry group that studied
the Amex, concluded that the standing committee system, among other
things, resulted in an absence of well-defined responsibility and the
assumption by the committees of greater powers than the president or
the board, and was an obstacle in the development of necessary staff
initiative. A reorganization of the PCSE in the direction taken by
other important exchanges seems highly desirable in light of their
experience.

In its surveillance and enforcement of off-floor requirements, the
Exchange puts most emphasis on its net capital rule. Members’ selling
and advisory activities receive inadequate attention, and the Ex-
change’s handling of public complaints should be strengthened.

The Special Study concludes and recommends:

1. The PCSE, under the supervision of the Commission, should
undertake a thorough examination of its organizational structure
with a view to providing a paid staff of adequate size and authority
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for self-regulatory functioning in lieu of the present reliance on
a committee system. )

2. Consideration should be given to the elimination of those
constitutional provisions which may unduly restrict thg board
in the exercise of its authority, for example, the constituional
provision which bars the board from acting on a matter that
“solely concerns the internal affairs or assets” of a division and
the one which permits a member expelled by the board to appeal
the expulsion to the membership.

3. Certain recommendations in other parts of chapter XII, es-
pecially part B, may apply directly or with appropriate adaptation
to the PCSE; e.g., the recommendation as to publicizing discipli-
nary actions. Commission and Exchange representatives should
undertake to determine the possible applicability of such recom-
mendations and the Exchange should proceed to implement such
recommendations or adaptations as may be found appropriate.

F. Tue Orarr ExcHANGES AS SELF-REGULATORY INSTITUTIONS

Previous parts of this chapter assessed the regulatory performance of
the NYSE, Amex, MSE, and PCSE. In 1962 these four Exchanges
accounted for 98 percent of the dollar volume and 97 percent of the
share volume of securities traded on all exchanges. This part deals
very briefly with the organization and regulatory activities of the
other registered securities exchanges.

There are 10 other registered national securities exchanges—the
Chicago Board of Trade,”* and the Boston, Cincinnati, Detroit, Na-
tional,** Philadelphia-Baltimore-Washington, Pittsburgh, Salt Lake,
San Francisco Mining,*¢ and Spokane Stock Exchanges. The Colo-
rado Springs, Honolulu, Richmond, and Wheeling Stock Exchanges
have been exempted from registration under section 5 of the Exchange
Act—

because, in the opinion of the Commission, by reason of the limited volume of
transactions effected on such exchange, it is not practicable and not necessary
or appropriate in the public interest or for the protection of investors to require
such registration.

It should be emphasized that these exchanges vary substantially in
size and the kinds of securities traded. For example, a substantial
part of the trading on the Philadelphia-Baltimore-Washington and
Boston Stock Exchanges, which in 1962 ranked fifth and sixth in dol-
lar volume of securities traded, was in stocks listed on one of the
major New York exchanges; on the other hand, the three western
mining exchanges—Salt Lake, San Francisco Mining, and Spokane—
traded almost exclusively in securities listed only on those exchanges
and selling below $1 a share.

The Special Study was unable to examine in detail the organiza-
tions and regulatory activities of these exchanges. Its inquiry was

4 The Chicago Board of Trade has had no securities transactions since Sept. 22, 1953.
Its operations are not discussed in this part.

25 The National Stock Exchange commenced trading on Mar. 7, 1962. Its operations
are not discussed in this part.

26 The Commission ordered proceedings in July 1962 pursuant to sec. 19(a) (1) of the
Exchange Act to determine whether the registration of the San Franeiseo Mining Exchange
sbould be withdrawn. This was the first such proceeding ever brought by the Commission.
At the time of the writing of this report the matter was pending. Securities Exchange
Act release No. 6865 (July 30, 1962).
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confined to a review of their constitutions and rules, a study of Com-
mission files, and receipt of information from the exchanges relating
to their organization, staff structure, and financial condition. This
part concentrates on the Boston and Philadelphia-Baltimore-Wash-
ington Stock Exchanges because of the amount of trading conducted
on those exchanges.

1. CRGANIZATION AND GOVERNMENT

Fach of the eight registered exchanges discussed in this part vests
authority to operate the exchange and regulate member conduct in a
governing committee.®” The governing committee consists of mem-
bers and partners of member firms. For instance, the Governing Com-
mittee of the Boston Stock Exchange is composed of the president, vice
president, and treasurer, all of whom must be members, and 12 other
governors, 7 of whom must be members, and 5 of whom may be non-
members, provided that they are partners of member firms engaged
in a business involving direct contact with the public.*® The board
of governors of the Philadelphia-Baltimore-Washington Stock Ex-
change consists of the president and 21 other governors, at least 14 of
whom must be members and the remainder must be general partners
of member firms or officers of member corporations.?®

The exchanges also utilize standing committees that have responsibil-
1ty in substantive areas such as admissions, floor procedure, and outside
supervision. The standing committees, consisting of governors and
members, exercise important regulatory functions in matters falling
within their jurisdiction. None of these exchanges has public gover-
nors.

The chief executive officer of the exchange is either the chairman or
the president. In either case, he is usually not a full-time paid execu-
tive but is associated with a member firm.24°

The staffs of the respective exchanges vary considerably in size,
depending in part on the amount of business done on the exchange.
As might be expected, the Philadelphia-Baltimore-Washington and
Boston Stock Exchanges have the largest staffs, 41 and 22 employees,
respectively. The Cincinnati and Pittsburgh Exchanges each has a
total of four employees, while the staffs of the western mining ex-
changes range from one to three full-time employees. Since the mem-
bers of the exchanges, through their governing and standing commit-
tees, operate the exchange as well as exercise regulatory authority, the
paid staffs have a relatively minor role in administration and
regulation.

The mcome and resources of the exchanges also differ considerably.
For example, the 1961 income statement of the Philadelphia-Balti-
more-Washington IExchange shows “total income” of $390,362, result-
Ing in “net income from operations” of $12,679. The Boston Stock
Fxchange had “total operating income” of $237,672 (which resulted
in a net operating loss of $97,669) and a surplus at the end of 1961 of
$945,813.  The Spokane Stock Exchange had the smallest gross reve-

3" The “governing committee” may be called, variously, a board of governors, board of
divectors, or board of trustees.

28 Boston Stock Exchange constitution, art. IL.
29 Philadelphia-Baltimore-Washington Stock Exchange constitution, art. II, sec. 1.

#0 Only the Cincinnati Stock Exchange bas a nonmember paid president, who also serves
as secretary of the exchange.
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nues of the registered exchanges in 1961, $8,692, resulting in a net loss
of $390.
2. REGULATION OF CONDUCT

The Boston Stock Exchange vests exclusive authority to try charges
against members and punish rule violations in its governing com-
mittee.2r The committee may require that a member submit books
and records to it or any committee.*? 1In order to institute a full-
scale disciplinary case a member must be served with written, de-
tailed charges. He is entitled to answer the charges and to a hearing
before the governing committee.?®® 1In the alternative, the governing
committee may proceed by means of a summary procedure in which
the member 1s summoned before the committee, informed of the nature
of the accusation against him, and given an opportunity for explana-
tion. The maximum penalty which may be imposed under this sum-
mary procedure 1s a suspension for 60 days.*** Suspension may be
imposed by a vote of a majority of all members of the committee and
expulsion by a vote of two-thirds of all members of the committee.?*
A disciplinary decision of the governing committee may be appealed
to the membership on the written request of 25 members.?*® A mem-
ber is not entitled to be represented by counsel in any investigation or
hearing before the governing committee or any standing or special
committee.*?

The disciplinary procedures of the Philadelphia-Baltimore-Wash-
ington Stock Exchange require that a member be served with written
charges which he 1s entitled to answer and contest at a meeting of its
board. The board has authority to suspend (by a vote of 12 of its 22
members) or expel (by a vote of 15 of its 22 members).?®* Standing
committees have the authority to fine a member $250 for each offense
in respect of any matter within the jurisdiction of the committee.?*
In proceedings before the board a summary procedure may be em-
ployed in which the maximum penalty is $250 or a 30-day suspen-
sion.?*® A member is not entitled to be represented by counsel in any
investigation or hearing before the board or any standing or special
committee.?

The study did not inquire into the surveillance procedures of these
eight exchanges. A compilation was made, however, of the disciplin-
ary cases reported by them to the Commission from January 1, 1953,
through December 31, 1962, the results of which appear as table
XTII-5.

The method by which some of the exchanges report disciplinary
aqtions to the Commission made it somewhat difficult to classify cer-
tain of the decisions. Some of the exchanges merely report the name
of the member involved and the section of the exchanges’ constitu-
tion or rules which was violated. The facts on which the decision was
based are not given. This kind of reporting makes the task of Com-

24 Boston Stock Exchange constitution, art, I11, see. 2, 3.
242 1d., art XV1, sec. 8.

243 1d., art XVI, sec. 10.

24 14., art. XVI, sec. 11,

245 14, art. X VI, sec. 1.

26 1., art. X, seec. 1.

7 1d,, art. XVI, sec. 13.

215 Philadelphia-Baltimore-Washington Stock Exchange constitution, art. XIX, sec. 1, 14.
29 1d., art. X1, sec. 2,

250 1d., art. XIX, see. 15.

1 1d., art. XIX, sec. 21,
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mission oversight more difficult since the Commission is without essen-
tial facts to judge the exchanges’ regulatory performances.

3. SUMMARY

With respect to the registered national securities exchanges apart
from the NYSE, Amex, PCSE, and MSE, the study’s inquiry was
generally confined to a limited review of their constitutions and
rules. Since no study was made of their surveillance and discipli-
nary procedures, it is impossible to draw conclusions as to the effec-
tiveness of their regulatory activities.

Despite wide differences among these eight exchanges, certain or-
ganizational similarities exist. Operation of the exchange is gen-
erally vested in a governing committee and in standing committees
with authority in specified substantive areas. The role of the paid
staff is relatively minor and, except for the larger of these exchanges,
the staffs are quite small.

On numerous occasions since the passage of the IExchange Act the
need of registered exchanges for qualified staff personnel with suf-
ficient authority has been demonstrated. The developments at the
Amex in 1962 are but the most recent illustration. The paid staff
affords continuity of administration as well as the critical element of
objectivity. To the extent this is not economically feasible for some
of the smaller exchanges, there is a corresponding limit on what may
bs expected of self-regulation, and the Commission’s direct regulatory
activity must be adapted accordingly.

Other parts of this chapter, particularly those dealing with the
NYSE, contain recommendations pertaining to the organization and
regulatory performance of that exchange. It is not possible within
the confines of this report to indicate the applicability of each rec-
ommendation to each registered securities exchange, nor has it been
possible to analyze the special circumstances of each exchange to de-
termine 1n what respects changes are desirable. Consequently, on the
basis of an assessment of the applicability of the recommendations to
the particular exchange, each exchange should make such changes in
its rules, practices, and procedures as may be appropriate.

G. Tue NASD as A SerLr-Rreuratory INSTITUTION

1. INTRODUCTION

Of the self-regulatory organizations the National Association of
Securities Dealers, Inc. (NASD or association), has the largest num-
ber of members. It owes its position largely to the character of the
over-the-counter markets which it regulates and to the statute gov-
erning its operation.

The over-the-counter markets are residual markets in that they en-
compass all securities business not done on the organized exchanges.?"
All broker-dealers registered with the Commission may participate
In over-the-counter trading and, with few minor exceptions, are en-
titled to join the NASD.**® Unlike the exchanges, the NASD can-

#2 See ch. VIL.B.
23 See ch. I1.B.2.
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not select its membership—it is compelled to open its doors to all
qualified persons. )

The membership of the NASD has come to be nationwide. It in-
cludes virtually all broker-dealers engaged in a general securities
business, representing wide diversities in financial resources, standards,
and activities. In 1939, the NASD commenced operations with a
membership of 1,500 firms, comprising 22 percent of approximately
6,700 broker-dealers registered with the Commission. By December
31, 1962, association membership had grown to 4,771, or 83 percent,
of 5,724 registered firms.?** When the association began its registered
representative program in 1945, the program covered about 25,000
individuals. By December 31, 1962, that figure had reached 94,444,
encompassing the vast majority of securities salesmen.

While the NASID’s scope of responsibility is very broad, its pri-
mary responsibility relates to the over-the-counter markets. The dif-
fuseness and heterogeneity of these markets, described in chapter VII,
as well as the diversities in the character and standards of its mem-
bership complicate the regulatory task of the NASD. Whereas trad-
ing on an exchange is concentrated in a central marketplace where
it can be observed and supervised, trading on the over-the-counter
markets takes place throughout the country over a telephone-and-wire
network connecting members bilaterally and privately with one an-
other. The lack of a “tape” or other means of reporting and pub-
licizing transactions results in an absence of continuing information
about market activities. ,

Another factor increasing the complexity of the regulatory task as-
signed to the NASD is the recent dramatic growth in the over-the-
counter markets. This growth has outpaced the ability of all regu-
latory agencies, including the Commission, to deal with the numer-
ous problems created by the increase in the volume of trading and
participating broker-dealers.

The NASD is a creature of statute and it is primarily engaged in
regulatory activities. Unlike the exchanges, it did not exist as an
organization prior to the adoption of the Exchange Act; the NASD
was specifically established to govern conduct in the over-the-counter
markets. Iixcept insofar as it supervises the dissemination of retail
quotations and sponsors a clearing arrangement, the NASD is not di-
rectly engaged in the operation of a marketplace or its ancillary fa-
cilities and its members are not “seat” holders with a proprietary in-
terest in a marketplace.

This part of chapter XTI, after briefly setting forth the background
and structure of the NASD (sec. 2), contains a detailed description
of the organization and functioning of the NASD (sec. 3) and its
fiscal policy and planning (sec. 4). In a succeeding section the regu-
latory activities of the NASD are reviewed and analyzed and its
regulatory performance related to its organization (sec. 5).

Other chapters of this report have discusced various substantive
rules and policies of the NASD and assessed their adequacy for the
protection of investors. Chapter II covered NASD controls over
entry into the securities business; chapter 111, selling practices, invest-
ment advice, and financial responsibility; chapter 1V, underwriting
and distribution practices; chapter VII, over-the-counter trading mar-

4 See table I-18, ch. I1.B.2 and ch. ILF.
96-746—63—pt. 4——40
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kets; and chapter XI, NASD controls over mutual fund selling prac-
tices and reciprocal business. Xach of these chapters describes major
areas of the securities business of coucern to the NASD and assesses
the regulatory performance of the NASD in relation to a particular
area. A total picture of the NASD requires that this part be con-
sidered together with the above material in prior chapters.

The study’s inquiry into the regulatory process of the NASD took
several forms. At the outset, the NASD was asked to furnish certain
basic materials, including minutes of meetings of the board of gov-
ernors, executive committee, and district secretaries, and various re-
ports and studies. These materials as well as materials in the files of
the Commission and data obtained from the NASD relating to sub-
stantive areas were reviewed and analyzed. At various times through-
out the study, certain NASD district offices were visited and NASD
officials were interviewed in private hearings. The chairman of the
board of governors and the association’s executive director testified at
public hearings conducted by the study in May 1962 on the subjects
of qualification for entry into the sccurities business and selling
practices.

Since the inception of the Special Study, there have been numerous
changes in NASD organization and in regulatory practices and proce-
dures. Much of the discussion in this chapter relates to the NASD as
it existed at the end of 1961. The large number of changes, both major
and minor, which have been made while this report was in preparation
has made it impossible to note each change in relation to the discussion
of a particular topic, but where practicable, this has been done. Most
of these recent developments are summarized in a section prior to the
conclusions and recommendations (sec. 6).

2. BACKGROUND OF THE NASD AND ITS STRUCTURE AS A REGULATORY
INSTITUTION
a. Historical background

Regulation of the over-the-counter markets has developed in several
stages. While comparatively little was known about these markets
in 1934 when the Iixchange Act became law, it was early recognized
that their regulation was necessary, since “to leave the over-the-coun-
ter markets out of a regulatory system would be to destroy the effects
of regulating the organized exchanges.” ?* Because of the potential
scope and complexity of over-the-counter regulation, the statute en-
trusted to the Commission broad rulemaking powers over the over-the-
counter markets rather than creating a detailed system of regulation
as in the case of the exchanges.® However, as one member of the
Commission described the task of direct government regulation of
the over-the-counter markets without a self-regulatory organization:

[it] is a little bit like trying to build a structure out of dry sand. There is no
cohesive force to hold it together, no organization with which we can
build * * * 7

Throughout the early years of the Commission, a strong industry
movement directed at organizing broker-dealer participants in the

%5 “Stock Market Control,” Twentieth Century Fund, p. 668 (1934).
25 Other chapters of the report have described Commission regulation of the over-the-
counter markets prior to organization of the NASD. &ee chs. VIIand IX

T Testimony of Commissioner George Matthews, “Hearlngs on 8. 8255,” 75th Cong., 3d
sess., p. 7 (1938).
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over-the-counter markets was underway. The depression of the early
1930’s helped to provide a nucleus around which to build. Under
the National Recovery Administration (NRA), the Investment Bank-
ers Code Committee was formed in 1933 to prepare and enforce an
industry code. Although the code organization was stripped of its
powers 2 years later by the Schechter decision,*® it nevertheless con-
tinued in existence at the urging of the Commission’s first chairman,
Joseph F. Kennedy, and his successor, James M. Landis. In October
1935, the activities of the code organization were assumed by the In-
vestment Bankers Conference Commaittee, which had been established
to formulate under Commission supervision a voluntary program of
industry self-regulation. It was soon realized, however, that the
desired objectives could not be achieved without appropriate legisla-
tion, particularly legislation exempting the activities of an industry-
wide organization from the antitrust laws. A legislative program was
devised and the functions of the conference committee were assumed in
October 1936 by a new group, the Investment Bankers Conference,
Inc. (IBC), formed to implement a legislative program. Through
the combined efforts of the Commission and the IBC and the support
of a large segment of the securities industry, the Maloney amendment
(named for its sponsor, the late Senator Francis Maloney of Con-
necticut) to the Exchange Act was enacted in 1938, providing for
Government and industry cooperative regulation of over-the-counter
securities markets.?®

Self-regulation in the over-the-counter markets under the Maloney
Act was to be accomplished by permitting qualified associations of
broker-dealers to register with the Commission as “national securities
associations.” 2°©  As an inducement to joining, the act permits a reg-
istered association to prohibit its members from dealing with non-
members “except at the same prices, for the same commissions or fees,
and on the same terms and conditions as are by such member accorded
to the general public.” 261

To become registered, an association must meet certain standards.
It must be appropriately organized by reason of the number and geo-
graphical distribution of its members and the scope of their transac-
tions to be able to comply with and carry out the purposes of the act;
it must admit to membership all qualified broker-dealers and con-
tinue in membership those who remain qualified ; it must insure a cer-
tain degree of internal democracy in the administration of its affairs;
its rules must meet certain broad objectives; ?¢? and, of primary im-
portance, it must discipline those who violate its rules.

The writings and public statements of the period indicate that the
self-regulatory objectives of the act were twofold : first, to bring about

258 A.L.A. Schechter Poullry Corp. v. United States, 295 U.S. 495 (1935).

28 For the background and legislative history of the Maloney Act see S. Rept. 1455 and
H. Rept. 2307, 75th Cong., 3d sess. (1938) ; speech of Chairman William O. Douglas before
the Bond Club of Hartford, Jan. 7, 1938.

260 The Maloney Act provisions applicable to such associations are contained in sec. 15A
of the Exchange Act.

261 See Exchange Act, sec. 15A (1) (1).

262 Sec. 15A(b) (7) requires that ‘“the rules of the association [be] designed to prevent
fraudulent and manipulative acts and practices, to promote just and equitable prineciples
of trade, to provide safeguards against unreasonable rates of commissions or other charges,
and, in general, to protect investors and the public interest, and to remove impediments
to and perfect the mechanism of a free and open market; and * * * not [be] designed
to permit unfair discrimination between customers or issuers, or brokers or dealers, to
fix minimum profits, to impose any schedule of prices, or to impose any schedule or fix
minimum rates of commissions, allowances, discounts or other charges * ¥ *7”
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self-discipline in conformity to law—*“voluntary law obedience so com-
plete that there is noting left for government representatives to
do”—and, secondly, to encourage “obedience to ethical standards be-
yond those any law can establish.” The end product of such a system
would be to put the over-the-counter markets on a “highly profes-
sionalized plane” and at the same time “afford to the investor a serv-
ice characterized by efliciency commensurate with its economic im-
portance * * * 2 Tt was thought that this kind of self-regulation
was far preferable to detailed and pervasive regulation by the Govern-
ment which might be overly burdensome to business and Government
alike.

Senator Maloney, shortly after enactment of the legislation, de-
scribed the allocation of regulatory responsibilities between the NASD
and the Commission in this way:

* * % Congress has undertaken to provide a mechanism whereby the securities
business of the country may deal with all problems of technical regulation, leav-
ing to the Securities and Excnange Commission what it is hoped will be the
residual position of policing the submarginal fringe which recognizes no sanc-
tions save those of the criminal law and of dealing with those problems of regu-
lation with which the industry, as organized under the act, finds itself unsuited
or unable to deal.**

The existing allocation of regulatory responsibility between the ex-
changes and the Commission was envisioned as the basic pattern to
be followed, but “with 1938 improvements.”’ 265

Shortly after the act became law, a joint committee composed of
representatives of the Investment Bankers Association and IBC in-
dicated that it conceived of the new association as a strong national
organization, and the Commission gave its early approval to this con-
cept. Although the statute permitted the registration of national
securities associations organized on a regional or functional basis or
“on such other specified and appropriate basis,” 2% the Commission
encouraged the formation of a single national association. In re-
sponse to a letter sent by the director of the IBC and the present
executive director of the NASD, the then chairman of the Commis-
sion stated :

[W]e feel that the best form of organization would be a strong national asso-
ciation, truly representative, including the small as well as the large elements
in the business. It seems to us that a stroung national association can best deal
adequately and effectively with the important questions which will arise under
the statute; and cope effectively with the problems of an industry which is
truly national rather than local in character.

Following conferences between the Commission and industry repre-
sentatives and the obtaining of a new corporate charter, the old IBC
emerged as the NASD. Shortly after its formation an application
was filed with and approved by the Commission in the summer of
1939.267

In its decision approving the association’s application for registra-
tion under section 15A, the Commission expressed the view that there
was “minimum compliance” by the NASD with the requirements of

263 See note 259, above.

24 Address to California Security Dealers Association, Investment Bankers Association,
and NASD, San Francisco, Aug. 22, 1939.

‘263 See pt. I, below.

24 See Iixchange Act, sec. 15A(b)(3).
60‘-’767(117;)?%;5 Matier of Application by National Association of Securities Deulers, 5 S.E.C.
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the statute in several respects. The Commission noted that the by-
laws left to the discretion of the board of governors whether the
affairs of the association were to be managed largely by a professional
staff or by volunteer members:

Should the board of governors elect the latter course it would appear doubt-
ful whether effective enforcement of the association’s rules of fair practice
could be secured. It is the opinion of the Commission that such enforcement
will, in all probability, require a staff of paid employees to be expanded to a
nationwide scale in due course of time, headed up by a chief executive endowed
with sufficient powers to render him effective.”®

The Commission also indicated that there was “minimum compli-
ance” with the statute In connection with the association’s dues
schedule. The Commission observed that it seemed “entirely argu-
able” that firms with a large personnel would pay a disproportion-
ately small share of the association’s expenses and that, as a result,
association revenues might be insufficient for it to perform its self-
regulatory tasks adequately. In this area, as well as others, the
Commission indicated that it would observe the operations of the
NASD to ascertain whether association rules and practices complied
with the objectives of the statute and whether Commission surveil-
lance of the activities of the NASD members in areas subject to its
self-policing would be necessary.

b. Structure of the NASD

The NASD is a private nonprofit corporation organized under the
laws of Delaware. It has the following stated objects and purposes:

(1) To promote through cooperative effort the investment banking and
securities business, to standardize its principles and practices, to promote
therein high standards of comimercial honor, and to encourage and promote
among members observance of Federal and State securities laws;

(2) To provide a medium through which its membership may be enabled
to confer, consult, and cooperate with governmental and other agencies in
the solution of problems affecting investors, the public, and the investment
banking and securities business ;

(3) To adopt, administer, and enforce rules of fair practice and rules
to prevent fraudulent and manipulative acts and practices, and in general to
promote just and equitable principles of trade for the protection of in-
vestors;

(4) To promote self-discipline among members, and to investigate and

adjusg grievances between the public and members and between mem-
bers.*

The association is nationwide in scope and is organized to obtain a
maximum degree of local administration of its affairs. To accomplish
this the association is divided into 13 regional districts.2”® In addition
to administering the local affairs of the association, the 18 districts
are responsible for providing representatives to the 21-member board
of governors in whose control! the overall management and supervision
of the association rest. The board has a chairman and certain lesser
officers; it oversees a paid staff of some 160.2* It also has both
standing and special committees, some of which are composed of non-

board members and some of which have their own administrative
staff.

263 1d. at p. 628.

200 Certificate of incorporation, art. ITI.
270 See table X1I-6.

71 As of Deec. 31, 1962.



608 REPORT OF SPECIAL STUDY OF SECURITIES MARKETS

The association has adopted rules of fair practice and a uniform
practice code. The former governs the professional conduct of asso-
ciation members and the latter specifically deals with technical meth-
ods of executing transactions and conducting a securities business.

There are 26 rules of fair practice. They range from the very broad
(“a member in the conduct of his business shall observe high stand-
ards of commercial honor and just and equitable principles of trade” 22
and “no member shall effect any transaction or induce the purchase of
sale of any security by means of any manipulative, deceptive, or other
fraudulent device or contrivance,”) *® to the specific (“no member
shall * * * join with a nonmember broker or dealer in any syndicate
or group contemplating the distribution to the public of any issue
of securities’).2™

The 13 regional districts are initially responsible for enforcing the
rules of fair practice. Each district is managed by a district commit-
tee composed of from 6 to 18 members and a paid staff headed by a
district secretary. These committees double as district business con-
duct committees and as such initiate charges against rule violators,
hear and determine such charges, and assess penalties which may
range from a censure or fine to suspension or expulsion from
membership.

District business conduct committee decisions are reviewable by the
board of governors either on appeal by the disciplined member or on
its own motion. The Maloney Act, unlike the original Exchange Act
applicable to exchanges, contains certain specifications as to the con-
duct of disciplinary matters. Commission and ultimate court review
of association disciplinary actions are also provided for by the
statute.?™

3. NASD ORGANIZATION AND FUNCTIONING

a. Underlying principles

Three closely related principles have guided the NASD in carrying
out its policymaking and administrative functions. Iach has re-
ceived varying degrees of emphasis over the years but all appear to
retain some degree of vitality and basic validity.

The first principle, emanating from the legislative background of
the Maloney Act, 1s that of a democratic organization. It arose,
historically, out of early fears of monopoly and oppression of the
“little fellow” and minority segments of the business. If broker-
dealers seeking to engage in a general securities business were to be
economically compelled to become members of the NASD, then it was
thought necessary to provide safeguards of various kinds, including
the requirements of representative governing bodies. This principle
was incorporated in section 15A(b) (5) of the Maloney Act, which
requires that the rules of the association “assure a fair representation
of i1ts members in the adoption of any rule of the association or amend-
ment thereto, the selection of its officers and directors, and in all other
phases of the administration of its affairs.” The Commission and
the NASD have interpreted “fair representation” to require that
factors of geography, size of firm, and kinds of business be considered.

212 Art. 1171, sec. 1.

218 Art. 111, sec, 18.

214 Art. 111, sec. 25(b) (2).

7% Wxchange Act, secs. 15A (g)—(h) and 25.
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The second principle is what has been customarily called “business-
man’s judgment” by association officials. It stems from the funda-
mental argument advanced for the Maloney Act; namely, that the
need for raising the level of conduct in the over-the-counter securities
business to a “highly professionalized plane” could best be met through
ethical standards adopted and enforced by self-governing bodies of
individuals actually engaged in the business rather than through
increased and pervasive Government controls based upon rigid pro-
scription. From this argument there have emerged two working
principles: opposition to “legalisms” and avoidance of a “bureauc-
racy” (i.e., a large permanent paid staff). In practice, these prin-
ciples have meant that when problems arise which require study and
solution, a unit of volunteer members#*¢ is created, or an existing
one is called upon, to take over the task. If a problem concerns a
particular segment of the industry, members from that segment usual-
ly compose the unit. Similarly, as the number of enforcement and
disciplinary matters has grown, the services of more representatives
from the business have been enlisted to cope with them. In general,
new permanent stafl personnel are employed or existing paid em-
ployees utilized only when the burden on members becomes so great
that administrative assistance is required. Where responsibilities are
delegated to the staff, a staff decision is usually subject to review by
a member if a question of judgment is involved.

The third organizational principle is that of local autonomy. This
principle is closely allied with the notion of “fair representation,”
which includes the protection of local and regional interests. It is
reflected in the “district” system which has characterized the organi-
zation and functioning of the association from its beginning.?*

b. T he national organization and its functioning

(1) The board of governors

(a) Llection and composition.—Charged under the bylaws with the
“management and administration of the affairs of the corporation,” 2%
the board of governors has always occupied a preeminent position in
NASD affairs. Each district committee selects a nominating commit-
tee (composed of nonmembers of the district committee), which in
turn nominates the representatives of that district to the 21-man
board of governors. Ten of the districts nominate one governor each.
District 2 (California, Nevada, and Hawaii) and district 8 (Illinois,
Indiana, Michigan, Wisconsin, Minnesota, and Iowa) each chooses
three governors, and district 12 (New York, Connecticut, and northern
New Jersey) chooses five governors.2® A governor serves for a 3-year
term.

Selection by the nominating committee means automatic election
unless additional candidates are nominated by a petition signed by 10

218 'ljechnically, only firms are ‘“‘members” of the assceiation whereas national and district
committees are composed of individuals associated with members. )

277 See subsee, ¢, below.,

;7; ;\rt. IV, sec. 2,

7 Hereafter in_the text distriets are identified by the city in which the district office is
loqated. Tables XI1I-6 and XII-7 show the geographic arrangements of NASD districts
prior to 1959 and subsequently. See subsec. ¢(2) (a), below, for a discussion of nomination
and election procedures for district committees.
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percent or more of the members in the district.2® A contested election
arising out of such a petition hasnever occurred.!

Adequate geographic representation was a primary concern of the
framers of the Maloney Act. With few exceptions, local and regional
interests appear to have been satisfied with the allocation of board
seats,?®? and there has been only one adjustment in the association’s his-
tory. In a redistricting that took place in 1959 one district was elim-
inated and the extra board seat was given to district 2.2%2

Although the scheme of the national organization is based primarily
on geographic representation, the district nominating committees are
to “endeavor, as nearly as practicable, to secure appropriate and fair
representation on the board of governors of all classes and types of
firms engaged in the investment banking and securities business.?
While NASD oflicials appear to have made an effort over the years to
get more people from smaller firms to serve both at the district and
national levels, they have had only limited success. One reason is
that individuals in the one- or two-man firms simply cannot devote
the time required for service on the board of governors. A second is
that, with the three exceptions mentioned, each district can select only
one governor every 3 years and the membership understandably tends
to choose persons from the large, well-known firms as their national
representatives. As a consequence individuals associated with large
firms have predominated on the board.

The following table based on Questionnaire OTC-3 2% and other
data shows the relative predominance of large firms on the board :

TaBLE XII-c. ize of firms represented on the NASD board of governors in 1961

Number of Number of
OTC volume (thousand dollars) firms con Total capital (thousand dollars) firms on
board board
1961 1961
100,000 and over._. ... ... 511 10,000 and over. .. .________________ 2
50,000 t0 99,999 ________________.____ 54 5000609999, o ... 6
10,000 t0 49,999 . e 51 2,500t04,999_ .. 3
5,000 £0 9,999 _ e 21 1,000602,499 .. __________._________ 4
2,500t04,999__ .- 1 50060 999 e o__ 4
1,000 £0 2,499 -« oo 1| 70b0493 ... 2
Total oo 119 Total . e 21

a 1 Two firms did not report their over-the-counter volume for 1961; one of these was a mutual fund un-
erwriter.

Sources: Questionnaire OTC-3; NASD records; Finance, Mar. 15, 1962.

Although NYSE member firms comprise less than 15 percent of the
members of the NASD, they have usually held a majority of the 21
seats on the board of governors, as shown 1n the following table:

280 Bylaws, art. IV, secs. 12 (b) and (e).

281 The nominating committee cannot nominate an incumbent board member to succeed
himself without a majority vote of tlie entire membership in the district concerned. In
recent years this has been done only where an individual has been appointed to complete
an unexpired term of a governor who has resigned and the distriet desired to give the
successor a full 3-yvear teim.

282 In a reporf of a special committee of the board to consider a resolution of one district
requesting additiona] board representation, it was recommended that a study be made of
the distriet boundaries and representation. 'The board concurred in the recommendations
and the special committee was appointed which devised the 1959 districting plan. The
plan was approved by the membership with a vote of 2,237 for and 64 against, with about
1,500 members not voting.

233 Compare tables X11-6 and XII-7.

24 Bylaws, art. IV, sec. 6(a).

2% See ch. VII and app. VII-B.
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TaBLE XII-d—Number of representatives of NYSE member firms on NASD
board of goveinors, 1957-63

Number
A0 e e e 17
06 14
00 e 14
10060 . 10
00 e e e 13
O 8 m 11
8T e 13

It should be noted that representatives of New York Stock Exchange
firms serving as governors are ordinarily closer to general over-the-
counter activity (including underwriting) than to the strictly ex-
change business of the firm.* .

The composition of the 1961 board in terms of the principal activities
of the firms with which its members were associated is summarized in
the following table:

TaABLE XII-e.—Activitics of firms represented on NASD board of governors
in 1961

[Number of firms]

Primary Seconcary Tertiary
activity activity activity

Exchange commission . __ . oo 7 3
Underwriting . e 6 10
OTC retail . oo 6 4
OTC Wholesale o o e f e e oo 1 2
Otherexehange .o 1
“Financial services” _____._._..____

Dealer or principal underwriter of m

7 S 21 21 220

ek et G OUOTYCN

utual funds. .....________ 11 1

1 Principal underwriter.
2 Q.:e firm did not report a tertiary activity.

Sources: Questionnaire OTC-3 and NASD records.

This pattern has generally prevailed over the years.

The underwriting of mutual fund shares has been of increasing im-
portance in the securities industry and a subject of extensive day-to-
day regulation by the NASD. Nevertheless, 1t was not until 1960 that
a representative of that group became a board member. At present
{1963), no fund underwriter representative is on the board. About
30 percent (1,055 of 4,964) of the active firms responding to question-
naire OTC-3 sent to all registered broker-dealers stated that their
primary business activity was mutual fund retail sales®” Although
two of the firms represented on the 1961 board reported that their
secondary or tertiary activities consisted of mutual fund retail sales,
none was primarily engaged in such activity.2®

(b) T'he board’s duties and functions—As previously noted, the
board is the center of responsibility and authority in the NASD. Tt
has the duties of deciding association policy; promulgating (with the

28 NYSE member firms accounted for ahout 55 percent of the dollar volume of over-the-
counter stock sales in 1961, See ch. VII.B and app. VILA.

287 See ch. I, table I-10.

8 Since 1940 the board has annually appointed a national committee (the Investment
Companies Committee) composed of underwriters of fund shares, whieh has been concerned
with the investment company aspects of association business. See subsec. b(2) (e) (1),
below. On a few occasions the association has had a national investment companies
dealers committee, the most recent lasting from 1952 to 1954 when it was disbanded owing
to lack of activity.
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approval of the membership) the rules of the association; issuing
interpretations of those rules; 2° supervising the performance of its
own committees, the district committees, and the executive stafl in the
administration and enforcement of board policies and association
rules; and rendering final decisions in disciplinary proceedings on
appeal or called up before it from the district business conduct com-
mittees.

The scope of those responsibilities is indicated in the minutes of
board meetings. The minutes are fairly voluminous, typically con-
taining (1) the reports of the executive director, of the board’s 8 to
10 standing committees, and of any special committees appointed to
study and report on particular problems (most governors serve on 1
or more committees) ; (2) a report of the chairman concerning his ac-
tivities since the previous meeting; (3) the text of the decisions of the
board in disciplinary matters and member continuance proceedings 2°°
considered at the meeting; and (4) a detailed summary of its delibera-
tions with regard to each of the reports and the disciplinary cases.
Also, the newly elected chairman of the district committees attend the
board’s spring meetings and report orally on the activities of the re-
spective districts.?t

1t is apparent that the burden imposed upon the board is quite sub-
stantial, and it has become more and more so as a consequence of
growth of the securities business and increased centralization of asso-
clatlon activities in the national organization.

In setting standards, whether by declaration of policy, rulemaking,
or otherwise, the board has from the beginning firmly held the reins
of control. While the board has not always been as active in those
areas as it might have been, the districts have had little authority to
proceed independently. 'The board has placed increasing emphasis on
national supervision and review of the district examination 2* pro-
grams, uniformity in rule interpretations and penalties, and con-
formity to national policy in district disciplinary proceedings.?*?

The term of a governor is 3 years, with a one-third turnover in the
membership every year.*** Since the board ordinarily meets only three
times a year for 3 days at a time, there are limitations of time and con-
tinuity on the board’s ability to perform its job. Despite the increase
in the workload, the board has been reluctant to reduce its responsibil-
ity for enforcement. In fact, control over enforcement, particularly

28 Procedures for adoption of association rules and rule amendments are set forth in the
bylaws, art. IX,

20 Sec. 15A(b) of the Exchange Act and art. I, sec. 2, of the NASD bylaws provide
that, except where the Commission finds it appropriate in the public interest to approve or
direct to the contrary, no broker may be admitted to or continued in membership if he,
or any controlling or controlled person, is under any of the several disqualifications
specified in the statute or the bylaws. A Commission order approving or directing admis-
sion to or continuance in association membership, notwithstanding a disqualification under
sec. 15A (b) (4) of the act, or under an association rule under that section or sec. 15A(b)
(3), is ordinarily entered only after the matter had been submitted to the association by
the member or applicant for membership. District committees are charged with initial
responsibility in this area, but the final NASD recommendation to the Comimission is made
by the board. See ch. II and pt. I, below.

zmlghe dxsgreict chairmen form the “advisory council” which is provided for in the bylaws,
art. IV, sec. 16.

29-’“Examinatio_n” is the term used by the association for its inspections of the books,
records, and business procedures of member firms and branch offices. This should be
d}stlngulslged from the qualifications examination for registration of a representative
discussed in ch. II. Unless otherwise indicated the term is used in this part of the
Bglesent chapter in the former sense. The examination program is discussed in sec. 5.a,

w.
203 See subsec. b.2.(b), below.
24 Bylaws, art. IV, sec. 4.
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through review of disciplinary cases, has become its dominant activity,
at the expense of its role of policy formulation. Concern over this
development was expressed at a recent board meeting :

Mr. Rockefeller [chairman of the board] concluded his opening remarks by
pointing out that the number of business conduct matters has grown to the point
where the cases occupy most of the board’s attention, leaving only a limited
amount of time for discussion of policy matters. He stated that either some
greater authority must be passed on to the National Business Conduct Committee

to handle disciplinary cases or the board may have to meet more frequently, or
both.

Despite the efforts which the board has made to cope with the in-
creased volume of disciplinary matters, there seems little likelihood of
success without a raising of entry standards (see ch. II) and/or a
change in the association’s methods. Lengthening the term of office
of the governors in order to provide continuity and experience does not
appear to be a solution. As a general rule, a member of the board has,
by the time his term of office expires, already served the association
for 6 years—3 years on a district committee and 8 years on the board,
mcluding service on one or more board committees or district subcom-
mittees—and he may well be called upon subsequently to contribute
further time and effort in various capacities. It also may not be practi-
cal for the full board to meet more frequently than at present, in view
of both the difficulty of assembling 21 busy men from all parts of the
country and the fact that several weeks of work by most of the board
committees and the executive staff are required to prepare for each
meeting.?*

(2) The standing committees of the board of governors

(a) Ewecutive and finance committees—An executive committee
has been chosen each year since the beginning of the NASD. It cur-
rently consists of nine governors and the executive director, and its
chairman has customarily been the chairman of the board. This com-
mittee is the only one specifically provided for in the association’s by-
laws which state:

By resolution passed by a majority of the board of governors, there may be
created an executive committee, consisting of five or more members of the board,
which committee shall have and may exercise such powers of the board in the
management of the business and affairs of the corporation in the interim between
meetings of the board of governors as may be delegated to it from time to time
by the board; provided, however, that any action of a disciplinary nature by an
executive committee created hereunder, which affects the business or standing
of any member of the corporation, shall become binding only after approval
by the board of governors.**

In general, the committee meets at about the same time and place as
the full board. It also meets each spring with the finance committee
to consider the budget and the dues and assessments schedule for the
next fiscal year.”” Other “meetings” are held by mail or telephone.?

#5 In order to alleviate the backlog of diseiplinary cases, special meetings of the board
and the National Business Conduct Committee were held in December 1962.

2% Bylaws, art. VI, sec. 5,

27 The association’s fiscal year beging an Oct. 1.

The finance committee is composed of about six or seven governors and the executive di-
rector. Seyeral of its members are also on the executive committee. Agide from its joint
meetings with the execntive committee, the finance committee has on oceasion “met” by mail
Lo consider supplemental appropriations for such items as increases in staff, salaries, and
purchases of office equipment by the national and district otlices.

288 Frorr_l time to time circumstances have necessitated special face-to-face meetings. For
example, in November 1.961 the committee met with the Commission to discuss implementa-
tion of the board’s decision to enter the field of underwriters’ compensation. See subsec.
b(2) (e) (iv) and sec. 5(b) (3), below.
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Over the past few years, the executive committee’s duties have
grown, particularly in the areas of rulemaking and interpretation and
supervision of district enforcement activities. When time has not per-
mitted the full board to act, the executive committee has often assumed
the Initiative and occasionally the ultimate responsibility for associa-
tion action on such issues as pending legislative proposuls, contem-
plated Commission rules, and NASD intervention or participation in
court proceedings. The executive committee’s participation in policy
planning has been mainly confined to consideration of studies and
recommendations for association action originated by others and to
carrying out policy determinations of the board.

The committee’s capacity to take on a greater share of policy plan-
ning is severely limited by its preoccupation with administrative
detail.?®®* Many of the matters with which the committees has been
concerned have related to fiscal administration (and as a result have
on occaslion been the subject of a joint meeting with the finance com-
mittee).2®® Another administrative matter which has been frequently
before the executive committee (particularly since 1958) is whether
to send out “free-riding” questionnaires to underwriting and selling
group members in particular offerings.?* It has sometimes been
necessary for the executive director to obtain the necessary authoriza-
tion to send out questionnaires by telephoning committee members or
mailing ballots to them. There may have been reasons for having
the committees make individual determinations in the early stages of
enforcing the free-riding policy, but there appears to be far less justifi-
cation for that procedure after enforcement policy has been for-
mulated and the use of the questionnaires has become a regular enforce-
ment tool.

(b) National Business Conduct Committee—The National Busi-
ness Conduct Committee is probably the most active in the associa-
tion. It is chosen annually by the board and normally has about 9
or 10 members, all of whom are governors. Half of its members are
replaced each year and no member normally serves more than 2 years.

The primary function of this committee is to oversee disciplinary
procedings at the district level to insure compliance with the associa-
tion’s bylaws, rules, and policies. In the work of the committee one
can observe almost the entire range of the NASD disciplinary process.
All decisions of the district business conduct committees are reviewed
by the committee, which is vested with the power to call up cases for
board consideration. It also reviews cases appealed by members to
the board. If the committee deems it necessary to hold a hearing or

2% Examples of some of the items of business which the eommitiee, on numerous occa-
sions, has had to pass upon are (1) grauting permis<ion to respondents to pay in install-
ments fines and costs assessed against them in disciplinary proceedings, regardless of the
amount involved; (2) approving salary increases for staff wembers from clerks and
stenographers to district secretaries, often amounting to as little as a few hundred dollars ;
(3) approving the purchase by a district office of office equipment; (4) authorizing the
hiring of additional personnel including clerks and stenographers; and (5) approving
contributions ranging from a few hundred to a few thousand dollars to other institutions for
various educational projeets.

360 See sec. 4, helow.

301 Under an_Interpretation of its rules of fair practice requiring that members observe
“high standards of commercial honor and just and equitable principles of trade” (art. 111,
sec. 1), the NASD has stated that it is a violation of that rule for any member, directly or
indirectly, to withhold any portion of a public offering in its own account or in the accounts
of persons affiliated with it. Securities taken for investment if not disproportionate or
substantial are exempted from the interpretation. See ch. IV.B.3 and sec. 5.b(2), below.
NASD manual (manual), G—23-31. The NASD has primarily relied upon tlie use of
questionnaires to enforce the “free-riding’” policy.
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1f one is requested by a member, it appoints a panel to conduct the
hearing. The coinmittee makes a recommendation as to the disposi-
tion of each case called up before or appealed to the board which is
then reviewed and acted upon by the full board.

The great increase in the workload of the National Business Con-
duct Committee is summarized in the following table: 302

TaABLE XII-f.—Number of disciplinary proceedings reviewed by the National
DBusiness Conduct Committee, 193962

Number of | Number of | Number of | Total board
Year complaints decisions cases called | of governors
filed appealed up cases

1062 e 452 75 40 115
196 o cmm————en 422 46 34 80
1960 . - e 343 34 34 68
1939 . el 260 37 150 87
1058 e e 206 ‘ 25 5 30
1957 e 137 26 13 39
1956 . . 130 21 6 27
1080 e mm 125 10 5 15
1939-54 . _ e 625 68 116 184

1 A large percentage of these cases involved similar charges and the committee called them up to enable
the board to enunciate a uniform association policy in that type of case.

Source: NASD records.

The heavy volume of cases reviewed results both from the larger
number of proceedings and the desire to obtain uniformity in en-
forcement policy. The committee (and the board) has had to devote
considerable attention to the task of maintaining uniformity in rule
applications and penalties imposed in the 13 districts.®®

The National Business Conduct Committee has sought to lessen
its burden and provide a measure of continuity in personnel and
policy by placing reliance on full-time counsel *** and by the increased
use of hearing panels®°® composed of a governor as chairman and
one or two former governors, all preferably residing in the vicinity
of the district concerned. The hearings on cases appealed or called

32 [u reporting to members on its 1959 work the committee stated :

“This leads us to the question of the ever-increasing number of complaints, hearings,
appeals, and reviews. Those procedures are time-consuming for volunteers in the business
whose own affairs at this juncture are more than full time, to say the least. But, we
believe the time and effort expended is fully justified and will advance the purpose of the
association.” (NASD Annual Report, 1959.)

33 Recently. the board addressed a letter to a district committee chairman which read
in part as follows :

“Of further and growing concern to the board in its review of the sitnation, has been
the method and approach of the district * * * in handling disciplinary matters. Indica-
tions are that in certain instances the attitude of the district buxiness conduct committee
for district * * * has differcd from thut of other districts. The board fully appreciates
that this particnlar nroblem may be due in large extent to administrative difficulties but
feels that these should not be allowed to have any influence on matters of substance * * .,

“The attainment of the objectives of uniformity and fairness depend to a great extent
on the time and eifort expended, not only by members of the board of governors, but also
by the members of the district husiness condiict committoees, It is essential that they make
the necessary sacrifice of their time to permit the fulfiilment of their duties. It is rec-
ognized that the committee members, as well as the members of the board, serve as volun-
teers: nonetheless they must be prepared to devote the necessary time to the important
work of the association * * ¥,

“It is the wish of the board that you, as incoming chairman, review with your com-
mittee the operations and procedures of the cominittee, not only to insure proper operation
106{ ylou’}' district but also in order that we may move forward and come closer to these

eals.

304 Spe subsec. b(4) (a), below.

5 In January 1938, the committee recommended and the board adopted a procedure
whereby former governors who bad served on the board within the preceding 2 years were
permitted to serve on hearing panels. However, it was not long before this appeared
inadequate to provide the requisite personnel, and in September 1958 the board increased
the eligibility period for ex-governors to 5 years.



616 REPORT OF SPECIAL STUDY OF SECURITIES MARKETS

up are frequently de novo hearings in whole or in part and can be
time consuming.®%¢ S

(¢) Legislation committee—The legislation committee, which 1s
normally composed of three or four governors, participates in the
formulation of the association’s official position regarding pending
or contemplated legislation and represents the association with re-
spect to legislative matters. Its work on such matters may overlap
with that of the executive committee and other standing committees.

This committee’s function is more in the nature of Jobbying than
regulation. Its activity is directly proportionate to the activity of
the Commission, the Congress, and other agencies in advancing legis-
lative or regulatory proposals which may have an impact on the
securities business generally.

(d) Information commuttee—The information committee has re-
sponsibility for the public relations activities of the association.®*” Tt
is composed of three or four governors and the executive director, but
it relies chiefly on the services of an outside public relations consultant.
The committee supervises the publication of several different kinds of
materials on the work of the NASD, including annual reports, the
NASD News,**® and news releases relating to the annual selection of
national and district officials and to disciplinary proceedings involv-
ing expulsions from membership.?® It is also responsible for the
efforts in recent years to obtain publicity concerning the over-the-
counter markets.

Popular recognition of the association lags far behind that of other
regulatory and official self-regulatory bodies. There are several rea-
sons for the comparative anonymity of the NASD. 1In the first place
members have been greatly restricted in their ability to advertise the
fact of their association membership. A board resolution adopted
in 1954 prohibits the use of the association’s name in connection with
the promotion or sale of any specific security or type of security.’°
The prohibition extends to letterheads and confirmations as well as
market letters and other selling materials. The member is, as a prac-
tical matter, free to advertise his membership only on his office door
or by hanging a membership certificate on the wall. The view of the
association has been stated as follows:

It will be a long time before some firms agree to identification with any out-
fit ; there are others with, perhaps, a different sort of pride who are not unwilling
to turn a proper connection to fair business advantage, all things being equal.
There are still others who would join anything if they could generate a piece of
business by so doing.

Well, the association is open to all comers so all shades of taste can show up
in how to go before the public in “ads.” Angd of late the public manners of a few
are what might be called brisk. The association name gets linked, in one way
or another, with some effervescense not commonly identified with accepted stand-
ards of advertising securities.®™

Secondly, the association, which as a result of the 1954 resolution
1s the principal source of public information about itself, spends rela-

306 See code of procedure for handling trade practice complaints, secs. 15, 16, and 21(a).

301 At times in the past the functions of this committee were performed by a “public
relations committee” (or “member relations committee,” as it was at one time called)
and a separate “education committee.”

308 The NASD News is published about three times a year.

3% See sec. 6, below.

810 Manual, H-10-11,

31 NASD News, April 1954.
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tively little money on publicizing its activities.®? Thirdly, limited
publicity is given to the results of its disciplinary proceedings.®*®

The other main duty of the information committee, that of promot-
ing the over-the-counter markets, has, in marked contrast to similar
activities of the New York Stock Exchange, been a very limited one.
The committee has placed some emphasis on persuading newspapers,
financial publications, and other media to publish general news and
feature articles about the over-the-counter markets, but it has avoided
sponsorship of the “Invest in America” type of promotion. The asso-
clation’s view on that subject 1s illustrated by the following excerpt
from the NASD News of September 1951 :

Considerable discussion took place at the last meeting of the board on the
subject of “Invest in America” campaigns. Before the board was a suggestion
that the association take an active role in the national promotion of such cam-
paigns. It stirred up an interesting debate in which nearly everyone in the room
took part.

No one was against the “Invest in America” idea. On the contrary. But what
some of the governors were worried about was the possibility that such campaigns
might become too prominently identified with the securities business. One cau-
tioning comment went something like this:; “Let’s be careful we don’t appear to be
‘fronting’ for campaigns to get people to buy stocks. We found ourselves in that
position once. Let’s be sure it doesn’t happen again.”

There were other comments in the same vein—governors wanting to support a
constructive and wholesome endeavor but wary about the position the business
could place itself in.

Upshot of it was that there was more or less unanimous agreement that the
association certainly favored local efforts to spread knowledge of investment and
saving, where people in the securities business were cooperating with groups of
industrial and commercial organizations, providing technical information and
literature and speakers and the like.

Governors wanted no part of such efforts where the securties business went
it alone or led the movement.

This has been the consistent position of the committee and the board.
(e) The standing commitiees on substantive matters—In view of
the board’s intensive preoccupation with enforcement and disciplinary
matters, much of the initiative in the realm of substantive policy over
the years has been placed in the hands of volunteer member committees
composed for the most part of nongovernors who are usually specialists
in specific aspects of the securities business. These committees may
also have administrative functions and the more important in effect
have their own staffs for the purpose of carrying out their duties. The
committees possess a large degree of autonomy in both their policy and
administrative responsibilities.
(1) Investment Companies Committee—The Investment Companies
Committee has been principally concerned with the handling, subject
to board control, of NASD administration and policymaking in the
field of mutual fund underwriting and distribution. It also exercises
surveillance over the association’s enforcement of the Commission’s
Statement of Policy ** and the association’s investment trust rule.?s

312 Public relations expenditures for the fiscal years 1959-61 were $19,666, $20,021, and
$21..6_6.5, respectively. See pt. B, above, with regard to public relations and similar
activities of the NYSE.

Z;: ASA‘EIP siec. 5.e(3), below.

ministration of the Statement of Policy is discussed in su S A
5(b) (1)., below, and ch. XI.B. v ¢ d subsce. b(4) {e) and sec

315 This rule, sec. 26 of the Rules of Fair Practice, was adopted pursuant to authority
granted under sec. 22 of the Investment Company Act of 1940 and essentially establishes
certain standards governing member transactions in securities of open end investment
companies. Among other things, it establishes ‘“net asset value” as the minimum price a
member must pay for mutual fund shares purchased from an issuer.



618 REPORT OF SPECIAL STUDY OF SECURITIES MARKETS

Since the early years of the NASD, this committee has been com-
posed primarily of members from the mutual fund underwriting seg-
ment of the industry. At various times there has been some dealer
representation but in about 1950 it became exclusively an underwriter-
sponsor group. Recently, two men from the contractual plan sponsor
group became members of the committee. The exclusion of dealers,
whose interests have not always coincided with those of the under-
writers, apparently came about because the underwriters wanted a
forum where they could candidly discuss their own problems.

An attempt is made to preserve continuity in the cominittee’s mem-
bership by often having the chairman and other committee members
serve from year to year. There are seven members at present, none
of whom 1s a governor. Like other specialized standing committees,
the Investment Companies Committee is in many ways semiautono-
mous. It hasits own paid staff, the Investment Companies Department
of the NASD, and it formulates the budget requests not only for itself
but for the department. The committee’s handling of reciprocal
business practices in the allocation of brokerage commissions by mu-
tual funds shows interestingly the relationships among the board,
the committee, and the permanent staff.?®

As early as 1949, the National Association of Securities Adminis-
trators (NASA), an organization of State securities administrators,
adopted a resolution which read as follows:

Resolved, That the association looks with disfavor upon any attempt to pro-
mote the sale of investment company shares by agreeing to give dealers, either
directly or indirectly, in addition to the usual contractual allowances, any
amount of brokerage business, and that such promises shall be deemed to be
prima facie evidence of an unfair business practice and not consistent with
sound management of the fund.

In 1952, that resolution was supplemented to express the view of
NASA and others that “give-ups” of commission or profits on port-
folio transactions executed for investment companies in the over-
the-counter markets should be prohibited whether or not agreements
‘were involved. The Investment Companies Committee, with the
knowledge of the board, participated in the formulation of the 1952
resolutions and supported their adoption; and an article describing
the NASA position appeared in the NASD News.3"

The committee did not begin to take official cognizance of the matter
with a view to possible association action until almost 5 years later.
In its January 1957 report to the board, the committee stated:

Another matter that appears to be of increasing concern, as to which this
committee would like action by the board at this meeting involves the question
of the propriety of various arrangements for passing along to dealers credit for
stock exchange business resulting from portfolio transactions.

Of course, this is a matter of considerable delicacy and some controversy.
It always has been a matter of concern within the investment company branch
of the business, as well as to responsible dealers. * * *

It would seem appropriate that the NASD, having definite enforcement
authority as to underwriters and dealers, might well act in this area by spon-
soring its own statement of policy or statement of principles to cover such
transactions.

It is our strong feeling that this is an area in which this association properly
may consider means of bringing order and propriety into this situation. The

a8 See also the discussion in ck. XI.C.
37 NASD News, March 1953.
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Investment Companies Committee, therefore, respectfully requests authority
from the board of governors at this time to initiate a study in this area with
the goal of drafting a recommended code of fair or proper procedures for
presentation to the board for adoption at the May meeting, or as soon as possible
thereafter.

Board authority for the study and recommended code was immedi-
ately granted. .

No % rmal report was submitted by the committee to the board at
its May 1957 meeting. The executive director merely noted in his
report that the “Investment Companies Committee is continuing its
studies of discount pricing, reciprocal business, and late payment for
shares, as directed by the board.”

At the September 1957 board meeting the committee reported:

In accordance with the authority granted by the board at the January 1957
board meeting, we are continuing our studies in this area. * * * We had hoped
to come up with recommendations for a code of fair or proper procedures that
would be effective in this situation in time for consideration at the May or Sep-
tember meetings of the board. However, this has not been possible, and we
are unable to forecast just when we can complete this investigation.

It would appear that there were no formal studies in progress between
January and September 1957.

The committee’s report to the board in January 1958 referred to
reciprocal business in the following way:

This is one of the most difficult and far-reaching problems before the com-
mittee. It is one which we voluntarily sought to explore with a view to finding
a constructive solution, and we are pursuing the matter under the authority
granted us by the board. The problem involves many different elements of the
securities business, and since the committee has had many other matters on which
immediate action has been required, it simply has not been able to give the ques-
tion of reciprocal business the careful and thoughtful deliberation so important a
subject requires. It certainly does not wish to make recommendations until there
has been further opportunity to study the matter. Now that some of the more
immediate matters that have required action by the committee have been or are
in the process of being resolved, the committee plans to give this matter the
detailed consideration it merits.

The board, apparently for the first time, then determined that it
might not be the most desirable course to leave the issue solely in the
hands of the Investment Companies Committee. It directed that a
staff study be made and authorized the chairman to form a special
committee to consider the matter. As already observed, the firms
represented on the board were, with respect to their activities con-
nected with mutual fund sales, largely in the dealer category (i.e.,
potential recipients of reciprocal commission business); and there
was at that time no underwriter board member. The Investment
Companies Committee was to continue its work on the matter,

Following the January 1958 meeting, the staff undertook to develop
plans for a broad survey of the membership relating to reciprocal
business generally. It was to include but not be limited to reciprocal
brokerage in connection with the offering of mutual fund shares. The
chairman of the Investment Companies Committee argued that the
survey approach not be used or at least be deferred and that detailed

roposals for dealing with the problem be prepared. At least partly
ecause of the announcement by the Commission of its contemplated
investment-company-size study, it was his view that immediate action
should be taken by the NASD to “strengthen the industry’s position.”

90-746—63—pt. 4—~—41



620 REPORT OF SPECIAL STUDY OF SECURITIES MARKETS

The survey approach was deferred and the committee finally pre-
sented proposals to the board in September: 1958. . )

Subsequent association efforts concerning reciprocal business are
considered in chapter XI1.°** It should be noted at this point that the
committee had been aware of the problem for many years before
taking its first real steps to meet it. Between 1952 and 1957 the
permanent staff was not asked to take the matter of reciprocal busi-
ness under study or even to prepare a preliminary analysis of the
question for consideration by the committee or its chairman.
(11) National Quotations Commitice—The National Quotations
Committee is one of the oldest in the association. It generally has been
composed of about nine members who, for the most part, have experi-
ence and managerial responsibilities in the trading departments of
their firms. Occasionally a governor serves on the committee. Here
again an effort is made to obtain continuity by having the chairman
and most members serve for a period of years.

The committee was created shortly after the formation of the NASD
in response to a Commission request that the association take over the
gathering and distribution of retail newspaper quotations.®*® Immedi-
ately thereafter, quotations committees were created in nearly all of
the districts and local quotations committees were set up in the various
market centers.

Local listings supplied by local committees constituted the only form
of retail quotations sponsored by the association until 1956, when the
national and regional lists were established. Aside from the broad
standards first laid down by the committee in 1941 (and subsequently
revised) on the size of spreads, the numerous local committees and
their respective lists were under virtually no national control until
1962. In that year the board of governors authorized the establish-
ment of machinery for conducting supervision and review by the
national office. '

Until the establishment of the national list, the committee’s work
consisted almost entirely of coordinating local efforts and prompting
NASD sponsorship of newspaper quotations. This has continued to
be one of its major functions. The committee has attempted to per-
suade dealers sponsoring retail quotations to permit the NASD local
committees to take over the task.*>* The NASD has considered private
dealer bylines for local quotations a form of unfair competition. In
1959, a formal association policy favoring NASD sponsorship was
adopted.® By the end of 1961, about 3,000 over-the-counter issues
were quoted by the NASD.

The committee has been less successful in policing the accuracy and
adequacy of local retail quotations and individual committee listing
and pricing standards. No concrete steps to bring the system under
central control were undertaken until the national and regional lists
were established, and no national program to review local practices not
preempted by the establishment of those lists was created until 1962 222

318 Ch, X1.C.3.b.

%% See the discussion of the operation of the retail quotations system in ch. VILD.4.

320 Association officials have from time to time expressed doubt as to whether the NASD
is empowered under the Exchange Act to require its members to give up their own quota-
tions in favor of NASD sponsorship. See 8. 1642, 88th Cong., 1st sess. (1963).

31 Manual, G~53—4 ; NASD News, April 1959.

22 See the recommendations in ch. VII with respect to retail quotations.
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The establishment of the national list created a need for a paid staff.
Previously, the committee had relied on its own membership and the
district staffs for carrying out its goal of obtaining universal NASD
sponsorship. By the end of 1961 it had a paid staff of five. It does
not appear that the staff exercises or is expected to exercise any sub-
stantial initiative in ascertaining, analyzing, or recommending meth-
ods of dealing with broad problems relating to quotations. In fact,
the commlttee secretary spends a substantial amount of time on various
other matters.??®
(i) Uniform Practice and foreign Securities Commitiees—The
Uniform Practice Committee has about six members who generally
have experience and managerial duties in their firms’ back offices and
are not members of the board. There tends to be continuity of per-
sonnel on the committee.

The committee stated at the outset that :

* * * the existing variations in standards [governing the technical details of
trading, delivery of securities, ex-dividend dates, closeout procedures and com-
putation of interest, when-issued trading, and similar matters] result from the
fact that each trading area in the country evolved its own customs through the
years on the basis of usage, convenience and other factors. At present, trading
between different localities, and sometimes within one locality, often gives rise
to disputes and misunderstandings. National standards will place all trading
on a clearly defined basis and eliminate possible friction at its source.”®

In 1941, the uniform practice code, which has since been amended sev-
eral tlmes was formally adopted. The business of the committee has
consisted largely of settling disputes between members under the code,
issuing formal announcements to members calling their attention to
tradmg practices and problems of current mgmﬁcanca, and, if feasi-
ble, suggesting methods of dealing with them. Tt has considerable
independence 1n carrying out those functions.

The demands on committee members have in recent years caused its
staff to assume a greater role. The committee secretary at present
handles most of the disputes among and complaints of the members.
Except where novel questions arise, the committee is almost never
consulted. Both committee members and association members have
apparently developed considerable respect for the ability and judg-
ment of the secretary in controversies involving the highly technical
rules embodied in the uniform practice code.??

Committee (and association) performance in handling the problem
of “fails” has been less satlsfactory This problem and the limitations
of the uniform pmctme code in dealing with it are discussed in chap-
ter ITT. Until the creation of the National OTC Clearing Corpora-
tion in 1962, the association’s approach consisted largely of educational
efforts and campaigns of persuasion to convmce the brokerage com-
munity to expedite the physical handling of securities and to utlllze
the provisions of the code, such as the noncompulsory ‘“buy-in”
procedure.

823 The secretary also serves as special assistant to the executive director. In this
capacity he has charge of administering the association’s registered representative examina-
tion and qualification program, developing topics to be covered by the executive director
and the chairman of the board at their meetings with district committeemen, and revising
and undating the course used for training association examiners.

324 NASD News, Nov. 9, 1940.

825 During the latter part of 1962, the committee secretary resigned his post to become
full-time secretary and treasurer of the National OTC Clearing Corporation.
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The work of the Foreign Securities Committee, which is largely

composed of nongovernor members associated with firms doing a sub-
stantial foreign business, broadly parallels that of the Uniform Prac-
tice Committee. In fact, both committees share the same committee
secretary. As with the Uniform Practice Committee, the staff an-
swers inquiries and renders “rulings” and opinions on the technical
details and procedures of trading in foreign securities.
(iv) Commuttee on Underwriting Arrangements—This committee
was established in December 1961, primarily for the purpose of re-
viewing and commenting upon preliminary prospectuses and offering
circulars in order to determine whether the underwriters’ compensa-
tion arrangements are reasonable.?2¢

While it has been called a “special” committee, its duties are more
like those of a standing committee. The committee consists of six mem-
bers, two of whom are governors. Since there are as yet no standards
of conduct in this field beyond those of “fairness” or “reasonable-
ness,” *?7 the function of formulating policy may prove to be highly
significant. Stafl assistance has been provided for the purpose of pre-
liminary screening of prospectuses and offering circulars. The com-
mittee itself does not clear every prospectus. Cases in which the con-
templated compensation is clearly within the bounds of fairness are
not referred to the committee. The committee has, in the initial phase
of this program, set forth certain rules of thumb for the guidance of
the staff. The fact that the national staff enters the investigative
process at an early stage should insure a certain degree of uniformity
in the application of standards.’?® This has been true of the associa-
tion’s administration of the Statement of Policy under the Investment
Company Act.**® The Committee on Underwriting Arrangements
has, however, unlike the Investment Companies Committee, retained
the sole power to communicate to members the association’s official posi-
tion with respect to compliance with the applicable standards.3

Between December 1961 and September 1962, the committee held 26

meetings of approximately 3 hours each and reviewed more than 1,200
offerings. It may be hoped that the association’s entry into this field
will itself reduce the number of questionable cases requiring committee
action. However, in the event of recurrence of the new issue phenom-
enon it is unlikely that the committee as presently organized will be
able to perform its responsibilities adequately.
(v) Trading Commitiee—The five members of this committee are
traders or trading supervisors for their firms. Its first chairman was
a governor but he has been the only board member to serve on the com-
mittee.

The committee was set up by the board in 1959 in response to a
Commission proposal to amend its stabilization rules and expressions
of Commission concern with misuse of the National Daily Quotation

3% [t was also intended to furnish guidance to partieipants in an underwriting with
respect to the application of that part of the board’s free-riding and withholding interpreta-
tion covering sales to persons not normally considered public purchasers. NASD annual
report, 1961. See the discussion in pt. I, below, and in ch. IV.B, concerning the background
of NASD action in the area of underwriter’s.compensation. See also sec. 5.b.3, below.

327 See Manual, G-59-62.

3% See the recommendations in ch. IV.B with respect to the publication of rulings on
underwriting arrnngements.

3% For discussions of NASD administration of the Statement of Policy see e¢h. XI.B,
sec. 3.h(4) (e), and sec. 5.b(1), below.

80 The present procedures provide for the executive director to sign letters of comment
on behalf of the committee. Que reason for that is the desire to preserve the anonymity
of the persons serving on the comnmittee.,
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Service sheets and “boiler room” operations. After meeting in Jan-
uary 1960 to discuss these problems with the staff of the Commission,
the committee recommended that the association take the action the
Commission requested on quotations and “boiler room” problems.

As a result, the board adopted an interpretation of the provisions in
the NASD ruales of fair practice, which broadly prohibits (1) dissem-
Ination of quotations not believed to be bona fide, and (2) manipulative
and deceptive acts, to make it clear that use of spurious quotations
may violate both provisions; **! and a letter was directed to members
soliciting their cooperation in detecting boiler rooms and communicat-
ing relevant information to the national office for possible forwarding
to the Commission.

In May 1960, the committee reported continuation of its work with
the Commission staff on the proposed stabilization rules and that it had
reviewed and submitted revisions to the “Over-the-Counter Trading
Handbook” prepared by the NASD staff.>*?> At the January 1961
meeting the committee did not submit a written report, but the chair-
man told the board: “We have been very fortunate and had no prob-
lems.” No Trading Committee was selected by the board for 1963,

(8) The officers of the association

The officers of the association are the chairman of the board of gov-
ernors, two vice chairmen, the treasurer, and the executive director.?3
They are chosen annually by a nominating committee customarily com-
posed of the seven outgoing members of the board and approved by
the new board at its first meeting. Their terms of office are for 1 year,
and only the executive director receives compensation. The vice chair-
men of the board preside in the absence of the chairman.

(a) Chairman of the board.—The chairman is traditionally a third-
year member of the board. His authority is roughly comparable to
that of a corporate board chairman.?** He is the principal spokesman
for the association before Congress and other public bodies. He an-
nually visits the districts, accompanied by the executive director, to
acquaint himself with local problems and to advise the district com-
mittees on association policy. It has been estimated that the 1962
chairman devoted about 80 percent of his time to association affairs.

Although the growth of the securities industry and the concomi-
tant growth of NASD functions and influence have made the chair-
man’s job an increasingly important one, his ability to supply leader-
ship has been limited. This is not due to any lack of diligence or
competence on the part of those who have served as chairman. It
appears to be a result of the amount of time consumed by the board
on enforcement responsibilities #3> and the shortness of the chairman’s
term of office. He thus has little opportunity to consider broad sub-
stantive problems, although some chairmen have made a very sub-
stantial effort in that direction.

. (b) Ewecutive director—Prior to the founding of the association,
1t was not anticipated that the executive director would occupy an
important position in the policymaking area. At that time, there was

331 Manual, G--54.

32 This booklet published by the association summmarizes some of the established trading
practices in the over-the-counter markets and seeks to explain common trading terms,
symbols, and abbreviations in general use. See ch, VIL.

33 Bylaws, art. V, sees. 1-2,

33 Bylaws, art. V, sec. 2.

835 See subsec. b (1) (b), above.
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active discussion between industry members and the Commission on
the extent of staff participation in the association’s affairs generally.**
Many persons at the Commission favored a strong staff with a full-
time chief executive endowed with extensive authority. The industry
vigorously opposed that idea. The outcome was the present permis-
sive provisions of the bylaws:

The board of governors may elect a chief executive officer and such other execu-
tive or administrative officers as it shall deem necessary or advisable, whose
terms of office shall be at the pleasure of the board of governors, and of the
officers so elected, one shall perform the usual duties of a secretary of a corpora-
tion. All such officers shall have such titles, such powers and duties and shall
be entitled to such compensation as shall be determined from time to time by the
board of governors, and in addition shall perform the usual duties of such officers
of a corporation. The board of governors, by affirmative vote of 11 members,
may remove any such officer at any time.*

The board created the office of executive director and gave it,
at least formally, the powers “customarily incident to the office of
a president of a corporation.” Since the office was created the board
has looked to the executive director primarily for administrative
direction, not policy initiative. Although the executive director is
a nonvoting member of the executive, information, and finance com-
mittees, he 1s not a member of the board and he serves without a formal
employment contract.

Wallace H. Fulton, who has served as executive director since
1939, has made many important contributions to the advancement
of the basic aims of the association. He has sought to reduce the
disciplinary workload of the board and the national committees
through increased administrative controls over the district enforce-
ment machinery. He has initiated various programs to acquaint dis-
trict committeemen with national policies concerning disciplinary
proceedings. He has spent much time traveling throughout the
country in order to talk to committeemen, association members, and
district staffs about NASD national policy and objectives. Despite
these efforts, he has not had the time or the staff assistance needed
to improve significantly regional conformity to national policy.**

Although never considered the chief spokesman for the associa-
tion, the executive director has done much to “sell” the idea of indus-
try self-government to the industry and the public. He has fre-
quently addressed meetings and conventions of industry and regu-
latory authorities concerning the objectives and accomplishments
of the NASD. He has also provided the initiative for such limited
steps as the NASD has taken toward providing a regular flow of
data about the over-the-counter markets.**® In addition, the exec-

836 At about the same time the NYSE had issued the Conway report recommending an
adequate staff headed by a chief executive for that exchange. See pt. B.2.a, above.

37 Bylaws, art. V, sec. 2. In approving the association’s registration, the Commission
expressed the opinion that a ‘‘chief executive endowed with sufficient powers” would be
required (5 S.E.C. 627, 628 (1939)). See sec. 2.a, above.

838 Seeq, e.2., subsee. b(4) (b), below.

3% In 1949 the NASD sponsored a study by the Wharton School of the University of
Pennsylvania of the over-the-counter markets. See Friend, Hoffman & Winn, “The Over-
the-Counter Securities Markets” (1958). Since the Wharton School report was based
upon data assembled before the recent phenomenal growth of the market ,the executive
director recommended that the board sponsor a further study. When the project was first
presented for formal approval in 1959, thie board declined to act. Following the enactment

of legislation authorizing the study, the board followed the executive director’s
recommendation.
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utive director has taken the lead in NASD efforts to upgrade entry
standards.

Located in Washington, the executive director frequently meets
with the Commission and its staff. Such communications between
the self-regulatory and regulatory agency are of great importance
under the statutory scheme and have apparently been more con-
tinuously maintained by the NASD than by any other self-regulatory
agency. However, to the extent that this has been a source of posi-
tive regulatory accomplishment in dealing with broad problems of
the over-the-counter markets, it has generally taken the form of
NASD reaction and response to proposed Commission action as dis-
tinguished from the taking of initiative by the association. In gen-
eral, the executive director is apparently not expected to come for-
ward routinely with programs for future association action.®*°

A major part of Mr. Fulton’s accomplishments are due to the
respect which has gradually developed for his ability and dedication
during his long incumbency, rather than the authority vested in the
office itself. It was recently announced that Mr. Fulton will retire
on April 1, 1964, and it cannot be assumed that his successor will
be able to supplement the limited authority of office with his own
prestige. Under the circumstances, it may well be desirable to grant
formally to the executive director’s office broader responsibility and
influence in policy, program, enforcement, and disciplinary matters
and greater authority over the entire staff. It may also be desirable
to give the executive director some tenure, so as to allow him a greater
degree of freedom to exercise initiative and leadership.’

(¢) 7reasurer—The position of treasurer is largely honorary.
Aside from the fact that the treasurer is customarily one of the gov-
ernors serving on the executive and finance committees, he exercises
no formal fiscal authority during his 1-year term except to review
and sign his three reports to the board. These reports (as well as
those of the finance committee) are prepared by the comptroller,
who handles most of the administrative matters concerning finance.

(4) Thenational executive staff

The growth of the association staff has been steady but it has not
kept pace with the increased responsibilities imposed upon the
NASD.#2 TIn 1940, there were, in addition to the executive director,
10 national staff members; in 1951 there were 23; and in 1962 there
were 80.%#% In practice, the NASD long ago abandoned the notion
that it would operate essentially without a “bureaucracy,”** and
the realistic question today is what kind and how large a staff is es-
sential to enable it to carry out its proper functions.

The following discussion is concerned with the functions of the
three departments of the national staff and the office of counsel.’*s

340 See pt. I, below,

1 The presidents of the New York, American, and Midwest Stock Bxchanges have
employment contracts. See pts. B, C, and D, above.

312 See table XI1I-8.

343 At the end of 1962, the association had a total of about 160 staff members.

344 The executive director stated in 1951 :

“It has always been my desire to keep the administrative staff as small as possible—to
control costs and to insure absence of anything smacking of bureaucracy.” NASD News,
September 1951.

365 The functions of the secretaries of the National Quotations and Uniform Practice
Committees who serve on the national staff have already been discussed in subsee. b(2),
above. See sec. 4 for a discussion of the comptroller’s role.
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(a) Counsel to the association.—Except for the executive director,
no staff ofticial has greater responsibility and authority in the regu-
latory phases of the association’s work than its counsel.*** His prin-
cipal duty is to review all district committee disciplinary decisions
for the National Business Conduct Committee. He makes recom-
mendations to the committee as to whether it should exercise its call-up
authority and he outlines the principal issues involved in cases com-
ing before the committee on appeal. He assists the chairman of the
committee in selecting hearing subcommittees and in scheduling
hearings. To the extent that his other duties allow, he attends those
panel hearings which may present novel or difficult problems and
advises the panel on matters of procedure and on application of asso-
clation rules.

He similarly advises the full committee in formulating its recom-
mendations for the disposition of cases appealed or called up, and the
board in its deliberations in connection with such cases. He drafts the
final board opinions and represents the association in cases appealed to
the Commission, including the filing of briefs and the conducting of
oral arguments.

Counsel also advises the districts on the application of association
rules, and the executive director and the board on questions of associa-
tion and Commission rule formulation and revision and pending legis-
lative proposals. Rule interpretations or explanations requested by
the membership are generally referred to the national office, where the
executive director is empowered, after consultation with counsel, to
render “office opinions.” *#* With the growth in membership and the
scope and complexity of association standards of conduct, the volume
of such work in recent years has become quite significant. Present pro-
cedures require the executive director (who, as noted above, spends a
large percentage of his time away from the national office) to review
and sign all office opinions.

The workload of the office of counsel has steadily increased, particu-
larly business conduct matters.®® One permanent assistant counsel
was added in 1962 and another in early 1963.

(b) Compliance department.—Before the creation of the compli-
ance department the only national review of district enforcement
activities was on aun irregular basis, generally upon specific requests
from the executive director. The necessity for the creation of the de-
partment was pointed up by the failure of certain districts to file com-
plaint actions where examinations disclosed rule violations. For
example, in November 1957, the board was forced to supersede the
authority of district 5 (New Orleans) and order the filing of com-
plaints in several cases. The following month, the executive commit-
tee, on the recommendation of the executive director, authorized the

346 Bylaws, art. V, sec. 4, provides for appointment of counsel by the board.

847 Manual, H~1-2, A literal reading of the applicable board resolutions on this subject
would suggest that the staff's authority in this area is quite narrow. Questions involving
“interpretations” of the byrlaws and rules are required to be submitted to the executive
committee. An interpretation is defined as a ruling on a question ‘“where reasonable
men, equally well informed, might well differ.” 1In practice, this restriction does not
appear to be strictly adhered to.

348 See subsec. h(2) (b), above.



REPORT OF SPECIAL STUDY OF SECURITIES MARKETS 0627

establishment of the compliance department to oversee the enforcement
activities of the local districts 3+

The compliance department has been in existence some 4 years, but
it apparentiy has been understatfed and has lacked continuity of lead-
ership.® Its job largely consists of recordkeeping. Although the
department. is required to review all member examinations, its lack
of personnel has reduced this function almost entirely to ascertaining
that the examination forms are complete on their face and that the
answers to specific items are consistent.31

Since the commencement of the Special Study, the association has
acted to make the department more eflective in its task of review and
evaluation of the districts’ enforcement activities. In early 1962, it
created the post of chief examiner who has assumed the overall super-
vision of the department.

(c) Inwestment companies department.—The paid staff of the In-
vestment Companies Committee forms this department of the associ-
ation.®? It consists of the secretary of the committee, two assistant
secretaries, and a stenographer.®*

The primary responsibility of the department consists of reviewing
investment company sales literature and advertising of members to
determine whether they comply with the Commission’s statement of
policy.®* The committee secretary in recent years has been increas-
mgly called upon by both the committee and the executive director
to perform various other administrative duties and at present he
devotes only a small percentage of his time to statement of policy
matters. The extent to which the secretary is responsible to the
executive director or to the committee is not entirely clear.

The routine review of literature and commenting thereon is now
carried on primarily by the secretary’s two assistants, who devote

39 Among its principal functions, as envisioned by the executive director, were to he:

“(1) [R]eview and survey all examiners’ repart< and repo't thereon to the execntive
director for transmittal to the board of governors; (2) review and process complaint
doekets—regular. mueor violation, and nformal: (3) 1eview aod process all decisions
(including complete survey and constant chieck on all matters having to do with appeals
and reviews of decisions) 1 ¥ * * (6) assume responsibility for preparation of the registra-
tion statements [NASD’s registration] filed with the SEC and amendments thereto;
(7) prepare for presentation to counsel of the association all matters having to do with
membership continuance and assume responsibility for disposing of these matters efliciently
and promptly; (8) rvefers to the appropriate district committee any SEC references [of
apparent member misconduct] and follow through on these matters: and (9) assume
responsibiiity for publicity in disciplinary matters which require a special notice to the
entire membership on any order of suspension or expulsion of a member and notice to the
press on any order of eapulsion.”

0Tt generally has had oune supervisor and three or four clerks., In its 4 years it has
had a total of six supervisors, none of whom has served more than a year and a half.

351 Ree sec, b.a, below,

2 Bee subsec. b(2)(e) (i), above, for a description of the Investment Companies
Committee.

9 [n early 1963, the committee secretary became the “director” of the department and
a new secretary was appointed to serve under the director. In addition. a group of
examiners who will specinlize in inspeetion of members engaged in mutual fund sales and
distribution is being formed in the national otfice.

351 See Manual, J-1-3 and ch. XI.B: the Manual, J-1-2, contains the filing requirement
with respect to NASD members, Sec. 24(h) of the [nvestment Company Aet requirex the
filing with the Commission of sales literature disseminated by underwriters and investment
companies. Sales literature disseminated by nonmembers of the NASD, is reviewed by
the staff of the Commission. The Commission staff from time to time spot checks NASD
member literature.

The asxscciation announced in April 1959 that it was dizcontinuing its previous service
of clearing literature prepared by nonmembers for sale to members.  One reason for the
change in policy was that the large volume of such materiails was interfering seriously
with the department’s ability to service NASD members. NASD News, April 1959.
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approximately 90 percent of their time to this task. The members of
the committee almost never concern themselves with that routine. In
1961 over 10,000 pieces of literature were filed, of which approximately
4,700 required comment. Although the amount of literature filed has
increased steadily over the years, the number of pieces requiring
comment has remained fairly constant.

Since 1950, when the Statement of Policy and the department came
into existence, the tone and overall content of mutual fund sales litera-
ture and advertisements have materially improved. It is believed that
the department has contributed significantly to this result.®® It is
worthy of note that this is virtually the sole area of NASD regulatory
activity where the staff has a degree of latitude in formulating and
communicating to members official association views in specific cases.
Also, since the districts frequently refer Statement of Policy questions
to the department before taking disciplinary action, the problem of
attaining conformity with national policy has not been serious in the
investment companies area.

(d) Membership department—The membership department is re-
sponsible for screening all applications for membership of firms and
for registration of individuals. Its primary function is to make cer-
tain that only qualified firms and individuals are admitted to member-
ship or permitted to register. In addition, the department administers
the examination for registered representatives.

The department has 13 employees. Their work is largely ministerial
since entry standards are objective and policy considerations are
normally not involved in the processing of member and registered
representative applications, but if the extensive revisions of standards
and procedures for entering the securities business recommended in
this report and incorporated in legislation recommended by the Com-
mission are adopted, the operations of the department may have to
be materially reshaped.

¢. District organization
(1) Basis of local autonomy and definition of boundaries

The bylaws of the NASD provide that there is to be “a maximum
degree of local administration of the affairs of the association.” 357
To accomplish this purpose, the territory served by the association
has been geographically divided into districts. A “chairman of the
board of governors stated in the early days of the association :

For purposes of administration the country is divided into 14 districts. EKach
is under a district committee elected by members, and one of the fundamental
principles in the structure is decentralization; that is, “home rule.” By such
decentralization local conditions are recognized, whether by provision for estab-
lishment of local rules and local business practices, or by local administration
of such rules and local handling of trade practice complaints. Rules and cus-
toms of local markets must be protected, because by and large local types of
security, methods of handling transactions, and details of carrying on business
have been evolved to meet local needs. There are, however, certain basic
principles which should be recognized and followed everywhere. There must

856 See the recommendations in ch. XI.B councerning the Statement of Policy. The In-
vestment Companies Committee reported to the board in 1939 that “{1I1t would anpear
obvious that the association’s sales literature review program has in no way interfered
with sales and in fact may have helped promote growth in this sector.”

356 See ch. IL.F, and the provisions of S. 1642, 88th Cong., 1st sess. (1963).

37 Bylaws, art. IV, sec. 10. At this writing, consideration is being given to changing
this language so that the purpose of district committees will be that of “providing loeal
representation in the administration of the affairs of the agsociation.”
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be national rules and practices. Centralization in the structure has been carried
only to the point necessary to bring about coordination, so that 14 teams of
horses may not run too much in different directions.*®

Over the years district alinements have not always remained in
balance. As early as 1947 a special committee reported to the asso-
ciation :

At present NASD is divided into districts which were originally created along
what was at the time presumed to be sound business relationship lines. The
result is that the association has a few very large and a few small districts
geographically; some large districts numerically and some very small dis-
tricts. The objective of tying together areas and communities having harmonious
and logical trade interests does not always seem to have been realized under
the existing setup.®®

Further exploration of these problems yielded no immediate results,
and the original geographic arrangement of 14 districts remained in
effect until January 1, 1959, when a plan was put into effect which
realined certain of the districts and reduced the overall number of
districts from 14 to 13. The new boundaries appear in table X1I-6.
The special committee of the board of governors which formulated
this plan stated that it was guided by “the logical aspects of terri-
torial division, equities as to representation on the national board,
and the problem of improving both local and national administration
in the various districts.” The committee indicated that it also con-
sidered the “flow of trade between the various financial centers.”
Nevertheless, 1959 realinement did not bring about any major changes.

(2) District committees

The bylaws provide that each district is to be governed by a dis-
trict committee. That committee, as agent of the association, admin-
isters the affairs of the association at the local level.3° It also acts
as the district business conduct committee in all the districts. The
district committee is the basic organizational unit in the association
hierarchy.

(a) Selection of district commitice members.~The number of dis-
trict committeemen who represent any district is not fixed by the
bylaws, but there may be no more than 12 unless the board of governors
specifically authorizes an increase.’®* Kach committeeman serves for a
3-year term without compensation and is selected from the member
firms and branch offices located in the district.36?

District committeemen are chosen in much the same manner as are
members of the board. Nominees are selected by a nominating com-
mittee of five appointed by the district committee (the same committee
which selects nominees for the board of governors).*s3 Nominating
committee candidates automatically become elected if there is no op-
position. Ten percent or more of the members having places of busi-
ness in the district may put up an opposition candidate, in which case
an election takes place.?®* Since 1955 this procedure has been used

38 \ddress of Trancis A. Bonner before the New York Security Dealers Association,
New York, Mar. 26, 1940.

35 NASD Newsletter, July 1947.

380 Briaws, art. IV, see. 18,

361 Bylaws, art. IV, sec. 10. Such increases have been authorized only in district 12
(New York). See subsec. ¢(3)(a), helow. Not all distriets have the maximum number
of committee members provided for under the hylaws. As of Dec. 31, 1962, 9 out of the
13 districts operated with fewer than 12 committee members. See also table XII-6.

362 Bylaws, art. IV, sec. 11.

383 Bylaws, att. IV, sec. 12(a).

%t Bylaws, art. IV, sec. 12(b)—(c).
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only twice; in one instance the opposition candidate was not successtul
and in the other the regular nominee withdrew in favor of the opposi-
tion candidate.

Under the original Investment Bankers Code *%5 the members of
regional governing bodies were appointed by the central governing
body of the code committee. Some of the founders of the NASD
wanted to retain this feature of the code but feared that such appoin-
tive powers, in the absence of some semblance of democratic election
procedures, would not be acceptable to the Commission as consistent
with the spirit of the Maloney Act legislation. Selection by a nominat-
ing committee with a right conferred upon members to nominate op-
position candidates was the compromise effected. To reduce the
possibility that the existing leadership would perpetuate itself in
office, the Commission insisted that the bylaws of the association spe-
cifically prohibit the nominating committee from renaming an In-
cumbent without first obtaining majority approval of the member-
ship.®®¢  Only rarely have nominating committees sought approval to
nominate an incumbent committeeman for a second term.**’

The nominating committee is appointed by the chairman of the dis-
trict committee with the approval of the other members of the com-
mittee. An individual appointed to a nominating committee must
have a place of business in the district and may not be a member of the
district committee.?® The absence of any further limitations upon
service on nominating committees has resulted in the same individuals
and different individuals from the same firms being repeatedly repre-
sented on such committees. In some instances, the same firms have
been represented on both the neminating and district committees at
the same time.

The larger firms, particularly NYSE member firms, have been pre-
dominant on the district committees.*® For example, 74 (or 60 per-
cent) of the 123 district committee members in 1961 were affiliated
with NYSE member firms. Eight of the nine district committeemen
of district 3 (Denver) and 14 of 18 in district 12 were from NYSE
member firms.

Some degree of large firm predominance and perpetuation may be
inevitable in view of the tendency of larger firms to take an active role
in the affairs of the association and the small number of active over-
the-counter firms in some of the districts.®® In any event, the fact
that a large firm has a representative on the district committee does
not mean that he is not well versed in local over-the-counter prob-
lems. The representative is often the partner responsible for over-
the-counter activity in the firm and its local over-the-counter business
may be of greater importance than its other local securities activities.

865 See sec. 2, ahove.

366 Bylaws, art. IV, sec. 12(a).

37 This procedure has been used to select an individual appointed to complete the un-
expired term of a committeceman who had resivned or died, and thus to give the successor
a full 3-vear term. See bylaws, art. IV, secs. 12-13.

368 Bylaws, art, IV, sec. 12(a).

369 OFf the 35 largest investment banking firms (i.e., those with total capital in excess of
$10 million in 1961} 27 have bheen reprexented on one or more district committees in the
10 years 1952-61, and 11 were represented in 19681, Finance, Mar. 15, 1962,

310 This is not the case in all districts. District 11, for example, apparently has
experienced no problems in obtaining the services of individuals from small firms.  Sim-
ilarly, the district 8 secretary, who has held that position for 20 vears, conld not recall
having any particular difficulty in obtaining persons to serve on district committees.
However, he recalled that seme individuals have turned down a proffered board nomination
because of insufficient time that could be devoted to that office,
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The principal activities of the firms represented on the 1961 dis-
trict committees appear in table XII-9. Underwriting, over-the-
counter retail, and exchange commission houses apparently have had
ample district committee representation. Wholesale trading firms
have been repres nted but to a lesser extent.

Firms whose primary activity is mutual fund retailing have one
seat on each of five district committees, whereas 30 percent of the ac-
tive broker-dealers registered with the Commission that responded to
questionnaire OTC-3 reported this as their primary activity. Al-
though trading firms as such have had a comparatively small number
of district committee seats, many individuals who have prominent
roles in their firm trading departments are represented on the various
district committees.

The investment company underwriter segment was represented on
only one district committee, district 4 (Kansas City), in 1961. The
explanation advanced by association staff officials for the lack of func-
tional representation of this group varied. One reason expressed was
that this group in general has made no demand for district recogni-
tion. Some staff members pointed out that such firms are prineipally
located in the northeastern part of the United States, and thus really
do not present problems of fair vepresentation for the majority of the
districts. As to those districts where such firms are an important part
of the securities community, distriets 11 (Philadelphia), 12 (New
York), and 13 (Boston), varicus explanations were also advanced.
In district 13, where rhe investm-nt company industry has long had
a significant place, individuals from imvestment company underwriter
members have been excluded from district committee membership be-
cause of a feeling that such individuals could not be impartial in their
judgments on business conduct matters in view of the investment com-
panies’ dependence on the sales efforts of broker-dealer firms, and the
opinion of some that individuals from such firms did not have a gen-
eral knowledee of the securities business.

The former secretary of district 11 observed that, since most of
the problems coming before the district committee are unrelated to
the mvestment company aspect of the business, and since there are
only a limited number of committee appointments each year, the
committee believed that there was no reason to make any special
effort to obtain representatives from this segment of the industry.
In his words: “They [the nominating committee] got very good
men to serve and they let it go at that.”

(b) Functions of the district committees.—In practice the district
committees, as such, hav, very limited functions, apart from their
operations as business conduct committees. District committees make
certain committee appointments, pass on new membership applica-
tions*? with the approval of the board of governors they hire all

4 The range of choice is, of course, also limited by the need for geographic and size
repre<entation.

2 Under the free-acerss philosephy of the Maloney Act, membership cualifications are
geadi}}y (}f;termined. and the discretion of the district committees is normally not involved.

ee ch. I1.

At least one distriet committee, district 10 (Washington. D C.). has been dissatisfied
with the statutory standards to the point that it has repeatedly ‘“disapproved’ member
applicttions of firms qualiSed nnder those standards wlhere it felt that because of lack
of exper‘ence or capital the applicant should not be in the business. Such applications
ultimately have heen approved by the national office.

The district commiftees are responsible for the initial hearing and recommendation
in meniber continuance proceedings. See pt. I and sec. 3(b) (1) (b), above.
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district staff personnel; and they educate members and other dealers
in the objectives and purposes of the association.®’® None of these
duties has consumed much of the time or efforts of the district com-
mittee members.

District membership meetings are infrequently held. Only dis-
trict 11 (Philadelphia) holds such meetings on a regular basis, and
these take place only once a year. Some districts have not held
general membership meetings in many years, and some districts that
have in the past held such meetings have abandoned the practice.?™
Notices, letters, or bulletins from the district committees to the gen-
eral membership are seldom used. The districts that do commu-
nicate with the membership in this manner do so on an irregular basis.

In most districts, new association members are interviewed by
district committeemen and/or the district secretary. These inter-
views are generally used to inform the new member of the rules of
the association and are supplemented by the use of “checklists.” 27
District 8 (Chicago) goes further and offers to assist new members
in many problems which confront a firm trying to get started in
the securities business, such as proper recordkeeping techniques.
These services to new members are provided without cost by the es-
tablished members. Other districts, such as the important New York
district, do very little along these lines.’7

Many committees meet only once a year, generally to take up organi-
zational matters, such as election of district committee officers and
appointment of standing committees and, on occasion, matters of con-
cern to the investment community.

(c) Committees of the district committees.—Under the bylaws each
district committee is required to appoint a district business conduct
committee, a nominating committee,*”” and such standing and other
committees as it deems necessary.®”® The district committees gener-
ally have only one other standing committee, a quotations com-
mittee.*®

(8) District business conduct committees
(a) Their functions—Although it is not required by the bylaws,
the full district committee traditionally serves as the district business
conduct committee. Such committees are charged with the enforce-
ment of the association’s bylaws and rules of fair practice. It has
been estimated that the work of these committees accounts for 90

percent of the time devoted to association affairs by the members of
the district committees.

33 Bylaws, art. I, sec. 4; art. 1V, sec. 19; art. V, sec. 6. Art. IV, sec. 19 also provides
that the district committees “shall consider the practical operation of all provisions of
the certificate of incorporation, bylaws, rules of fair practice, and code of procedure * * *
and shall report * * * any which do not work satisfactorily in their respective districts.”
‘This is sometimes done.

%4 In recent months renewed Interest has been generated in having local membership
meetings. See sec. 6, below.

975 These checklists are now furnished to new members by the membership department.
They consist of a list of questions designed to encourage the member to acquaint himself
with the basic Commxss1pn and association rules applicable to the member’s business.

376 In district 12, there is no comprehensive program calling for new-member conferences.
Such interviews as have been conducted in recent years in this district have occeurred where
it has been determined that the new member or applicant presents a potential enforce-
ment problem. These interviews, therefore, have little educational value other than to
advise the new member or applicant that there will be close surveillance of his activities.
Such interviews are a staff function, and only rarely do members of the district commit-
tee participate.

7 See subsee., ¢(2) (a), above.

%18 Bylaws, art. VI, sees. 2-3,

VIsIn I?ie the discussion of the operation of the NASD quotations committees in ch.
D4.a.

-
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Delegated to the business conduct committees are review of all
examination reports submitted by NASD examiners; investigation
of all complaints made by the public against members of the associa-
tion; **° filing of complaints against members and registered repre-
sentatives for violations of the bylaws and rules of fair practice; and
adjudication of disciplinary proceedings.®s o

In recent years, as the workload has increased, the district business
conduct committees have had difficulty in meeting their enforcement
responsibilities. For example, in 1951 the district business conduct
committee had 737 examination reports to process; in 1961 there
were 1,963, an increase of 166 percent. The 1merease in the number
of formal disciplinary proceedings was even more dramatic. In
1951, only 27 complaints were filed in all districts; in 1961, the num-
ber was 422, a 1,500-percent increase. Between 1939 and 1956, a
total of 876 complaints were filed, only slightly more than twice the
number of complaints filed by all districts in 1961 alone.?®?

With the increasing workload, the backlog of undecided cases has
mounted. As of January 1, 1958, there were 116 cases awaiting de-
cision. Four years later there were 376, a 224-percent increase.

While some districts have been more resourceful than others in
coping with this situation, all districts have had to make adjust-
ments and adopt shortcuts to deal with the cases to be investigated,
reviewed, and disposed of. These adjustments, however, do not meet
what appear to be the fundamental problems: the limitations on the
time and energy which volunteer members can devote to business con-
duct matters and inadequacies in size and authority of the paid staffs.

The important New York district has had particularly pressing
problems. Backlogs of unreviewed examinations and free-riding ques-
tionnaires, complaints authorized but not filed, cases not heard, and
decisions not rendered have built up at a rapid rate. As of December
31, 1961, the district had 238 unreviewed member examinations be-
tween 4 months and 3 years old, of which only 86 had been pre-
liminarily reviewed by the staff. Certain of these 86 raised questions
of association rule violations and, although all had been ready for
committee review since September 1961, they were not presented for
disposition. The district secretary stated:

The reason they were not previously presented is that for lack of available
man-hours, orders for complaints issued by the committee prior to September
have not yet been carried out. On December 31, 1961, 60 such orders based on
free-riding questionnaires and 7 based on examination reports had not yet
resulted in complaints. Had the 86 reports been presented to the committee,
we would have succeeded only in increasing the number of unfulfilled orders
for complaint, thus substituting this backlog for a backlog of reports awaiting
committee action. We considered the latter as the lesser of these two evils.

With respect to the 152 examinations over 4 months old which had
not yet been reviewed by the staff, the following observation of the
district secretary is pertinent:

The volume of business to be handled in this office must be keyed not to the
number of inspections that can be made by our 12 examiners or to the number

of meetings of the examination committee that can be convened. but to the num-
ber of reports that can be processed by the men responsible for reviewing these

350 The handling of public complaints is discussed in sec. 5.4, below.
381 See rules of fair practice, art. IV, secs. 2—4; code of procedure, see. 2.
382 See table XII-f, above.



634 REPORT OF SPECIAL STUDY OF SECURITIES MARKETS

reports, making recommendations to the examination committee and carrying out
the orders of that committee.

According to the district secretary, it was here that the most crucial
staff shortage existed.

Iiven the above statistics do not portray the full dimensions of the
backlog. During 1960 and 1961 the district secretary filed away nu-
merous examination without action and without presentment to the
district business conduct committee.®®® Some of these examinations
were 2 yearsold at the time and many indicated one oy more actionable
violations of association rules. Before filing away some of these ex-
aminations, the district secretary sent a ‘“letter of caution” to the
member pointing out the violations indicated in the report.?®* Some
of these letters of caution were mailed more than a year after the
examination.

At the close of 1961, district 12 also had a backlog of 132 pending
formal disciplinary cases; of these, 105 were free-riding cases.®® DBy
contrast, only 26 undecided cases had been pending in the district at
the end of 1960.

District 12 has also had difficulty in meeting the minimum member-
ship inspection requirements of the association, calling for the ex-
amination of one-third of all members’ offices (branch and main) each
year2*® Of approximately 680 main office and 270 branch office in-
spections required to meet the minimum standards, only 435 main
offices and 8 branch offices were inspected in 1961. In the first half
of 1959, the district had seven examiners assigned for budget purposes
but only four men available to conduct examinations, three for special
examinations and one for routine examinations; there were also an
assistant secretary, one examiner-supervisor and one counsel. In the
spring of 1961, shortly before the hearings authorizing the study, there
were eight authorized examiners, with four active and four vacancies,
and an additional examiner-supervisor and counsel.

Although district 12 has had increased workloads and mounting
backlogs since the early 1950’s, neither the board of governors nor
the district committee has developed a long-range program for deal-
ing with them. When matters exceeded manageable proportions,
stopgap measures were adopted. Increasing the number of district
business conduct committee members, first from 12 to 14 in 1956, then
to 16 in 1957, and finally to 18 in 1958, solved little. While enlarge-
ment of the committee may have eased the workload of the individual
committee members,** it increased the burdens of the already under-
manned staff.

388 The district secretary stated he does not maintain records which would show the
number ¢f examination reports filed awav by him. On the basis of a test review of mem-
ber examination reports for the years 1959 and 1960 made by the staif of the Special Study,
it is estimated that at least 200 examinations fall v+ ithin this ca‘egory.

28 See the discussion of the use of letters of eaution in subsee. ¢(3) (b)), helow.

385 Not including minor violation cases and cases decided by the district and pending
before the board.

The number of free-riding cases should be considered In light of the discussion of the
phenomenal increase in new issue offerings during the period from 1959 to 1961. See ch.
1 Most of the pending casxes resulted from a special effort made by the district in
mid-1961 to dispose of a backlog of over 1.200 unprocessed free-riding questionnaires cover-
ing offerings during the period from August 1958 to January 1961.

586 Qee sec. 5.2 (3). below.

387 A special committee of the board appointed to report on the problems of distriet 12
stated in May 1961 :

“At the committee level, difficulties have been experienced at times in obtaining a
quorum for a meeting.”

A proposal to reduce the guorum requirements of the bylaws was presented but was
referred back to the district commmittee for further consideration.
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Increased demands on the staff also emanated from another source.
In connection with all disciplinary cases, other than free riding, the
practice for several years has been for the district business conduct
committee to assign hearings to panels composed of three industry
members each. The chairman is usually a member of the committee,
while the other two members generally are selected by the chairman
from a roster maintained by the district secretary, which includes
the names of principals of prominent firms located in the district.
These paneis hear the case and make a recommendation to the full
committee as to its disposition. The staff provides the panels with
a vartety of services such as scheduling hearings, preparing cases,
and counseling them as to NASD methods and procedures and ap-
plication of Commission and association substantive standards of
conduct. The roster and the number of panels have grown with the
vo'ume of disciplinary proceedings. In 1960, 96 volunteers served
on hearing paneis in addition to the 18 committeemen. In 1962, the
chairman of the district committee found it necessary to write to 114
members seeking additional volunteers to serve on panels.

In the middle 1950’s the district committee of district 12 transferred
to the staff the function of filing, without further action, reports
showing no violations or simple “technical” violations and sending
out letters of caution calling attention to certain kinds of minor
violations. These broad and unprecedented powers were conferred
in order to alleviate the backlog of unreviewed examination reports.
It failed to do so appreciably, however, partly because the committee
did little to secure the additional personnel needed to carry out the
added powers. In September 1960, the arrangement was terminated.

In 1959, the executive oflice undertook a mass examination in dis-
trict 12, with the help of home office examiners, of upstate New York,
New Jersey, and Connecticut firms. The program was apparently
instituted as a result of the district’s inability to comply with the
board’s frequency goals,®®® particularly in those areas. The reports
of these examinations, some 150 in number, were lodeed with district
12, where they were reviewed and processed for the most part by
only 2 individuals in addition to their routine duties. Little assist-
ance was provided by the executive office. As of December 31, 1961,
the district still had not processed the last of these rveports. The
district secretary stated in his report of December 31, 1961:

By the middle of 1961 it became clear that the net effect of our concentration
on the old examination reports was to substitute 2 more current backlog of
reports for those which had been carried over from previous years. By the
end of August we had substituted 118 current reports for 112 old reports.

The enforcement mechanism in district 12 has been seriocusly de-
ficient. In recent months, however, there have been encouraging signs.
To some extent because of less active market conditions in 1962, staff
members have been able to concentrate on reducing the various back-
logs. Progress of a more basic nature has also been made. The new
staff leadership which took office in late 1960 has been outspoken in
making known the district’s need for more staff personnel. It has
initiated a procedure for reviewing examination reports which should
make a more appropriate division of labor between committee members

38 See sec. 5.a(3), below.

96-746—63—pt. 4———42
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and the staff.?®® In mid-1961 the board of governors authorized the
employment of eight additional examiners for the district. This en-
abled the district to promote two of the existing examiners to super-
visory positions in 1962. L _ e

These improvements are only a beginning in solving the district’s
problems. The district secretary stated in September 1962 that the
then complement of 12 examiners was not adequate to examine an-
nually one-third of the members in the district on a routine basis.
Still excluded from the then projected examination coverage were
inspections of branch offices and of all new members, which under the
policy of the board of governors should be examined within 6 months
of admission to membership. o .

The business conduct problems of district 8 (Chicago), the second
largest district, like those of district 12, have been due largely to an
inadequate number of staff personnel. In May 1962, the staff of the
district secretary consisted of three examiners, an examiner in training,
one man “doing quotations work,” and three office girls. There were,
at the time, approximately 400 association members, 9,800 registered
representatives, and 700 branch offices in the district. ]

One result of the smallness of the staff was revealed in the following
testimony of the district secretary :

Q. Are your examinations reviewed by a staff member prior to submission to
the district committee?

A. No. No. 1f I have time and I could go over it, I would go through an
examination report prior to that being looked at by a member of the district
committee. But in the recent or past several years, they have been submitted
to a member of the district committee for study and review.

Q. So you are saying that a member of the district committee actually does the
review in the first instance?

A. Well, things are pointed up. He can see what it is that we would like to
have some special attention on, and he will make a note of items that he thinks
should be covered by way of getting further information or having the report
examined by the full committee, or there is nothing of any substance in the
examination report causing it to be considered further.

Q. Who points this up?

A. The member of the district committee that studies the examination report.

We have, in other years, made a little note to observe this and observe that,
but many of them go out cold, so they can look at the examination cold.

Thus, each member of the district business conduct committee is
a one-man examination review subcommittee. Each completed exami-
nation report is sent to a member of the committee for disposition,
in most instances without review or recommendation of the district
secretary.®® The function of these one-man committees is explained
in a letter of instruction which accompanies examination reports sent
to new committee members:

The practice has been followed whereby individual members of the com-
mittee are given an opportunity to examine as a subcommittee inspection reports

3% This procedure, as outlined by the district secretary, provides for the following :

“l. Review by senior staff member.—This review results in a staff recommendation to
file without action, to write a letter of caution or to file a complaint. If action is to be
recommended, the letter or complaint is drafted and all necessary evidence and supporting
schedules are prepared for presentation to the examination committee. [In Marech 1982,
examination subcommittees of the business conduct committee were empowered to file
complaints.]

“2. Review by eramination committee—~If the committee acts on the recommendation
of the staff only the mechanical preparation of the papers is necessary to carry out the
committee’s order.”

#0In cases where the member encounters a special problem during his review he has

at times requested the district secretary to go over the report and advise the member of
his views of the matter.
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for the purpose of making recommendations for handling or disposition. * * *
I would sunggest that you formulate your recommendations in terms substantially
as follows :

1. Pass and close—no further action required.

2. Refer to full committee for consideration and decision,

3. Send a cautionary letter on specified items.

4. Call in for conference.

5. Any other special recommendation.

If you find it impossible to work on these reports, please return them and I
shall arrange for some other member to study them.

Of the 98 examination reports sent to committee members for
review in 1961, 15 percent took longer than 90 days to be reviewed
and returned to the district office. The district secretary, on occa-
sion, has had to request that a report be returned where the com-
mitteeman had held it for an inordinate period of time—in at least
one instance, about 6 months. In many instances the pressures of
the members’ own businesses prevented prompt review. A further
difficulty is that, since review by the committeeman is based almost
entirely on what is contained in such reports, he has virtually no
contacts with the examiner during his consideration of a report.
This review procedure also presents problems in maintaining uni-
formity and continuity, since there are 12 different individuals re-
viewing examination reports, with different experience and training,
and each year 4 experienced committeemen are replaced by indi-
viduals without experience. Finally, this system imposes upon
elected officials additional time-consuming duties which district
secretaries or other senior staff members have performed elsewhere
in the association.

In district 10 (Washington, D.C.), the growing workload has been
accompanied by long delays in the processing of complaint actions.
In the cases decided by its business conduct committee in 1961, the
average elapsed time between the filing of a complaint and the deci-
sion was 392 days, and between examination and decision 479 days.
These represent increases of 211 and 112 percent, respectively, over
1959392

Several district secretaries testified that permanent examiner as-
sistance was necessary, and practically all indicated that such assis-
tance would be desirable. The secretary for district 10 testified that
he needed more personnel, preferably at the supervisory level, to
provide help in drafting complaints and preparing decisions. He
also stated that he has been unsuccessful in his attempts to obtain
such assistance from the executive office.?®2

The infrequency of district business conduct committee meetings
may have contributed to the delay in disposing of complaints in district
10. In 1960 the full cormamittee met three times, and in 1961 four
times. A member of the executive office staff, after review of the
district 10 situation in April 1961, concluded :

It is demonstrated that waiting for the committee to act at a regular meeting
aggravates the time elapsed on the part of both the committee and the secretary.
During 1960, the committee held three regular meetings. However, of the 20
complaint actions authorized at regular committee meetings, only 2 were taken

at the April 1960 meeting. In effect, thevefore, the committee met only twice
in 1960.

39_1 In district 13 (Boston) the average elapsed time in 1961 hetween complaint and
gleclslon and between examination and decision almost approached those of district 10, and
in the same 3-year period the rates of increase in elapsed times were nearly as great.

392 See also sec. 4ub, below.
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It would appear that more frequent committee meetings would be the more
vital action required to materially reduce the 353 days required to process
complaints involving Washington, D.C.,, members.® .

Iven district 1 (Seattle), the sinallest district, has had its process-
ing problems. One such problem was pointed up in a letter from the
district secretary to the executive director in June 1959:

I have reached the point of a “bulge” in the work here that will take some
“working off”’ to get current again. The bottleneck, as I see it, is getting
examination reports disposed of by the committee which is moving very deliber-
ately.

Yesterday at a meeting, the committee approved appeintment of permanent
business conduct subcommittees, and that action will help in disposing of the
examination reports which have been ready for consideration for some time.

District 6 (Dallas) apparently has no substantial delays, perhaps
because it files comparatively few complaints. In 1961, that district
(a one-man office), filed seven complaints and rendered decisions in
only two cases, both of which were decided in December 1961. In
1960 cight complaints were filed and nine cases decided, and in 1959
eight complaints were filed and seven cases decided, only two of
which involved matters disclosed in member examinations. Four
cases 1n that year, involving violations of the association interpreta-
tion on free-riding and withholding, were based upon questionnaires
sent out by the executive office rather than local surveillance activities.

The statistics for 1960 and 1961 are all the more striking because
in 1960 all 186 main offices and 158 of the 181 branch offices in distriet
6 were examined under the association’s mass examination program. 4
Furthermore, a study made by the executive office disclosed that 13
out of 47 examinations during the first 314 menths of 1960 indicated
rule violations. Only seven of the decided cases in 1960 and 1961
resulted from examinations in the 2-year period. The association
has made certain adwinistrative changes n district 6 involving,
among other things, the appointment of a new district secretary in
January 1961 and the assignment of a permanent examiner in No-
vember 1962.

(b) Use of informal and summary disciplinary techniques——All
districts have used abbreviated procedures of one kind or another to
keep formal disciplinary proceedings to a minimum and thus lessen
the burdens on volunteer committeemen and understaffed district of-
fices. Lerters of caution, advising association members of certain
irregularities in the way such members have been conducting their
business, are perhaps the most widely used “shorteut” technique.

The board of governors has expressed concern over excessive use
by the disiricts of letters of caution. In 1955, their use in district 9
(Cleveland) prompted the board to instruct the execulive director to
advise the chairman of the district committee that the board was “dis-
turbed with the policy followed.” In 1957, the board directed that
complaints be filed by the executive director against certain then dis-
friet 5 (Kansas City) members where the district had failed to act or
had sent letters of caution.?

% The distriet secretary disagreed with this conclusion. He maintained that the problem
resulted from inadequate staff.

3% Qee xee. 5.a(1). below, for a diseussion of the mass examination program.

25 The 1961 letter quoted in subsec. b(2) (b). above, to a district chairman erew directly
out of letters of caution sent to members where free-riding violations had been indicated
on questionnaires.
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As part of an attempt to cut down the number of letters of caution
and partly to help the districts meet their workloads, the board in
1958 mstltated a summary disciplinary procedure, commonly refer-
red to as the “minor violation procedure.” The districts were given
authority where the violations were not part of a course of conduct
and were minor in nature to permit the respondent to admit to formal
charges, pledge future compliance, and accept a penalty which could
not exceed a fine of $100.3%¢

Seme districets did not use the minor-violation procedure at all in
the first years after its adoption. Where it was used, instead of reduc-
ing the number of letters of caution, the procedure became a substitute
for the filing of formal complaints. In April 1960, the Director of
the Commission’s Division of Trading and Exchanges wrote to the
executive director:

I am concerned that complaints resting on allegations [of Regulation T viola-
tions or of charging customers unfair prices] were handled by minor violation
procedure. In my opinion, complaints resting on such allegations are, by the
nature of the charges, serious matters requiring formal complaint treatment.
They are in the category with other charges, such as inadequate capital or
misuse of firm or customer’s cash or securities, even though the penalties may
vary in each of those categories. Furthermore, it was my impression that asso-
ciation representatives had expressed similar views in discussions preliminary
to the adoption of rules permitting minor viclation procedure.

This letter apparently brought about a sharp curtailment in the
use of the minor-violation procedure. However, this resulted in even
greater reliance upon the letter of caution. It ‘should be noted that
the Commission does not receive or review letters of caution issued by
the NASD.

The board has done little in recent years to restrict the use of letters
of caution. Nor has it established guidelines governing their use.
Althouah such letters are required to be filed promptly with the execu-
tive office, they often are filed many months after having been sent,
so that it is impossible for the board to take prompt corrective action
where required. Since neither the board nor the executive office has
indicated what information is to be set forth in a letter of caution,
many do not disclose sufficient information to determine whether dlS—
position through the use of a letter of caution was justifiable. This
point is |Hustmte4 by the following letter sent to a member by dis-
trict 8 (Chicago) in January 1961 :

The committee has considered the allotment of 5.000 shares of this offering that
you made to the account of * * * in the light of the “Interpretation With Re-
spect to Free-Riding and Withholding” of the board of governors.

While there apparently were some unusual circumstances involved, the com-
mittee believes that the allotment may have been somewhat excessive on the basis
of the normal investment practice of the account with you.

The commitiee is certain that you desire to conform to the letter and spirit of
the interpretation. A renewal of your efforts is recommended so that no ques-
tions will arise in the future in connection with your distributions.

In 1956, the report of a special committee of the association had this
to say about letters of caution:

Regarding policy concerning letters of caution where no formal complaint is
involved. the consensus was:

(¢) There should be a 1imit to the number of letters of caution to which a
member is entitled. Perhaps one warning on any irregularities should be

B vy

3 Code of procednre, sec. 12, See NASD News, July 1957, for a discussion of the
background of the minor violation procedure,
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sufficient and, if poor management or general disregard of rules is indicated,
the entire file of the subject member be placed in the hands of the district
business conduct committee for its consideration.
(b) Any letters of caution should be sent by registered or certified mail.
(¢) The committee felt that, at present, the board should continue its
policy to alert district business conduct committees on any series of viola-
tions which seemed to call for more formal action than a letter of caution.
The recommendations of the special committee were not formally
adopted by the board nor have they been followed to any great extent
by the various districts. An examination of the association’s records
revealed numerous instances of letters being sent where formal com-
plaint proceedings appear to have been warranted, and some instances
where flagrant violations of Commission and NASD rules appear to
have been involved.

In 1960 and 1961, district 3 (Denver) sent a letter of caution to one
member whose examination report revealed a net capital deficiency,
an incomplete Jedger, no current monthly trial balance, errors in con-
firming transactions to customers, and sales memorandums without a
required notation as to time of transaction and without written ap-
proval by a principal of the member. In seven other instances letters
were sent where the examination disclosed numerous markups in excess
of 5 percent. In one of these cases, 34 of 50 transactions analyzed and
in another 27 of 49 showed markups of over 5 percent. Multiple book-
keeping and Regulation T violations indicated in examination reports
were also handled by a letter of caution. At least four times in 1960
letters were sent to members with a prior history of association rule
violations, in some instances for the same offense.” In early 1961 a let-
ter of caution was sent to one firm on the basis of an examination
which revealed high markups, sales memorandums without a required
time notation and noncompliance with Regulation T in connection
with 26 transactions. Two prior examinations of this firm had turned
up similar violations.?”

In district 2 (Los Angeles), 24 letters of caution were sent in August
1961 covering such matters as violations of the Commission’s and the
association’s recordkeeping rules, lack of appropriate supervision,
excessive spreads, improper confirmation disclosures, and violations
of the association’s free-riding interpretation. Three of the letters
covered more than one violation. In 1961, 28 letters of caution were
sent to members in district 8 (Chicago), some indicating as many as
3 rule violations. In a letter of caution sent in September 1961, the
district 12 (New York) secretary pointed out that an examination of
1 firm completed some 9 months before revealed at least 18 violations
of Regulation T; and in a letter sent in June 1962 covering an examina-
tion completed in August 1961, the secretary noted that the examina-
tioln revealed 4 separate violations of the Commission’s bookkeeping
rules.

Other districts have also made substantial use of the letter of caution.
During the first 6 months of 1961, district 7 (Atlanta) used letters of
caution 27 times and district 11 (Philadelphia) used them 34 times.
While district 7 restricted its use of such letters primarily to cover
bookkeeping irregularities, district 11 has used letters of caution in

%7 In 1961 this case, as well as the others described above, received the attention of the
chairman of the board of governors, who discussed with the district 8 committee the
adequacy of the action taken.
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connection with excessive spreads, violations of Regulation T and
violations of the association’s interpretation on free-riding, among
other types of infractions.

Not every rule infraction, of course, is an appropriate subject for
a plenary complaint action. Nevertheless, it seems clear that there has
been too much reliance on letters of caution as a substitute for sterner
discipline. The solution seems to lie in an effective, properly con-
trolled minor complaint procedure,®®® greater central control over dis-
ciplinary actions, and, more fundamentally, in a direct approach to
the problems of inadequate staff and unrealistic divisions of labor be-
tween the stafl and members of the district business conduct com-
mittees.??

4. ASSOCIATION FISCAL POLICY AND PLANNING

a. Budget size and scope

In March 1939 a joint letter was sent to members of the industry by
the Commission and the predecessor organization to the NASD seek-
ing comments on a proposal to form a national securities association
under the Maloney Act. In that letter the views of the Commission’s
staff on the amount of funds required to run the proposed organization
were set forth:

In order for the new association to do a job of cooperative regulation reasonably
well and in a manner satisfactory both to the trade and to the Securities and
Exchange Commission, it seems to the staff of the Commission that an annual
sum of between $300,000 and $450,000 wouid be required.

Three months later, in its opinion on the registration of the NASD
(which included the proposed dues schedule), the Commission com-
mented :

The Commission's [March 193971 communication to the trade expressed the
opinion that the relatively small amount which could be collected under the
schedule of dues as presently adopted would not be sufficient to enable the asso-
ciation to perform the task of cooperative regulation, which naturally includes
adequate self-policing, except to a limited extent. Accordingly, there may well
be need for a larger measure of surveillance by the Commission of the members
of the association * * **°

The association in its first year spent a little more than $200,000 or
about 67 percent of the minimum which the stafl of the Commission
had deemed was reasonably necessary to operate in the pubiic as well
as the members’ interest.

Over the years there has been a steady increase in the asscciation’s
expenditures, which have grown from $504,096 in 1950, to $1,813,300
in 1961, and to $2,197,033 1n 1962.4°1 Tt is difficult to determine with
any precision the amounts expended for particular phases of the asso-

38 In the summer of 1961, a conference between NASD and Commission staff members
resulted in an understanding concerning the use of the minor violation procedure, in which
the association agreed that it would be used for isolated instances of such infractions as
Regulation T where the member handles a substantial volume of business; failure to
register sualesmen hecause of oversight; uniutentional and immaterial bookkeeping or
cenfirmation inadequacies ; free-riding where few shares are involved ; high markups which
appear to be only a lapse from correct procedure.

3% In requesting the board to consider adoption of an arbitration code in 1958, Mr. Fulton
commented :

“I believe that the board will agree that the time is coming when it must do all it can
to free district committees from unnecessary business conduct work so that they may
devote sufficient time to necessary enforcement problems and still have some time left
to tend to their own business.”

(1;035{? the Matter of National Association of Securities Dealers, Inc., 5 S.E.C. 627, 631

1 Budgeted expenditures for fiscal 1963 are $2,613,390. For a discussion of recent
association developents, see sec. 6, below.
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ciation’s activities. For example, many of the paid officials devote
time to several phases, and the time spent by an mdividual on a par-
ticular activity may vary considerably from period to period. There
is little question, however, that by far the largest part of association
expenditure relates to self-regulatory activities; i.e., regulatory policy-
nmaking and enforcement and the administration of the registration
and qualification-examination program for registered representatives.
In 1961 association officials estimated that about 60 percent of annual
expenses were “incurred in connection with investigations and com-
plaints.” 2 Public relations activities in {iscal 1961 cost about 22,000,
and the retail quotations systems about $60,000; these appear to be the
two largest nonregulatory items. _

Despite the emphasis on regulation and the steady increase in ex-
penditures over the years, expenditures in relation to the size of the
association have remained conservative.**®* ‘This is made clear by a
comparison of table XII-10, summarizing the growth in association
expenditures since 1955, with table I-18 in chapter 1, showing the
growth of the organization expressed in terms of members, registered
representatives, and branch offices.

b. Budget preparation and responsibility

Under the association’s bylaws,*** the board of governors is required
each year to estimate the coming year’s expenses and formulate an
equitable dues and assessment schiedule to meet these expenses. The
informal procedure developed by the board to carry out these responsi-
bilities calls for the comptroller to draw up a preliminary budget
under the supervision of the executive director and the board’s finance
and executive committees. The department heads and the district
committees are required to submit expense requests to the comptroller
for inclusion in the preliminary draft of the budget.

The comptroller presents to the finance and executive committees the
data collected by him, but he plays no part in deciding how large the
budget will be or in selecting methods for obtaining the necessary
funds. These decisions are made by the finance and executive com-
mittees.*® The dues schedule is considered to be an NASD rule and is
filed with the Commission, which is vested with the power to disap-
prove the schedule if inconsistent with the statutory standards.s
Although not required by statute or Commission rule, such filing is
normally accompanied by supporting budgetary data including an
estimate of receipts and expenditures.

The executive director piays an important role in budgetary matters.
The board generally has relied upon his judgment and has required
that requests for additional funds on either the national or local levels
have his approval. Asa consequence, requests for additional funds are

usually cleared informalily with the executive director before inclusion
in a district’s proposed budget.

4% Hearings on H.J. Res. 438, “Securities Markets Investigation.”” before the Suhcom-
mittee on Commerce and Finance of the House Interstste and Foreign Commerce Cowm-
mittee, 87th Cong., 1st sess., pp. 78—79 (1961).

1% Budgeted revenues and exXpenses for 1963 and 1964 show considerable increases. See
note 401, above.

104 Art, IIT, sec. 1.

405 See subsec. b(2) (a), above.

46 Sec. 15A(b)(6) of the Exchange Act requires that “the rules of the association

provide .for the equitable allocation of dues among its members to defray reasonable

expenses of administration,” and sec. 15A(j rovides for Commission review of additi
and changes to NASD rules. Seept. I, below.) P ditions
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The budget requests submitted by the district committees generally
do not reflect any material consideration having been given to the
possibility of an expanded role either in purely regulatory activities
or in providing service to the members. In April 1957, the executive
director wrote to the chairmen of the district committees requesting
that they prepare “careful and exact” estimates of their requirements
and citing the following portion of the report of the chairman of the
finance committee to the January 1957 meeting of the board:

In recent years it has been noted that some districts submit the exact amounts
approved for prior years, or submit figures double the ¢ months’ expenses as
shown on statements provided them. It is only fair to state that in other districts
the budgets reflect careful thought of the committees prior to the preparation of
the requests.

If figures are pulled out of the air, it is necessary, in many cases, for the district
committee, sometime after the start of the fiscal year, to request additional funds
for projects which they had in the development stage prior to the preparation
of the budget.

Inasmuch as dues, fees and other charges to be levied are based on budgets, the
budgets should be prepared carefully and thoughttfully and should, insofar as
possible, anticipate all expenses for the next year. Under the bylaws, the
association cannot levy against the membership any fee which is not fixed 30
days prior to the start of the fiscal year. The district committees should be

concerned at the time of budget preparation with a review of past activities and
with a realistic appraisal of the future.

Nevertheless, there is little evidence of any subsequent change in the
district committee approach to budgetary problems.

To a large extent, the shortcomings in association performance
noted in this report can be traced directly to material inadequacies in
the number of stafl personnel at both the national and district levels—
a fact about which officials have shown some awareness and concern.
Yet in some instances where districts have included requests for ad-
ditional personnel, such requests have been denied at the national
level. For example, in 1958 a district 12 (New York) request for
additional examiners was disallowed, apparently without explana-
tion. A request submitted by district 10 (Washington, 1).C.) in 1961
for supervisory assistance was denied although the committee ad-
dressed the following resolution to the board:

Resolved, That the chairman of the district committee for district No. 10 of
the National Association of Securities Dealers, Inc., be instructed to formally
advise the board of governors of the association as follows:

That, in the opinion of this committee the activities of marginal and highly
promotional security dealers who are members of this association and rapidly
growing in number in the District of Columbia, require the immediate action
of the association in the public interest and in the interest of the association
and that, in the opinion of this committee, the staff of the district secretary

is inadequate to meet the requirements of the special situation which exists
within district No. 10.

The national organization has often approved items submitted in
local budgets which on their face indicated insufficiencies in the ability
of the districts to carry out their responsibilities. Moreover, after
the budget has been formulated, there l:as been an absence of proce-

dures for assuring that programs provided for in the budget have
been carried out.

c. Financial capacity and resources of the association

The association’s annual revenues usually have exceeded its annual
expenditures. At the end of fiscal 1961 the association had an ac-



