TaBLE XII-6.—Membership of NASD and representation on board of governors and district committees by district and State (Dec. 31, 1961)

Members Branch offices Registered Members of board of | Seats on district com- . L
representatives governors mittee Location of district
District and State office
Number Percent Number Percent Number Percent Number Percent Number Percent
ALl distrietSe e ccecaccaaaem 4,750 100.0 4,519 100.0 1101, 946 100.0 21 100.0 124 100.0
Distriﬁgo. 1, totale o eaaaeaaee 123 2.6 188 4.2 2,885 2.8 1 4.8 7 5.6 | Seattle.
TABN0 e eeememeemmeeen 10 oemmmomemae 17 | P T O o U F—
Montana. . coeeccmcccmcancaes 10 §mmacmceeen P2 R . 242 [ eececccalac e e n e ) O PN
North Dakota. o ovveoaoaaaooo A P, U 3 S D13 2 RN IR FREROI IS AP
(9] 1:005 « PP b2+ 1 P 1310 PO, 570 VU PN, SRS P T
South Dakota. - cvewecmccoace - 16 |oecccecena 294 | eemee e ceceaemecmmmcm e | cvmmmeemmme [mre e ———
Washington . o vvovommcccmaaan 64 | eeameae [33: 2 1,102 {ocommanee ) B I, 4 |acmmcnmnan
AlasKe o eiccccem e ccaccaaan P2 P2 R T35 IS Sttt JUS RO PPN AR
District No. 2, total ... 395 8.3 692 15.3 11,098 10.9 3 14.2 12 9.7 | San Francisco
(north); Los
California. c.emeeoauaeccecaaax 362 |aeemamcaaan 650 |cemmmmnnnn- 10,245 |acommee E N DR, b3 N T, Angeles (south).
Nevad oo ccccccmmcanae L3 P 20 |oamammaeoae ST 20 A I FU IO [P PRI
Hawallecooaoomcacocaccacnans 29 Jmecmaaee 22 cocammmaenan (17 Y [N U, ) U I,

District No. 3, total.cceecmcceaaaa 140 3.0 128 2.8 3,034 3.0 1 4.8 9 7.3 | Denver.
ATIZONA e cccmccccccccecoan | i 3 S PO 405 |occcumcomalmecmcmmcme ol macan——a. ) N P,
Colorad0mmucccvecccccmceconnn 69 focmcmamaaaa 50 fecmccmcacaan 1,438 |aemccccccncfracccccmmen] o A P,

New Mexico. 7 § 5 N P, 250 {ameaacammee- B O (RN DR JUORa
Utah ) A P 716 |cccecmmcccac|iacccccnncsafcmccacenannn ) A P,
19 |oemocacas 225 | cceec | eecctccmmmen | emmmsmmnmmaa | amaeamamees|amama—————-
214 4.7 4,378 4.3 1 4.8 9 7.3 | Kansas City.
50 |ommcecamaaes 032 | cimcecccne|occcacncacnc]cemma———ana ) A PN
103 |occacecacaan 2,630 Joocceminaaas ) P [ 3 P,
P2 2 S, 400 {omececccmce|ccemmccac e |eccaccaaacan ) O S,
5 2 RN Y 1 2 SRS RNV IIIPR DR ) O PN
169 3.7 1,967 2.0 1 4.8 6 4.8 | New Orleans,
58
26
39
MisSiSSIPDIw e camcccmacecacaae P ) D, 27
Tennessee (West) e veecacencan L) 19
District No. 6, total o ccocoanass 186 3.9 201 4.5 Dallas.
1) ¢V SN 186 Jocococaoocao A1) U
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District No, 7, total ... 214 4.5 368 8.2 5,001 4.9 1 4.8 6 4.8
Florida. o oo 117 oo 221 | eecaas
[€7:10) ¢4 t: N 38 |eccaaee 79 |
South Caroling. . oe.cooauao. 28 |eeecccmmaman 1
Tennessee (€ast) oo ouocoemeoan ) O b1 2 D
District No. 8, total eaeeoceeoo_- 419 8.8 689 15.3
B 1005 Yo} (I 178 |omccccaae D23 O P
Indiang..ae oo eaeees 49 | ool 2 P
D o) 4 T 29 |maaoaa 87 |
Michigan. ool 55 |emcmmcmccaaa 117 fcccacaean
Minnesota. .cmceaacecccccanan 65 |acmccacanaae 112 |ocecaccaace
Wisconsin. . ccccacoaaacaaaoo [:%: 1 PO L[ P
District No. 9, totalaeo oo o.oo_ 149 3.1 210 4.6
KentueKy . aeemmccccecccaee 15 |icmoeccemmea 25 |eeememaeene 494 | mememeena o mmcmaeean P2
(0 SIS 134 |comccenes 185 |cccmeaooC 2,167 |comcceaaees | N P A PR,
District No. 10, total ... ......___ 251 5.8 239 5.3 5,730 5.6 1 4.8 8 6.5
District of Columbia-—...._.. 104 |acmeooaaas ;Y N I 1,358 |acccccccaean R PO 2 |
Maryland . . ocoeaeaoL 56 |mccmcecmaes ;7 P 1,784 |ceemoce | e e e eec——as D2 D,
North Caroling..cococcaeoo-- 45 |eeecaaccceae (5720 I 1,044 oo ecccaccmee e m e b2 DU
Virginia. o weecccecceccccaaas 46 |eccccaaas 84 ... 1,644 |cc e | camaam———— 2 [ccmccemeas
District No. 11, total ... 264 5.6 327 7.2 6,972 6.8 1 4.8 12 9.7
Delaware . oo oeceeceee 18 249 || e e e cm e e me e e
Pennsylvania.. .. _o.o__oo.. 215 5,482 |oooae oot ) S PO, ) B P
New Jersey (south) .......... 21 856 | oo | e e | e ce e | e mammmmm oo mmmm e
West Virginia. . ovoceenaooo 10° B15 oo vce | e e e m e ) I R
District No. 12, total__.ococoeons 2,064 38,252 37.4 5 23.6 18 14. 4
Connecticut. ... 39 1,379 |ccecocmaeans ) S I ) B P
New Jersey (north). 189 2,846 | veee e feme e mm ;e | e mem e ) S
New York City..... 1,490 27,795 |eeeicaccecan 4 |eceeens 15 |cmeccacen
New York State_ .o cocaean- 346 6,232 |cmeemmm oo fececmmmmecen e am e me e ) I I
District No. 13, total....__....._ 239
Maine . cvveecccmmeeaen 32 |ecmaracacans 85 |cocmeeen
Massachusetts. o oooocoooos 173 |ecmcccecceee 172 |
New Hampshire. ...ccoecueo- [ P, b2 N
Rhode Island. cco o cvovcroannn 23 |ecmemacan 46 |t ooomen
Vermont. .o coeeeeeccaeeen b £ N

Atlanta,

Chicago.

Cleveland.

‘Washington, D.C.

Philadelphia,

New York.

Boston.,

1 Does not include 359 registered representatives residing in foreign countries.
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TasLeE XII-7.—Representation on NASD board of governors and district
committees by district and State (Dec. 31, 1958)

Number of | Number of Number of | Number of
District and State members seats on District and State members | seats on
of board of |  district of board of |  district
governors | committee governors | committee
All distriets. . -——~-- 21 127 }{ District No. 8—Con.
Yowa_ __ .| _____.__ 1
District No. 1, total .__.__ 1 6 Michigan__..__.___.___ 1 2
Nebraska .o f o2 1
Idabo - WiseonSin ..o e oan 2
Oregon . oo eammee 2
Washington._._....._ 1 4 il District No. 9, total...... 1 ]
District No. 2, total ._.___ 2 10 Alabama_ .o oL 1
Florida e o oo ceoemee e e e
California. .- .—_-___ Georgia.. oo 1 2
Nevada. .. - Louisiana. . 2
Hawali-_ ... Mississippi..._.- 1
South Carolina 1
District No. 3, total ... 1 9 Tennessee.  <.cowoo- 2
ATizOna . oo 1 | District No. 10, total-.... 1 9
Colorado. - ... 1 6
New Mexie0o. _ oooomo oo 1 Kentueky _oooo__ 1 2
LUA7:Y + DU SIS 1 (0170 JEU I RS 7
Wyoming . - oo oeoomoofmccmcmcceaf e
District No. 11, total...._ 1 8
Distriet No. 4, total..____ 1 9
Districtof Columbia__ | ... ___ 2
Minnesota. ..o 1 9 Maryland .. oo 2
Montana_ __ .o o} cmc e mem North Carolina-._____ 1 2
North Dakota. oo ooofe oo cee e aeciaaa Virginia . oo e emeeae 2
South Dakota. .o o |emmmeeeaaae West Virginia_ .- _{o o[l
District No. 5, total..._.__ 1 6 [| District No. 12, total..__. 1 12
Kansas -.-coeoceceec- 2 Delaware . ..._..__.
Missouri (west) - 3 New Jersey (south)._.
Oklahoma.._.._._..___ 1 Pennsylvanig....._.__
District No. 6, total . .__._ 1 7 I District No. 13, total.._._ 5 16
TeXAS - e cee e emmmem 1 7 Connecticut. .- foo . 1
New Jersey (north) - | _eeoo__. 1
District No. 7, total - ... 1 7 New York City----_. 5 13
New York State. oo _|eccomacnae 1
Arkansas._ . oo 1
Kentueky (West) - oo oo comom oo oo District No. 14, total-.___ 1 7
Missouri (east) .----_ 1 6
1\ £:3 1 ¢ U S, 1
District No. 8, total-_.___ 3 12 Massachusetts. ... 1 5
New Hampshire. oo Joacecocmocec)ocacaaceee
D 8151103 S 2 5 Rhode Island ..c oo {eeeee o 1
Indiana . _ o] 1 Vermont. oo feecemomcamen|me —————
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TaBLE XII-8—Composition and size of NASD staff (yearends, 1955-62)

{Number of persons]

1962 | 1961 | 1960 | 1959 | 1958 | 1957 | 1956 | 1955

National and district offices, total._
National office, total ._____________________

Execntive director_ . _________________

Assistant to executive director

Legalstafft_ __ . _____________________
National committee secretaries and other super-

visors 2 _ __ .
Examiners 3_ __ .
Clerical and others___._._____________

District offices, total .. __._________________

District secretaries 4. ... _______

Assistant secretaries 5____ ____________
Legal staff (district 12)8
Examiner supervisors_._____________
Examiners_ . __________

Clerical and others_ ... __________

___________ 160 | 130 | 112 | 106 99 88 69 61
___________ 80 63 56 54 49 45 31 26

___________ 1 1 1 1 1 1 1 1

1 1 1 1 1 1 1 1
___________ 2 1 1 1 ) Y (RS, SRR B
___________ 14 12 10 10 10 9 7 7
___________ 12 9 9 10 8 10 b 2 P
___________ 50 39 34 31 28 24 19 17

___________ 80 67 56 52 50 43 38 35

___________ 14 14 13 13 14 13 12 12
S 1 2 2 2 1 ) I S o

3 2 1 1 1 1 1 1
___________ 4 2 1 1 ) PR SR S
___________ 23 19 13 i3 14 10 10 9
___________ 35 28 25 22 19 18 15 13

1 During 1955-57 outside counsel was utilized.

2 Incldes some national committee personnel stationed in New York City.

3 Most were from time to time temporarily assigned to district offices on the basis of district needs.

+ Most district secretaries also performed examinations and/or examiner supervisory work. In 1961-62,
there were cosecretaries in district 2. See tables X1I-6 and XII-7.

8 Also perform examiner s1pervisory work.

8 For a period prior to 1961 also had title of assistant secretary.

Source: NASD records.

TaBLE XII-9.—Activities of firms represented on NASD district commitlees

(1961)
[Number of firms]

Primary Secondary Tertiary

activity activity activity
All rms_ e 1123 2121 3115
Exchange commission. . . ____ 48 17 14
OTCretail . _ ... 44 43 21
Underwriting. . e 17 28 33
OTC wholesale_ .. _____ 7 14 22
Dealer or principal underwriter of mutual funds_.____________ 46 10 14
Other exchange . _ . e 1 f: 2 P
Miscellaneous. _ _ . _ e e 6 11

11 firm did not report a primary activity.
2 4 firms did not report a secondary activity.
3 9 firms did not report a tertiary activity.

4 Includes 1 principal underwriter.

Source: Questionnaire OTC-3 and NASD records.
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TaeLeE XII-10.—Summary of NASD receipts and disbursements (for fiscal years, 1966-61)

’ 1961 ) 1960 l 1959 ’ 1958 ‘ 1957 ‘ 1956 \ 1955
RECEIPTS
Assessments:
Membership. - o oo oo e e e cmcimemaama———a 295, 445 280, 312 237, 525 191, 452 171,015 171,250 148, 620
Personnel. . o e iaccmammmemmmmeme——————— 384, 653 385,672 428, 644 285,111 240, 256 147,390 182, 884
Underwritings .. oo oo 198, 469 200, 061 260, 232 264, 333 236,110 364, 612 209, 315
Investment company underwritings - - v cmoe e ieaemanaeeaos 85,453 88,308 84, 533 75,878 66, 261 87,919 44,978
Less: Adjustment to conform to total assessments shown on audited
financial statements. oo i e eecasmmcemmccacmmmcccce= wmamee|—ecmecmameaaca|cammmeamemnma;ammmmcmm e o acde el (3,490) (1,181)
Total assessments. - o oo oo a o ia oo cmmaime—mmmmma—nan 964, 020 954, 353 1,010, 934 816, 774 713, 642 767, 681 584, 616
Registered representative and other fees:
Registered representative application fees. .o ooaoocaocconcas 411,980 379, 280 321,970 231,070 222, 200 177,700 123, 230
Registered representative examination fees 292, 200 277,990 237, 420 158, 940 157,255 | oo oo
Branch office fees. .. et m e —————————————— 54, 503 50, 209 40,419 30, 554 26, 370 25,310 16, 770
New member admission fee8. .o .. oo e mccecmcaaes 50, 250 52, 270 16, 705 11,725 12,025 12,725 11, 225
TOta] @08 o e e cemc e ceacmc e mccm e cacmammemeamemman= 808, 933 769, 749 616, 514 432, 289 417, 850 215,735 151, 225
Fines and COStS. .o oo e memmmam—ce—ceemasnomm———e——e——mem e 86, 316 112,045 70, 935 67,110 42,750 44,426 6, 648
Interest and miscellaneous reVeNUeS. o oo oo o e cccccaac e mcmamacm s s ammamae 37,847 48,019 24, 400 17, 388 20, 057 14,293 6,617
Total recelPtS. - m oo e ecce e e e ceceaamamecmcmemmm———ca—= 1,897, 116 1,874,166 1,722,783 1, 333, 561 1, 194, 299 1,042,135 749, 106
DISBURSEMENTS
National organization:
Executive office:
SalarieS . o cwmmcmemmmm e —emmammememme—emmmam—— 291, 986 279, 649 240, 307 196, 221 171, 547 121, 164 108,274
Other (including rent, printing, postage, travel to meetings, furni-
tUre, e0C.) e mceee e mcammmemmaa———————— 227, 694 205, 264 232, 980 193, 132 142, 617 115, 542 79, 650
Board of governors (travel and meetings) oo oo ceoooccoccaao e 70, 384 64, 943 59, 545 58, 996 54,283 57,250 40, 740
National committees:
Salaries e aamm e a e cemmcmmmmmmmm—mmc e — e 66, 636 61, 358 51, 400 48, 520 34,255 29, 624 29, 667
Other eXPenSeS . & e cm e mec e cmccaamee—me— e 53, 506 33, 032 42, 949 45, 455 47,943 46, 434 35,350
General expenses (including legal and accounting fees, taxes, publie rela-
tions, retirement, €4C.) .o oo aimmcccema- 238,072 126, 511 211, 580 199, 948 214,268 135, 661 79, 372
Total national organization.. ..o ecemmccmccam——n 0948, 278 770, 757 838, 761 742,272 664, 913 505, 675 373,063

8V
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Districtcommittees:

sovsm | dsew | s |  simess| oo |  ieres| 1o
865, 022 861, 803 671,791 587, 959 468,172 390, 044 337,551
1, 813, 300 1, 632, 560 1, 510, 552 1, 330, 231 1,133,085 895, 719 710, 604
83, 816 241, 606 212,231 3,330 61,214 146, 416 38, 502

Source: N ASD reports of treasurer and finance committee for the fiscal years 1955-61.

TaBLE XII-11.—Findings in NASD disciplinary proceedings by type of violation (1969-61)

[Number of violations}
All alleged violations Violations based on examinations Violations not based on examinations
Type of violation
Total Found Not found Total Found Not found Total Found Not found

All violations . e ceme e am———— 1,729 1, 506 223 1, 303 1,207 96 426 299 127
“Free-riding’’ . oo encac——————— 261 211 50 27 23 4 234 188 46
Regulation T et 199 191 8 197 189 8 2 b2
Books and records. ..o cecceeaccnea——————— 184 176 8 177 171 6 7 5 2
SUPErVISION - v oot mmm e ————— 167 115 52 129 108 21 38 7 31
MArKRUDPS . e e e ddcdmmmcm e e emceee—a—————— 134 124 10 128 121 7 6 3 3
Fraud. ..o m————— 111 95 16 86 80 6 25 15 10
Net capital.. .o cceccccccnccccccaccscea—————— 102 97 5 98 94 4 4 3 1
Nonregistered representatives. .. ..o eeeecanes 89 85 4 89 85 4
Improper use of funds or SeCUrities. - .. umuecocecccaceecacaaen 83 76 7 54 52 2
Required disclosures (confirmations) ... ..ucceoccmcacan. 78 77 1 77 76 1
Statement of policy (mutual funds) . .o ceeceaas 53 51 2 47 46 1
Unsuitable recommendations. . ..o v e emccccccccccemnan 44 35 9 30 28 2
“Commercial bribery” ... oo 27 14 13 21 13 8
Failure to furnish information to NASD . ... oomomoao.o. 22 P72 P 9 L I DO
Nonmember dealings. ... oo oo ceecee e 22 18 4 19 15 4
Investment trust rule. . oo aceieccmmaaa———— 18 12 6 16 11 5
General advertising and sales literature. ... ..o ooococeneao 17 14 3 16 13 3
Improper use of NASD name._ __ .o cecccmeeane 12 12 | eeaeee 12 ) 52 PO
Prompt payment (mutual funds) ... voeeeeeemceeeees 9 8 1 9 8 1
MiSCEIlaNEOUS. o o e oot m e m————————— 97 73 24 62 53 9

Source: NASD records. See app. B.
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TABLE XII-12.—Number and types of violations indicated in district 12
examinations (1959-60)

Type of indicated violation 1960 1959 1 Type of indicated violation 1960 1959 1

All indicated viola- Assessment report___________. 3 8

tions 2. ____ . ._ 305 617 || Freeriding. __________________ 2 4

Nonregistered branch offices__ 2 1

Booksandrecords. ___.______.. 179 336 || General advertising___________ 1 10

Confirmations_________.._____ 41 77 || Correspondence._ .. __________ 1 3

Markups_ - ooeooeeeeen 23 51 | Nonmember transactions_____ 1 1

Regulation T___________._____ 17 26 || Churning____________ o eee__ 1

Nonregistered representatives._ 14 48 1| Discretionary accounts_______|__________ 1

Supervision__._______________ 10 30 || Miscellaneous__.._._________._ 8 14
Net capital ..o oo - 3 6

1 A mass examination was conducted in this district in 1959,

2 Violations found in a total of 360 examinations conducted in 1959, of which 213 contained indicated rule
violations; and in a total of 281 examinations conducted in 1960, of which 150 contained indicated rule vio-

lations.
district in the 2 years.

Source: NASD records.

The examinations analyzed represented a large majority of the examinations conducted in that

TaABLE XII-13.—NASD free-riding decisions involving NYSE and other NASD

firms (1959-61)

[Number of cases]

All NASD NYSE Other NASD
firms firms firms

All CaseS 1 e o e ccmecman 279 118 161

Cases handled under minor violation procedure_____________._ 39 28 11

Cases handled by formal complaint__ . _____.__________ 240 90 150
Penalty assessed: 2

Censure only._ oLl 60 42 18

Fined:

1 t0 $200 . - oo 54 20 34

$201 £0 $500 . _ oo m e mmmcmccmceen 88 23 65

$501 t0 $1,000_ - e cceel 16 6 10

Over $1,000- - - e 8 2 6

Suspended. .. ccecmmmme |t e

Suspended and fined - <o b2 [, 2

Expelled .o e e mremcmm e et m e [ e =

Dismissed . - - e e e mcc—mm e 51 25 26

Cases involving 1 1SSUe. .. oo o e eeomees 231 91 140

Cases involving 2 or more iSsUes.. - - - ccooocconmccmcicccaeas 48 27 21

1 Includes only cases where free riding alone was alleged.
2 Board of governors action has been taken into account.

Source: NASD records. See app. B.
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Securrries AND ExcaANGE COMMISSION,
Washington 26 D.C., January 3, 1962.

To the Chairman and Members of the Securities and Exchange Commission:

We are transmitting herewith a staff report on the organization, manage-
ment and regulation of the conduct of members of the American Stock Ex-
change. This report contains the findings of the staff on such matters, based
on a broader investigation of the American Stock Exchange which is being
made by the staff pursuant to the Commission’s order of May 12, 1961 an
Public Law 87-196.

The investigation has been conducted and the present report has been
prepared under the immediate supervision of Ralph S. Saul, Associate Director
of the Special Study of Securities Markets and formerly Associate Director
of the Division of Trading and Exchanges. Other staff members who have
participated actively in conducting the investigation and drafting the report
include: Robert Bretz, Edward C. Jaegerman, Martin Moskowitz, Stephen J.
Paradise, Ira H. Pearce, Norman S. Poser, Arthur Rothkopf, Warren S.
Shantz, and David Silver.

Respectfully submitted,
Mmuton H. CoHEN,
Director, Special Study of Securities Markets.
Pamure A. LooMss, Jr.,
Director, Division of Trading and Exchanges.

By Irvine M. PoLrLacKk,
Associate Director.
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Introduction

On May 4, 1961, the Commission entered an
order revoking the broker-dealer registration of
Re, Re & Sagarese and expelling Gerard (Jerry)
A. Re and Gerard F. Re from the American Stock
Exchange (“Exchange”). The Commission
found that between 1954 and 1960 the Res had
violated numerous provisions of the federal secu-
rities laws in connection with transactions in
various stocks in which the Res were registered as
specialists on the Exchange.

On May 12, 1961, the Commission entered an
order directing that its Staff make an investiga-
tion of the facts, conditions, and practices related
to the conduct shown by the record in the Re case,
and of the adequacy for the protection of investors
of the rules, policies, practices and procedures of
the Exchange concerning the regulation and con-
duct of specialists and other members. Pursnant
to the order of the Commission, the investigation
has been conducted in private. The Staff held
hearings at which sworn testimony was taken
from the President, the Chairman of the Board of
Governors, governors, specialists, floor traders and
other members of the Exchange, members of the
Exchange staff, and officials of companies whose
securities are traded on the Exchange. The Staff
also studied the minutes of meetings of the Board
of Governors (“Board”) and standing committees
of the Exchange, transcripts of trading accounts,
questionnaires completed by Exchange members
and listed corporations, and other documents re-
lating to Exchange business. It should be noted
that the Exchange, its members and officials have
cooperated fully with the Staff in the conduct of
this investigation.

Under the Securities Exchange Act of 1934
(“Exchange Act”), national securities exchanges
are entrusted with primary responsibility for the
regulation and disciplining of their own mem-
bers—a. responsibility that the Exchange assumed
when it became registered as a national securities
exchange on September 28, 1934. The principal
emphasis of this investigation to date has been on
the organization and ‘management of the Ex-

change in order to determine how effectively the
Exchange has regulated the conduct of its mem-
bers. The report sets forth the facts determined
in this phase of the investigation, and certain con-
clusions of the Staff with respect to these subject
matters.*

This report does not contain any final recom-
mendations of the Staff on these matters. Nor
does it attempt to evaluate the proposals made by
the Special Committee for Study of American
Stock Exchange? in their Interim Report dated
December 21, 1961, regarding the organization
and administration of the Exchange. The find-
ings in the present report should, however, be
helpful to the Commission, the Exchange mem-
bership, and the public in evaluating those pro-
posals and in formulating such alternative or
additional proposals as may be required to deal
with the problems disclosed.

This report contains five sections. The first
section describes the organization and government
of the Exchange with particular emphasis on the
respective roles of the Board of Governors, the
committees of the Board, and the officers and staff
in the actual administration of the Exchange.

The second section discusses the manner in
which listings have been brought to the Exchange,
the listing policies and their administration, and
some resulting problems as to the quality of cer-
tain listings.

1 0On September 5, 1961, while the investigation waa in progress,
H.J. Res. 438, which became Public Law 87-196, was enacted.
It directed the Commission to make a study and investigation
of the adequacy, for the protection of investors, of the rules of
national securities exchangea and national securities assoclattons,
and to report to Congress on or before January 8, 1963. Accord-
ingly, the Commission directed that the pending investigation be
carried forward as part of the study and investigation pursuant
to Public Law 87-1968. It is contemplated that additional find-
ings concerning the Exchange and its rules and practices will be
made in connectfon with other phases of the study and investl-
gation.

1 0n October 12, 1961, the President of the Exchange appolnted,
with the approval of the Board, a committee of nine members to
make a “review of the organization, rules, policles and procedures
of the Exchange” and “to recommend such revisions, additions or
eliminations which 1t belleves would increase the effectiveness of
the operation of the Exchange and enhance the service to the
puble.”



756

REPORT OF SPECIAL

The third section of the report explores the role
of the specialist in relation to the problems of
government of the Exchange. After describing
the pivotal position of the specialist in the auction
market of the Exchange, the report discusses in
some detail the activities of Gilligan, Will & Com-
pany, a member firm. This firm was chosen for
investigation because of its unique relation to the
Exchange: it is one of the most important and
influential specialist firms and 1ts activities exem-
plify several important problem areas relating to
specialists on the Exchange. Other problem areas
are discussed with reference to the activities of
other specialist firms. The present report exam-
ines these problem areas, not primarily to resolve
them as such at this time, but in relation to the
immediate topic of organization and managment
of the Exchange.

The fourth section of the report relates to the
conduct of floor traders and the Exchange’s regu-
lations in that area. In 1959, the Exchange, after
discussions with the Division of Trading and Ex-
changes of the Commission, adopted a set of floor
trading rules and developed elaborate procedures
for enforcing them. This section of the report
examines the effectiveness of Exchange regula-
tions in an area where the Exchange affirmatively
indicated its willingness and ability to control
certain activities of its members.

The final section of the report describes the reg-
ulatory scheme within which the Exchange op-

STUDY OF SECURITIES MARKETS

erates and considers the effectiveness of its super-
visory and disciplinary procedures.

During the course of this investigation, i.e.,
since May 12, 1961, the rules and policies of the
Exchange have undergone many important
changes. These changes have come in rapid fire
succession and have affected such diverse areas
as listing policies, allocation of securities to spe-
cialists, floor procedures, audits of the books of
member firms, capital requirements of specialists,
over-the-counter trading by specialists, reporting
by specialists of their trading, placing of discre-
tionary orders, and floor trading. The first of the
changes was adopted on May 18, 1961, two weeks
after the Commission’s order expelling the Res
from the Exchange, and the most recent on Decem-
ber 12, 19612 Many of these changes appear to
have been adopted in direct response to, or in im-
mediate anticipation of, the Staff’s inquiry into
specific subject matters. The report takes cog-
nizance of all these changes but does not attempt
to assess their effectiveness or adequacy.

3 The following rules and amendments were adopted between
May and December 1961: Rule 154 (August 7); Rule 170(b)
(June 15); amendment of Rule 175 (July 6); amendment of
Rule 187 (May 18); amendment of Rule 190 (May 18); and
Rule 191 (August 17). In addition a new policy governing the
allocation of stocks to speclalists became effective on September
1; changes in listing policies were announced on December 7; a
new Interpretation of floor trading rules was announced on De-
cember 12; and new auditing procedures became effective during
the latter part of the year.
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I. Organization of the Exchange

A. The Exchange

The American Stock Exchange is a national
securities exchange. Itisanimportant part of the
nation’s financial community and the conduct of
its members has effects extending beyond the
narrow confines of its trading floor. Indeed, the
Exchange itself has attempted through its listing
and public relations policies to be recognized as a
major national institution.

The growth of the Exchange in recent years has
been quite remarkable. The reported total volume
of stocks traded on the Exchange, which was 111
million shares in 1951, was approximately 500
million shares in 1961. (See Chart A.) The total
market value of securities traded on the Exchange
was approximately $30 billion in December 1961
ten years ago it was $16.5 billion. (See Chart B.)
The number of companies whose securities are
traded on the Exchange has also increased: there
were 763 such companies in 1951; the figure
reached 1,000 in December 1961. (See Chart C).

The gross income of the Exchange, which was
approximately $2.75 million in 1956, is expected to
exceed twice this figure in 1961. Net profits and
capital contributions,! which totaled approxi-
mately $43,000 in 1957 and $38,000 in 1958, are
expected to exceed $1.5 million in 1961. The
increase in income is due in large part to the steep
rise in the volume of trading. The Exchange’s in-
come from the transactions charge (114 percent of
net comnissions earned from the trading of
securities on the Exchange) has increased from
approximately $766,000 in 1956 to an estimated
$2.1 million in 1961.

In contrast to these increases, members’ annual
dues or assessments, which were $500 in 1956, are
unchanged today. Specialists’ registration fees
also are unchanged at $200 annually, regardless of

1In years in which regular members’ dues are not required to
meet operating expenses, the Exchange, instead of requiring
members to pay dues, has assessed $3500 from each regular mem-
ber as a capital contribution ; these assessments may be used only
for capital improv: 8. Such ts in lieu of dues were
made in 1960 and 1961.

the number of stocks in which a specialist is
registered.
B. Membership

The regular membership of the Exchange, con-
sisting of 499 members,? can be broken down func-
tionally into four categories: specialists, commis-
sion brokers, “$2 brokers” or floor brokers, and
floor traders. Qut of the total membership, 160
members are currently registered as specialists,
representing 62 different specialist accounts.
There are 139 commission brokers, partners of
member firms, whose primary function is the
execution of orders on the floor of the Exchange
on behalf of their member organizations. One
hundred forty members are $2 brokers, whose main
function is the execution of orders on behalf of
member firms who either do not have floor partners
or whose floor partners are unable to handle the
orders. Generally, the $2 brokers have working
relationships with one or more regular or associate
member firms whereby these brokers handle all or
part of the floor business of these firms.

There are approximately 30 members of the
Exchange who spend most of their time on the
floor trading for their own account. Frequently,
a floor trader will execute orders as a $2 broker.
A $2 broker may trade for his own account when
he finds that his commission business is slack.
Finally, there are approximately 30 regular mem-
bers who are inactive. The average number of
members in attendance at trading sessions is 325.

In addition to the regular members, the Ex-
change has a large number of allied members and
associate members. Allied members are general
partners in partnerships or holders of voting stock
in corporations which are regular member firms—
1.e., firms one or more of whose partners or voting
stockholders are regular members of the Exchange.
Associate members are persons engaged in the
securities business who have applied and been
accepted for associate membership and are thereby

*There were 550 members until the early 1940's, when the
Exchange retired 51 seats.



758 REPORT OF SPECIAL STUDY OF SECURITIES MARKETS

CHART A
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CHART B

TOTAL MARKET VALUE OF SHARES LISTED ON THE
NEW YORK AND AMERICAN STOCK EXCHANGES
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CHART C
TOTAL NUMBER OF ISSUES LISTED ON THE
NEW YORK AND AMERICAN* STOCK EXCHANGES
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entitled to lower commission rates than nonmem-
bers. There are 411 associate members. Allied
and associate members are not entitled to trade on
the floor of the Exchange.

C. Admission of New Members

A person wishing to become a regular member
of the Exchange must arrange to purchase a “seat”
from an existing regular member, and he must
obtain the approval of the Board by the affirma-
tive vote of nineteen governors. The only quali-
fications that the constitution of the Exchange
requires of new members are that they be citizens
of the United States and at least twenty-one years
of age, and that they have the approval of the
Committee on Admissions.® In practice the power
to decide whether an applicant will be approved
rests with a four-man subcommittee of the Com-
mittee on Admissions which must act favorably
upon an application before the application may
be placed on file with the full Committee. This
subcommittee consists of the chairman of the
Committee, who is a specialist, and three other
members, two of whom have in recent years been
specialists. The full Committee on Admissions
currently consists of seven members in addition to
the President and chairman of the Board (who are
ex officio members), four of whom are specialists.
In the admission of new members to the Exchange,
as in many other areas of Exchange government,
specialists are in virtually complete control.

An applicant for regular membership is not
required to have any experience or knowledge of
the securities business. No examination of any
kind is given to determine his qualifications. The
Exchange does take the position, however, that
an applicant for regular membership is expected
to make actual use of his seat. In other words,
the Exchange would probably not approve an ap-
plicant who announced to the subcommittee of
the Committee on Admissions that he wished to
purchase a seat in order to speculate on its value.
In a few cases, however, individuals have held
their seats for so short a period as to indicate that
speculation may have been an important moti-
vation for the transaction. The Exchange also
obtains an investigatory report on every new mem-
ber from the Proudfoot Commercial Agency.

During 1961 the price of a seat on the Exchange
reached $75,000, the highest in more than 380

2 Const., Art. IV, Sec. 1{a).
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years.* The majority of members purchased their
seats under one of a number of different kinds of
financing arrangements. One of the more fre-
quently used of these arrangements is termed an
“ABC” agreement, under which a firm purchases
a seat for a member. Under such an agreement,
the member may at any time purchase another
seat at the then market price for the firm and
thereby obtain the outright ownership of his seat.
The firm, on the other hand, may at any time
transfer the seat to another of its members.

A substantial number of the regular members
of the Exchange have held membership for periods
of over 25 years. About 50 were members as far
back as 1921 when the Exchange, then known as
the New York Curb Exchange, did its trading on
the New York sidewalks. The typical pattern of
the “oldtimers,” the interrogation of Exchange
members revealed, was to start as messengers or
clerks on the Exchange. A large number of the
younger members, particularly among the special-
ists, have close family connections with other
members of the Exchange, who teach the newer
members the procedures on the floor of the Ex-
change after their applications for membership
have been approved. For example, among the
specialists there are a number of father-son and
father-in-law/son-in-law combinations in joint
accounts. The father or father-in-law generally
finances the purchase of the younger member’s
seat. The Exchange requires that an applicant
have two sponsors, and that one of the sponsors,
or a member appointed by him, accompany a new
member on the floor of the Exchange until he is
able to function by himself.

The Committee on Admissions also passes on
partnership agreements of member firms, the ad-
mission of new members to such firms, and appli-
cations of individuals and firms for allied or as-
sociate membership. It is very rare that any such
application is disapproved by the Committee.

D. Government of the Exchange

In 1935 the Commission, pursuant to authoriza-
tion given by the Exchange Act,® conducted a
study and investigation of the government of se-
curities exchanges and rendered a report to Con-
gress. This report ® made eleven recommenda-
tions, which it suggested be put into effect by

4 See Appendix I.

¢ Section 19{c).

s “Report on the Government of Securities Exchanges,” H.R.
Doc. No. 85, 74th Cong., 1st Sess. (1835).
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voluntary action of the éxchanges without resort
to legislation.

No action upon the Commission’s recommenda-
tions was taken until December 1937, when the
New York Stock Exchange appointed the so-
called Conway Committee to study the government
of that exchange. The Conway Committee’s re-
port,” which incorporated several of the recom-
mendations of the Commission and introduced a
few new ones, became the basis for the new con-
stitutions of both major exchanges. The constitu-
tion of the Exchange, adopted in February 1939,
introduced some important changes, such as the
inclusion of twelve office partners of member firms
and three representatives of the public on the
Board and the transformation of the office of
President from an unpaid position held by a mem-
ber to a paid administrative post. Certain rec-
ommendations which the Commission had made,
such as the abolition of the Nominating Committee
in favor of election of governors by petition, were
not adopted by the Exchange. The structure of
the government of the Exchange has changed very
little since 1939.

1. The Board of Governors

The Board of Governors, consisting of 32 mem-
bers, is the governing body of the Exchange. The
membership of the Board is required by the con-
stitution of the Exchange to be constituted as
follows: fifteen regular members; twelve allied or
associate members; three non-member representa-
tives of the public; and the President and chair-
man of the Board.® There is no requirement that
the fifteen regular members be proportionally rep-
resentative of the various activities performed by
members, although the constitution directs the
Nominating Committee to “give due consideration
to the various phases of Exchange activity in
making its nominations.”® Nor is there any re-
quirement that any of the governors be from
outside the New York City area. The regular
members of the 1961-1962 Board consist of eleven
specialists and four commission brokers. After
serving for two consecutive three-year terms, an
elected governor must wait one year before he can
be a candidate for re-election.®

7 “Final Report of the Committee for the Study of the Orgaa-
1zation and Administration of the New York Stock Exchange,”
Janvary 27, 1938,

¢ Const., Art. II, Sec. 1(a),

® Const., Art. III, Sec. 2(c).

19 Const., Art. III, Sec. 1(a).
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The chairman of the Board must be a regular
member of the Exchange. He is elected by the
membership for a one-year term, with no limit on
the number of times he may be re-elected. The
vice-chairman of the Board is elected by the Board
at its first annual meeting. He must be a member
of the Board who is a regular member of the Ex-
change. The vice-chairman assumes the functions
and discharges the duties of the chairman if the
latter is absent or unable to act.™

Under the constitution the Board is charged
with the duties of operating the Exchange and
regulating the business conduct of its members.
In practice, these duties are performed largely by
standing committees.”* Only members of the
Board, however, are eligible to serve as regular
members of the standing committee.® Neither
the chairman nor the members of the Board (with
the exception of the President) receive any com-
pensation. The Board holds regular meetings
twice a month and special meetings on an average
of once or twice a month, at which it passes on
actions of the committees relating to admissions
of new members, listing and delisting of securities,
Exchange finances, changes in the constitution or
rules of the Exchange, and conduct of other Ex-
change business. While the Board as a unit does
play a part in disciplinary matters of a serious
nature, its chief function is to review (and, in prac-
tice, to approve of) actions taken by the standing
committees.

The 27 elected governors and the chairman of
the Board are chosen by a complex procedure.
The Nominating Committee, consisting of four
regular members (at least one of whom must be a
commission broker) and three allied or associate
members, is in theory elected by the membership
each year from among candidates who have been
nominated by petitions signed by at least 25 mem-
bers. The constitution provides that if there is an
insufficent number of petitions for any class of
member (e.g., fewer than three associate or allied
members, four regular members, or one commis-
sion broker), the Board shall nominate enough
candidates to constitute a full slate.* In practice,
the Board has delegated this task to the Executive
Committee. Since it is unusual for members to
nominate a full slate of candidates to the Nomi-

U Const., Art. II, Sec. 2(b).

12 See Sec. I D (3), infra.

1 The Nominating Committee 1s not considered a standing
committee. Its members may not be members of the Board.

14 Const., Art. III, Secs. 2, 4(h).
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nating Committee by petition, the normal pro-
cedure in recent years is for at least some of the
members of the Nominating Committee to be
picked by the key officials of the Exchange. Every
member of the 1961 Nominating Committee, which
will nominate candidates for the Board to take
office in February 1962, was chosen in this manner.
No member of the previous year’s Nominating
Committee may be elected to the Nominating Com-
mittee.

After holding hearings at which any member of
the Exchange may appear to propose or comment
upon candidates for nomination, and at which the
President and chairman of the Board are always
invited to testify, the Nominating Committee
names a slate of candidates to replace the chair-
man and the five regular members and four al-
lied or associate members of the Board whose
terms expire, as well as to fill any vacancies which
may have occurred. Members of the Exchange
may by petition containing at least 25 signatures
nominate competing candidates.
election, the membership chooses among the of-
ficial slate nominated by the Nominating Com-
mittee and any candidates nominated by petition.
If, as often happens, no petitions are filed, the offi-
cial slate is automatically elected. Even when
there are petitions, it is unusual for the candidates
on the official slate to be defeated, although a few
governors have from time to time been elected by
petition through the efforts of an organized
group.’®* The ballot shows clearly which can-
didates were nominated by the Nominating Com-
mittee and which by petition. There has been
no contested election for the Board since 1956, and
no contested election for chairman in the past ten
years. The only governors elected during the past
ten years who were nominated by petition were
Thomas H. Hockstader in 1954 and John J. Mann
in 1956.

The Nominating Committee method of election
tends to perpetuate in office a closely knit group,
consisting largely of specialists, which in effect
controls the government of the Exchange. It is
easy to see why this is so, since the Nominating
Committee is partially or totally chosen by the
Executive Committee, where specialists are well
represented.’® The 1935 report to Congress rec-
ommended that nomination to the Board be solely

% Such an election occurred In 1951, when Jerry Re was instru-
mental in effecting the election of three out of four candidates on

a petition which he circulated.
18 See Se¢ I D (3), infra.

96-746 0—63—pt. 4——50
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by petition, but this recommendation was not
followed.

Allied and associate members on the Board de
not exercise an influence on the government of
the Exchange commensurate with the size of their
representation on the Board. Whatever the rea-
son, they are often unwilling or unable to devote
the time required to take an active part in the gov-
ernment of the Exchange. In addition, it would
appear that the Exchange lacks the prestige to
attract many leaders of the financial community to
serve on its Board. Service as a governor, which
usually involves membership on one or more
standing committees, consumes at least one after-
noon a week and often considerably more time
than this. Specialists and other floor members,
whose business headquarters is the floor of the
Exchange, are more readily available than office
partners to participate in running the Exchange,
and they naturally tend to dominate its govern-
ment. For example, in 1960 the regular members
of the Board attended an average of 35 of the 43
Board meetings, while the average for the allied
and associate members was 21. Among the reg-
ular members of the Exchange, specialists over-
shadow in influence commission brokers, who are
in many cases transferred by their firms to other
duties after a few years of service on the floor. It
is also significant that one of the four commission
brokers currently on the Board is a partner in a
firm which has a 10% interest in three joint ac-
counts of specialists.

The dominant group of the Exchange has in-
cluded Joseph F. Reilly, chairman of the Board;
Charles J. Bocklet, vice-chairman of the Board;
James R. Dyer, chairman of the Committee on Fi-
nance; and John J. Mann, chairman of the Com-
mittee on Floor Transactions. All of these men
are specialists, with the exception of Reilly, who
is a $2 broker and a former specialist. By virtue
of their official positions, all except Bocklet are
members of the Executive Committee. For ap-
proximately ten years they have held the key
positions in the government of the Exchange in
rotation and have thus been able to maintain con-
tinuous and effective control. By being elected
chairman of the Board after serving for a few
years as a member, and then being re-elected as a
member upon relinquishing the chairmanship,
both Dyer and Mann have avoided the prohibition
against a governor serving for more than two con-
secutive terms. Thus Dyer has been a member
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(or chairman) of the Board for eleven consecu-
tive years and Mann for fourteen consecutive
years. Reilly spent a year off the Board after
serving two three-year terms, but he retained his
place on the Executive Committee by election to
the post of President of the American Stock Ex-
change Clearing Corporation during his sabbati-
cal year.’?

The following table illustrates the system of
rotation of four of the principal posts in the gov-
ernment of the Exchange during the years 1952-
1962 among these four members.

Vice- Chairman, | Chalrman,
Chairman Chairman | Comnmittee | Committee
of the Board | of the Board | on Floor on Finance
Transactions
105253 _______ Mann._____. Dyer........ Dyer......_.
1953-5¢.._ ---| Mann
1054-55. Mann Dyer.
1955-56__. Mann Dyer........|
1056-57. ... Dyer........| Bocklet....__ { };ga;ﬁ““ }Mnnn
1057-58. Dyer. Bocklet..___ Bocklet. Mann
1958-50. Dyer. Reilly....... Reflly.......| Mann
1958-60. Dyer. Reilly. Reflly. Mann
1960-61..........| Rellly. Bocklet. ___. ann Dyer
1061-02. Reilly. Bocklet Mann__.___.| Dyer

! Rellly resigned as chairman of the Committee on Floor ’rmnssctlons on
May 24, 1956, and Bocklet was appointed in his place.

2. Public Governors

Three of the members of the Board are persons
not, engaged in the securities business, whose re-
sponsibility it is to represent the interests of the
public.’®* The inclusion of public governors on the
Board was first recommended in the report of the
Conway Committee, as a result of its finding that
“the public interest is the paramount considera-
tion.”** The present public governors are George
R. Collins, Dean Emeritus of the New York Uni-
versity School of Business Administration, Mary
G. Roebling, the president of a bank in Trenton,
New Jersey, and William Zeckendorf, a real estate
executive. There is no prohibition against a pub-
lic governor being an officer, director, or control-
ling stockholder in a company whose securities are
traded on the Exchange. Zeckendorf is in fact
an officer, director, and/or controlling stockholder
of three such companies, Webb & Knapp, Inc.,
Gulf States Land & Industries, Inc., and Roose-

It 18 worthy of note that on December 11, 1961, when the
Board ‘requested Edward T. McCormick and Michael Moouney to
resign as President and General Counsel respectively, Rellly was
in the chair, Dyer moved that the resignation be accepted, and
Mann seconded the motton. Retlly then relinquished the chair
to Bocklet, Dyer moved that Rellly be appointed Prestdent pro
tempore, and Mann seconded the motion.

3 Const., Art. IT, Sec. 1(a).

» “Final Report of the Committee for the Study of the Organ-

fration and Administration of the New York Stock Exchange,”
January 27, 1938, p. 1.
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velt Field, Inc. He has recently acquired an op-
tion to purchase a controlling interest in another
such company, Yonkers Raceway, Inc.

The public governors are appointed by the Presi-
dent of the Exchange, with the approval of the
Board of Governors, for a term of one year.?
There is no limit to the number of consecutive
terms which they may serve. Collins has held
office for twelve terms, Mrs. Roebling for four, and
Zeckendorf for six. They receive no compensation
other than a fee of $20 for each meeting of the
Board which they attend.

The present public governors all consented to
serve upon the informal understanding that they
would not be required to attend all meetings of
the Board. Under an arrangement between the
President of the Exchange and each of the public
governors which has been in effect for several
years, they are not expected to attend meetings of
the Board unless they receive a telephone call from
the President or from someone acting for him, re-
questing their attendance. Such a request is made
only when the Board is to consider a piece of un-
usual business, such as a serious disciplinary ac-
tion against a member. This happens an average
of half a dozen times a year.

Even by the unexacting standards set by the
Ezxchange, the attendance of the public governors
at Board meetings has been poor. During the
two and a half years beginning January 1, 1959,
Collins attended one meeting and Mrs. Roebling
and Zeckendorf each attended four. The public
governors receive notice of all meetings of the
Board. If they do not attend any meeting, in-
cluding those which they are specially requested
to attend, they are automatically excused. This
practice has grown up despite the provision of
the constitution of the Exchange which states that
any governor who is absent from three consecutive
regular meetings without having been excused by
the chairman of the Board may be removed from
the Board.?* It does not appear that this provi-
sion has ever been enforced. Despite their failure
to attend meetings, the present public governors
have been reappointed year after year by the
President.

Although the present public governors appear
to be individuals of ability, their influence on the
government of the Exchange has been nil. Much
of the responsibility for this must rest on the Ex-

% Const., Art. II, Sec. 1(a).
1 Const., Art. III, Sec. 4(b).
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change and its officials. Little effort has been
made to bring the public governors into the active
government of the Exchange. No justification has
been shown for restricting the expected attendance
of the public governors to meetings involving ex-
traordinary business such as disciplinary actions.
The public interest is involved in all activities of
the Exchange and demands greater participation
of the public governors.

3. Standing Committees

The regular work of governing the Exchange is
performed by nine standing committees: the Ex-
eculive Committee and the Committees on Securi-
ties, Outside Supervision, Floor Transactions,
Finance, Admissions, Arbitration, Public Rela-
tions, and Business Conduct. . The chairmen and
members of the standing committees are appointed
by the President of the Exchange with the ap-
proval of the Board, except for the Committees on
Admissions and Arbitration, which are ap-
pointed by the chairman of the Board.?? Only
members of the Board may be so appointed, but
the chairmen of most of the standing commit-
tees may, with the approval of the President, ap-
point additional committee members who need not
be governors.?® There is no requirement that the
membership of any of the standing committees be
proportionately representative of the activities
performed by members of the Exchange. The
President is an ez officio member of all standing
committees except the Committees on Admissions
and Arbitration; the chairman of the Board is an
ex officio member of all standing committees.?*

The Executive Committee, which is composed
of the President, chairman of the Board, chairmen
of the Committees on Securities, Outside Super-
vision, Floor Transactions, and Finance, and the
President of the American Stock Exchange Clear-
ing Corporation, is in charge of the overall
direction of Exchange policy.> The Executive
Committee acts in an advisory capacity to the
President and the Board, and has such other duties
and powers as the Board may delegate. In prac-
tice, the Executive Committee has handled such

2 Const, Art. I, Sees 2(c¢), 3(d).

B Const., Art. II, See. 3(c). There are five additional members
on the 196162 standing committees—three on the Committee on
Floor Transactions, all of whom are members of the Board; and
two on the Committee on Public Relations, neither of whom is a
member of the Board.

¥ Const, Art. II, Secs. 2(a), 2(c).

2 The 1961-62 Executive Committee had only six members

instead of seven, because Edward T. McCormick was both Presi-
dent of the Exchange and President of the Clearing Corporatlon.
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matters as setting commission rates, fixing the
salary of the President, fixing the salary of the
General Counsel, and, as stated above, choosing
the Nominating Committee in the absence of mem-
bers’ petitions. The Executive Committee also has
the responsibility of making recommendations to
the Board concerning amendments to the constitu-
tion. The chairman of the Board is chairman of
the Executive Committee.

The Committee on Floor Transactions enforces
the rules governing trading on the floor of the
Exchange and, through its members who are
designated as floor governors at particular posts,
it supervises the conduct of trading. The floor
governors have the sole power to delay an open-
ing or halt trading in a stock in the event of
unusual activity. The Committee on Floor Trans-
actions, nine of whose ten members are specialists,
also allocates newly listed stocks to specialists 2
and has an important role in the initiation of dis-
ciplinary proceedings.?®

The Committee on Qutside Supervision, whose
chairmanship is usually held by an office partner
of a member firm, has responsibility in connection
with the conduct of business by members off the
floor of the Exchange. It enforces compliance
with the regulations relating to margin require-
ments and minimum net capital requirements of
members. In addition, this committee supervises
the ticker system, conduct of customers’ accounts,
branch offices of member firms, commission rates,
registration of registered representatives, and sec-
ondary offerings of listed securities.

The activities of the Committee on Admissions
are described above under “Admission of New
Members.” The Committee on Securities, which
concerns itself with the listing and delisting of
securities traded on the Exchange, is discussed
below in Section II. A discussion of the Com-
mittee on Business Conduct, which concerns itself
with serious cases of misconduct by members, and
a more detailed discussion of the Committees on
Floor Transactions and Outside Supervision will
be found below in Section V.

4. The President

The President of the Exchange is the principal
officer and chief executive of the Exchange and
its official representative.® The President is pro-

 See Sec. ITI, infra for a discusalon of Exchange allocation
policy.

T See Sec. V, infra.
# Const., Art. II, Bee. 2(¢).
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hibited from having other business interests dur-
ing his incumbency ; if a member of the Exchange
is elected President, he must transfer his member-
ship.® The President is elected by the Board but
the constitution does not provide for any specific
term of office. Edward T. McCormick held the
office of President from 1951 until his resignation
on December 11, 1961.. During the latter part of
his incumbency, McCormick received a salary of
$75,000 a year, plus expenses.

The duties and powers of the President under
the constitution are extremely broad. He has the
care of all the interests of the Exchange; he serves
as ez officio member of most of the standing com-
mittees; he has the power to appoint, dismiss, and
fix the salaries of all Exchange employees, and
to interrogate members and member firms and
inspect their books and records, but he is not given
any further disciplinary powers® In his testi-
mony, McCormick stressed that the Board, not
the President, is charged with the duties of oper-
ating the Exchange and regulating the conduct
of its members. Despite his disclaimer of respon-
sibility over disciplinary matters, McCormick has
on certain occasions taken an active part in dis-
ciplinary proceedings. On one occasion, McCor-
mick called Louis Lober, an Exchange member,
to his officé and, in the presence of chairman of
the Board Reilly and another member of the
Board, chastised Lober for sending a letter to all
regular and associate members of the Exchange
criticizing certain aspects of the Exchange’s clear-
ing operation which, according to Lober, favored
specialists over other members.®* It would not
appear, however, that McCormick ever considered
it his responsibility to supervise trading on the
floor of the Exchange.

The most publicized and perhaps principal ac-
tivity of McCormick during his tenure of office
was to obtain new listings of securities on the
Exchange.®> On a number of occasions, McCor-
mick had become a stockholder in the companies
by the time that they were listed. Among his
purchases prior to listing were: 100 shares of
American Tractor Corp. (purchased September
1954, listed January 1955) ; 300 shares of Chrom-

2 Ibud

30 Ibvid

# Lober was subsequently reprimanded by the Committee on
Outside Supervistion for violation of Exchange Rule 10, which
provides : “No commupnication shall be read or statement made to
the Exchange without the consent of the President or the Chair-
man of the Board”

32 See Scc. 11, infra.
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alloy Corp. (purchased January 1956, listed Oc-
tober 1957); 500 shares of El-Tronics, Inc.
(purchased August 1955, listed November 1955) ;
1,000 shares of Prairie Oil Royalties Company,
Inc. (purchased November 1955, listed May
1956) ; 300 shares of F. C. Russell Co. (purchased
August 1954, listed November 1954). Gilligan,
Will & Co. became registered as specialists of the
securities of each of these companies, with the
exception of Prairie Oil Royalties.

McCormick testified that in 1955 he was the
guest in Miami and Havana of Alexander L.
Guterma, who was attempting to obtain the list-
ing on the Exchange of the stock of Shawano De-
velopment Corporation, a company of which
Guterma was then a controlling stockholder.
According to McCormick, Guterma paid gam-
bling debts of McCormick in Havana amounting
to approximately $5,000.* Guterma has since
been convicted of violations of the Exchange Act
for failure to file required reports.

On at least three occasions, McCormick pur-
chased securities on the recommendation of Jerry
Re. One of these securities was later listed on the
Exchange; another, Jerry Re unsuccessfully at-
tempted to list.>* Several of McCormick’s trans-
actions were in securities in which James Gilligan
was or later became registered as specialist.®®* A
number of the transactions were made on the
recommendation of Edward L. Elliott, who was
a close associate of Gilligan and whose firm acted
as financial adviser for many of the companies
involved.®** One of those companies was The
Crowell-Collier Publishing Company (“Crowell-
Collier”). In August 1955, McCormick pur-
chased from the issuer, and through Elliott,
$15,000 face amount of Crowell-Collier converti-
ble debentures. McCormick has testified that at

33 The Shawano stock was never listed on the Exchange.

% The three stocks were the common stock of American Ledue
Petroleum Co. and Virginia Mining Corp., and the preferred
stock of Thompson-Starrett Company, Inc. Of these, only
Thompson-Starrett preferred was ever traded on the Exchange.
According to McCormick, he divested himself of his Thompson-
Starrett preferred stock prior to listing. With respect to these
purchases, Reilly stated before the Board: “I might say there are
those amongst our members, and also throughout the Street who
feel Mr. McCormick should have known better than to accept tips
from anyoune while he is President . . . .”

3 In addition to the Gilligan stocks listed on the preceding
page, these stocks included Consolidated Diesel Electric Corp.,
Continental Uranfum, Inc. (now called Continental Materials
Corp.), Guild Films Co., Inc¢.,, New Idria Mining and Chemical
Co., and New Pacific Coal & Ofls Ltd (pow called Consolidated
New Pacific Ltd.).

% These stocks included American Tractor Corp., Chromalloy
Corp.. El-Tronics, Inc. and New Pacific Coal & Oils Ltd. (now
called Consolidated New Pacific Ltd.).
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the time of the purchase it was his “very fond
hope” that the common stock, into which the
debentures were convertible, would be admitted
to trading on the Exchange. McCormick subse-
quently discussed the listing of the Crowell-
Collier stock with Elliott since, as he stated, “one
of my principal jobs is to get listings for the
American Stock Exchange.” According to Mec-
Cormick, it is also very likely that he discussed
the subject of listing of the stock with James Gil-
ligan, who later was registered as specialist in it.
Furthermore, McCormick, as an ex officio member
of the Committee on Securities, reviewed the
Crowell-Collier listing application and partici-
pated in the discussion in the Committee concern-
ing it. He has testified that he did not, however,
participate in the vote on listing of the stock and
that the other members of the Committee were
aware of his ownership of the debentures.>

The Crowell-Collier common stock was admitted
to trading on the Exchange in October 1955. Me-
Cormick subsequently converted his debentures
into common stock. The distribution of these
debentures and the underlying common stock later
became the subject of administrative proceedings
by the Commission against Gilligan, Will & Co.
and two other broker-dealers for violation of
Section 5 of the Securities Act of 1933 (“Securities
Act?) s

McCormick also traded in securities already ad-
mitted to trading on the Exchange, a practice that
was not prohibited by the constitution or rules
of the Exchange. McCormick testified that he
has made very few such trades since 1956.

The 1935 report of the Commission, in suggest-
ing that the presidency of the Exchange be made
a paid post, expressed the view that the President
would have the duty to be an impartial administra-
tor who could consider not only the interest of the
Exchange as a whole but also the public interest.3®
This view is as valid today as it was then. A Pres-
1dent who is in debt to, or who owes favors to,
members of the Exchange or persons connected
with issuers of listed securities can hardly be an
impartial administrator.

¥ In the matter of The Crowell-Collier Publishing Company
(1-3911) Record, pp. 2721-29, 2745

3 In the matter of Gulligan, Will & Co., 38 S.E.C. 388 (1958),
aff'd 267 F. 2d 461 (2d Cir. 1959), cert. denied 361 US 896
(1959) ; in the matter of Elliott & Company, 38 S.E.C. 381
(1938) ; in the matter of Dempsey & Company, 38 S.EC. 371
(1958).

2 “Report on Government of Securities Exchanges,” HR Doc.
No. 85, 74th Cong, 1st Sess. (1935), p. 12.
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5. General Counsel

During the past ten years the Exchange has re-
lied upon the services of a single lawyer to provide
it with legal counsel. This attorney, Michael E.
Mooney, resigned his position as General Counsel
of the Exchange on December 11, 1961, the same
day as McCormick’s resignation.

The Exchange has rarely requested an opinion
from counsel on legal questions of vital importance
to the Exchange and its members. For example,
neither the Committee on Floor Transactions nor
any other official or committee of the Exchange
asked Mooney for advice on the question of wheth-
er it was permissible for specialists to maintain
long-term investment accounts, although the chair-
man of the Committee on Floor Transactions had
told the Committee that counsel’s advice would
be sought.*®

During his tenure as General Counsel, Mooney
became so closely associated with certain special-
ists as to raise conflict-of-interest problems. In
1955, Mooney requested Gilligan to arrange for
the sale to him of some of the Crowell-Collier con-
vertible debentures* which Gilligan’s firm was
acquiring from the issuer in a purported private
placement. Gilligan accordingly allocated to
Mooney $5,000 principal amount of the debentures.

In June 1956, Mooney, while counsel for the
Exchange, wrote an opinion letter to Gerard F.
Re on his personal stationery, for compensation,
stating that a proposed distribution by Re, Re &
Co. “on the open market” of 33,250 shares of 1.
Rokeach & Sons, Inc. stock which the Re firm had
obtained from the issuer would not violate the Se-
curities Act. The letter stated that Re was not a
controlling person within the meaning of that Act.
The stock was listed on the Exchange at the time
and the Res were registered as specialists in it.
The Res’ distribution of the stock on the Exchange
approximately three years later became the sub-
ject of proceedings before the Commission. It
should be noted that, according to a recent state-
ment by Mooney, he was authorized by the Ex-
change to engage in private practice at the time
he wrote the opinion letter.

6. Staff

The Exchange has a paid staff of 496 persons
of whom 65 are executive or supervisory employ-

40 See Sec. IIT C(2), infra.
4 This was the same Issne of debentures discussed in Scc. I
D(4), supra.
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ees.*? A breakdown of the Exchange staff is shown
on Appendix II. It will be seen that the vast ma-
jority of the Exchange staff are engaged in the
necessary mechanical operation of the Exchange.
Thus, 108 are employed by the American Stock
Exchange Clearing Corporation, 63 are pages, 56
are floor reporters, 39 are building maintenance
personnel, 108 work in the telephone quotation sec-
tion, 18 are in the tube room, and the remainder
perform miscellaneous tasks.

The number of staff members engaged in regu-
latory work is remarkably small. Exclusive of
clerical and similar personnel, there are only
thirteen Exchange employees whose duties are con-
nected with the regulation of the conduct of Ex-
change members. Five are in the Department of
Floor Transactions, which has the duty of keeping
a continuous surveillance over trading on the Ex-
change, including reviewing of reports required
to be filed by specialists and floor traders; and
eight are in the Department of Admissions and
Outside Supervision, whose duties include review-
ing applications for admission of new members,
partnership agreements of member firms, and ap-
plications for registration of registered repre-
sentatives, ensuring compliance with margin and
minimum net capital requirements of members,
and assisting the Committee on Business Conduct
in investigations and in prosecuting disciplinary
actions. In 1961 the total budgetary allowances
(including salaries) for these departments were
$155,000 and $141,000 respectively.

The Exchange has not given its staff members
any significant degree of authority in the regula-
tion of the conduct of members, including the in-
vestigation of possible violations of Exchange
rules. For example, a staff member attends meet-
ings of the Committee on Floor Transactions, but
is not expected to speak; his function is merely to
take the minutes of the meetings. Arthur Bellone,
who held the position of Director of the Depart-

12 The total size of the Exchange staff has increased considerably
in recent years; in 1956 there were 388 staff members, of whom
49 were executive or supervisory employees.
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ment of Floor Transactions until January 1, 1961,
and is currently Vice-President in charge of the
Division of Floor Supervision, testified that his
duties were of a clerical and mechanical nature;
he never had authority to look for violations of
Exchange rules by specialists, floor traders, or
other Exchange members; and he never recom-
mended to the Committee on Floor Transactions
whether disciplinary action should be taken
against a member. It is his opinion that no mem-
ber of the Exchange staff has authority to tell any
member to do or not to do anything.

Cameron Dunlap, the present Director of the
Department of Floor Transactions, testified that
he has no authority independently to follow up
reported violations or customer complaints which
have been referred to the Committee on Floor
Transactions. Unless he receives instructions from
the chairman of the Committee, he is not expected
to take further action.®

H. Vernon Lee, the Director of the Department
of Admissions and Outside Supervision, testified
that he has no authority over the conduct of Ex-
change members. His duties are ministerial and
clerical, and, at least in one area within the juris-
diction of his department, he is not expected even
to make recommendations to the Committee on
Outside Supervision.

The lack of authority of the Exchange staff
leaves the standing committees, and particularly
the Committees on Floor Transactions and Out-
side Supervision, without adequate assistance and
with practically unrestricted discretion with re-
spect to the investigation and regulation of mem-
ber conduct. The existing standing committee
system tends to discourage staff initiative and to
deter qualified persons from becoming staff mem-
bers. The working relations between the standing
committees and the staff in connection with mem-
ber supervision and discipline are discussed below
in Section V.

# Dunlap has, however, brought a matter to Reilly’s or Mec-
Cormick’s attention when the chairman of the Committee failed
to take any action in connection with a reported violation.
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II. Listing of Securities on the Exchange

A. Pursuit of Listings

During the past ten years the Exchange has
placed great emphasis upon obtaining new listings
and as a result of this effort a large number of
companies have listed their securities on the Ex-
change. There were 110 new listings in 1960 and
approximately 120 in 1961. This increase in the
number of new listings has been partially respon-
sible for a concomitant increase in the volume of
trading on the Exchange and in the income of the
Exchange and its members.!

As President of the Exchange, Edward T.
McCormick played a key role in obtaining new
listings. His efforts to persuade companies to
list their securities on the Exchange were recog-
nized and appreciated by the Exchange. In fact,
McCormick’s principal duty as President would
appear to have been the generation of new list-
ings.? Members of the staff were instructed to read
the financial press and report new underwritings
to McCormick. He would obtain a copy of the
prospectus, and if he thought that the company
was suitable for listing he would write or tele-
phone the underwriter to suggest that the com-
pany apply for listing on the Exchange. McCor-
mick’s duties in connection with obtaining new
listings included traveling throughout the country
to make contact with officials of prospective is-
suers. According to Reilly, McCormick was “con-
stantly on the go working on listings.” It would
seem that McCormick was considered by the mem-
bership principally as a salesman rather than as
an administrator.

1 See Sec. T A, and Chart C, supra.

2 At a meeting of the Board held on July 7, 1960, Chairman
Reilly told the Board:

“The Chalir is not in the habit of giving out bouquets but is
known only to speak from the record Therefore, the Chalr
remnds the Board our President stated early In January our
listings would reach one hundred this year. I know from many
arguments that I have had pertaining to floor procedure and
back office problems, Mr. McCormick 1s not blessed with a magic
miiror, therefore, his statement was based on results he expected
from his own labor Directly and indirectly, he has played the
major role since 1951 in starting this trend as far as listings
are concerned, which will set a new record for this Exchange
during the last twenty-five years.”
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It is questionable whether the time and energies
of the President of the Exchange should be chan-
neled almost exclusively into obtaining new list-
ings, as they were during the presidency of Mec-
Cormick. It is not unlikely that the Exchange’s
encouragement of McCormick’s efforts to bring
in new business precluded him from acting effec-
tively as an administrator and prevented him from
devoting a substantial amount of his time to the
government of the Exchange.

Specialists were also encouraged by the' Ex-
change to obtain new listings and indeed under
Exchange policy had a strong pecuniary incen-
tive for engaging in this activity, Under a writ-
ten policy of the Exchange in effect until Septem-
ber 1, 1961, a specialist whose efforts had led to
the listing by a company of its stock on the Ex-
change was entitled to be registered as specialist
in such stock.?

The methods used by specialists in pursuing new
listings were varied. Many sent letters out to
prospective issuers; * some mailed out brochures
which set forth the advantages of listing and of
having the stock allocated to the sender; some
traveled extensively to meet officials of companies
and on occasion to appear before corporate boards
of directors.® James Rafferty, who was particu-

2 James Gilligan testified that more than half of the 40 stocks
in which he was registered as speclalist were listed as a result of
his efforts In the matter of The Crowell-Collier Publishing Co.
(1-3911) Record, p. 2604. See Sec. III A(3), infra for a dis-
cussion of exchange policy with respect to allocation of stocks
to specialists.

4 One specialist testifled :

“And 1 then proceeded to avall myself of the library of the
exchange, namely, securing the complete information on advan-
tages of listing and so forth,

“YI had in my favor the fact that I could read a balance
sheet. T avalled mvself of prospectuses wherever I could and I
also spent practically as much time as I possibly could in our
library with all of Moody's books, et cetera

“I took down as many as ten, fifteen companies a week that I
would write down . . . companies that would meet with the re-
quirements of listing on the American Exchange.

“My weekends practically [were devoted]) . . . to nothing but
correspondence, sending out letters, trying to induce listings on
the American Stock Exchange, which my files at one time I
would assume contained almost 600 or 700 companles that I
had contacted

8One specialist testified that he once appeared before the
board of directors of a company, one of whose members was an
over-the-counter securities dealer. Despite the strong opposition
of this member, the company ulttmately listed.
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larly interested in being registered as a specialist
in science stocks, not only used the techniques
described above but also attended a convention of
the Institute of Radio Engineers for the purpose
of inducing corporation officials who might be
present to list their companies. Rafferty also in-
troduced prospective issuers to underwriters for
the purpose of facilitating the financing of a pub-
lic issue of stock so that the company could be
listed.®

The competition among specialists for new list-
ings was keen. Sometimes a number of special-
ists would attempt to contact officials of a com-
pany which was suitable for listing and special
rules had to be adopted to prevent undue harass-
ment. There is evidence to suggest that certain
specialists who became Exchange governors used
their official position to have stocks listed and
allocated to themselves. According to Reilly,
“Once they [specialists] became officials, they be-
came high powered salesmen.” In 1953, Reilly
was instrumental in effecting the removal of a
specialist as chairman of the Committee on Floor
Transactions for improperly using his position to
have a newly listed stock allocated to his post.”

In many instances, McCormick and specialists
pursued parallel and complementary courses of ac-
tion in seeking new listings.® After listing, spe-
cialists were encouraged to maintain contact with
issuers. On one occasion, a specialist was cen-
sured by the Exchange government for refusing
to meet with officials of a company in whose stock
he was registered.®

A continuing difficulty facing the Exchange and
its specialists is the transfer of seasoned issues to
the New York Stock Exchange. This attrition
has amounted to some 69 issues with almost 150,-
000,000 shares outstanding between 1955 and June
1961. In many instances the issues involved have
been active and their loss was resented by Ex-
change specialists. This fact may well have con-
tributed to the pressure to obtain new listings and

¢ Rafferty stated that he had a file of more than 1,000 com-
panies that he investigated as prospects for listing.

7 See also Sec. III A(3), infra.

¢ One gpectalist testified : “I would crisscroes around the coun-
try and on some occasions I would run into McCormick .. . .”

*On November 18, 1858, McCormick sent a memorandum to
the chairman of the Committee on Floor Transactions relaying
the complaint of an officlal of an {ssuer that the market spread
on the stock was too wide and that the speclalist had refueed
invitations to visit the plant and to have lunch or dinner with
him. The Committee requested the chairman to inform the
specialists im the stock that it “‘expects them to show a better
spirit of cooperation in the future from a specialising stand-
point as well as with the oficlals of the company.”
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to the somewhat flexible standards and perfunc-
tory procedures discussed below.

B. Administration of Exchange Listing
Requirements

The administration of Exchange listing require-
ments is complicated by the manner in which list-
ings are brought to the Exchange and by the
flexibility of the requirements themselves.

In keeping with the Exchange’s traditional
character as a market for smaller and newer com-
panies, the Exchange has stated that it has “no
rigid policy as to size of applicant corporations
from the viewpoint of either assets or earnings
power.” ¥ The application of each issuer is to be
“considered on its own merits.” If an issuer is “in
the development stage,” a record of earnings might
not be required after considering such factors as
the “management of the company, the adequacy
of its financing and its future prospects.”

Listing requirements are also flexible with re-
spect to the public distribution of shares of appli-
cant- corporations. Each case is “considered
separately,” taking into consideration such factors
as the total outstanding shares, the number of
shares publicly held, the number of public share-
holders and the price of the security. As a yard-
stick the Exchange has indicated that a minimum
public distribution of a common stock issue should
be not less than 100,000 shares distributed among
not less than 500 public stockholders.

Applications for listing are processed by the
Division of Securities, which consists of fourteen
members of the Exchange staff, nine of whom have
clerical or similar duties. The other five are
Martin J. Kenna, Vice President in charge of the
division, Bernard Maas, Director of the Depart-
ment of Securities, and three listing examiners.
These persons have the duties of examining appli-
cations, obtaining additional information when
needed from the issuers, and presenting the appli-
cations to the Committee on Securities. The ac-
counting firm of Peat, Marwick, Mitchell & Co.,
examines all listing applications and gives an
opinion as to whether they are prepared in proper
form. Although no examination is made by the
Exchange of an applicant’s books, an applicant is

9 “Advantages of Listing,” American Stock Exchange, Febru-
ary 1861, On December 7, 1961, the Exchange announced
changes in its listing policy, the effects of which it 1s too early
to judge.
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required to file certified financial reports.’* While
engineers’ Teports are required to be submitted as
part of the application in the case of certain kinds
of applicants, such as companies in the extractive
industries, ro professional evaluation is made of
these reports.

Applications for listing are presented by the
Division of Securities to the Committee on Securi-
ties at its weekly meetings. Both Keena and Maas
regularly attend these meetings. The Committee
on Securities consists of five members, all of whom
at the present time are allied or associate members
on the Board. Adolph Woolner, an office partner
of Bache & Co., has been chairman since 1959.
McCormick, who was an e officio member of the
committee, regularly attended meetings and par-
ticipated in the discussion of listing applications.

Keena and Maas usually present listing applica-
tions to the Committee on Securities in capsule
form, either by showing the members a written
precis of the applications or by pointing out spe-
cific parts of the applications which the staff mem-
bers consider relevant.}? At an average meeting
the committee reviews ten or more applications
(including applications for additional shares of
companies whose securities are already listed).
Since meetings of the committee apparently last
an average of about one and a half hours, it is clear
that the committee can give no more than cursory
attention to any listing application.

Under the constitution, all original listing ap-
plications require the approval of the Board.*® In
practice, however, the Board’s approval of origi-
nal listings is merely formal; no application
brought before it in recent years has been re-
jected.’* The Board is not required to pass on
applications for the listing of additional secu-

11 Certified financial data are also required by the Commission
as part of a company’s application for registration under the
Exchange Act. Stock may not be traded on the Exchange until
such registration has been effected.

12 The procedure followed in reviewing listing applications is
{llustrated by the followlng testimony of Woolner:

“Q. You sald, Martin Keena gives a verbal discussion?

“A. Yes, he reads it off very very rapidly.

“Q Do you read the form off7

“A. We try to.

“Q Sometimes you don’t get a chance to read all the form?

“A. We glance througbh them. I was tryfng to tell you about
the amount of work. He would say, on page 4 of the prospectus,
you will find the last earnings, on page 3 you will find the net
worth. He will call the things by telling you where to look for
the important point.”

13 Const, Art. II, Sec. 1(db).

4 The only objectlons on record in recent years were by cne
governor, who opposed the listing of Cinerama, Inc. and All-State
Propertles, Inc, which were listed on May 5, 1938, and January
14, 1960, respectively
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rities issued by companies having securities al-
ready listed on the Exchange; the Committee on
Securities may admit such securities to listing
without the approval of the Board.

On occasion companies have been able to achieve
listing on the Exchange without compliance with
its formal listing policies, through mergers. Such
“back door” listings most often occur when a listed
company is in financial difficulty or has virtually
ceased operations and become a shell. Corporate
officials and others desirous of listing their com-
panies may shop for such shells and “finders” may
peddle them. In some instances, the Exchange
may suspend trading in the securities of an in-
active shell; in others, the Exchange may permit
trading to continue in such securities. Where
trading has been suspended the Exchange may re-
quire the merged company to meet the standards
for an original listing before lifting the suspen-
sion. However, there appears to be no consistent
procedure for reviewing mergers where the cor-
porate shell has not been previously suspended
from trading.

C. Quality of Listed Stocks

The emphasis placed by the Exchange on obtain-
ing listings and the somewhat perfunctory admin-
istration of the flexible listing policies are perhaps
reflected in the quality of certain stocks listed on
the Exchange. While undoubtedly the great ma-
jority of issuers of listed stocks are sound business
enterprises, the Exchange has appeared to be re-
luctant to suspend or delist issues whose “future
prospects” have proved to be dim. A large num-
ber of these have been stocks of Canadian mining
or 0il companies. As of December 31, 1960, there
were 104 issues of Canadian corporations dealt in
on the Exchange. Of these companies, during the
period from January 1, 1958, through December
31, 1960, 77.3% had earnings deficits for one year,
54.4% had earnings deficits for two of the three
years, and 32.7% had earnings deficits for all three
years.®

Strict application of listing standards would
tend to exclude from the Exchange the stocks of
marginal companies and to conflict with the in-
terests of specialists and others who expended time
and effort in soliciting prospective issuers. This
conflict appears to have led to otherwise inexpli-

15 Many Canadian issues were listed during the early 1950's, 12
such issues having been listed in 1952 alone.
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cable relaxation of listing requirements. For ex-
ample, in 1954 and again in 1955 Gilligan appeared
before the Committee to request that it act favor-
ably on a listing application filed by New Pacific
Coal & Oils, Ltd. Although the company had no
income from operations for the previous three
years, and the company failed to define clearly
its expected course of operations, the Committee
acceded to Gilligan’s request and listed its stock.

Listed companies have been permitted to list
large blocks of additional shares on the Exchange
under circumstances which reasonably should have
raised questions as to the need for registration un-
der the Securities Act'* For example, Guild
Films Co., Inc. listed 1,898,376 shares of its com-
mon stock after its original listing in May 1956,
none of which shares were covered by a registra-
tion statement; and El-Trorics, Inc. listed 2,340,-
079 shares of its common stock after its original
listing in November 1955, none of which shares
were covered by a registration statement. In
many of the listing applications covering Guild

10 The listing applications filed with the Exchange covering the
listing of additional shares should have placed the Exchange on
notice of such questions under the Securities Act. Prior to an
amendment of the Commission's Rule X-12D1 in January 1954,
an fssuer of additlonally listed shares was also required to regis-
ter these shares with the Commission. Even after the amend-
ment, the Commission would still have information concerning
possible questions under the Securities Act through current re-
ports in Form 8-K (to the extent that any 6% increase was
involved) and from copies of listing applications which it received
informally. Our criticism of the Exchange in this regard must
be tempered accordingly.
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Films and El-Tronics shares, Gilligan and per-
sons affiliated with him were disclosed as purchas-
ers of stock pursuant to a claimed private offering
exemption.

Although the Exchange has sometimes insisted
that unregistered shares be stamped with a legend
stating that they may not be transferred until there
has been a valid registration, or that an opinion of
counsel be given that no registration is required,
there is no consistent policy in this area. More-
over, the Exchange never insists on such a legend
on unregistered shares of issues admitted to
unlisted trading privileges.

A slightly different situation in which the Ex-
change permits listing of shares not registered un-
der the Securities Act involves Canadian issues
traded both in Canada and on the Exchange. For
example, in 1958, 1,000,000 unregistered shares of
Canadian Northwest Mines & Qils, Ltd.'” were
listed “to be sold exclusively in Canada and pos-
sibly in Continental Europe.” * Shares of Cana-
dian Northwest were also admitted to trading on
the Toronto, Canadian, and Vancouver Stock Ex-
changes. No wholly effective procedure has been
adopted to prevent these shares from filtering into
the United States.

17 The company was formerly known as Galkeno Mines, Ltd.

18 For the three years prior to listing, Canadian Northwest had
losses. Throughout the period it was listed, the losses continued.
‘The issue was suspended by the Excbange on January 18, 1961,
for issuing unlisted shares,
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II1. The Specialist in Relation to Problems of Organization, Manage-
ment, and Regulation of Members of the Exchange

A. Rules, Policies and Procedures Governing
Specialist Conduct

1. Importance of the Specialist’s Role

Specialists have been shown to be the dominant
group in the government of the Exchange.! They
have also been shown to be closely involved in the
generation of new listings of securities on the
Exchange.”

The specialist is also the critical figure in the
floor operation of the Exchange. Under existing
Jaw and regulations and the rules of the Exchange
he is permitted to act both as a broker on behalf
of others and as a dealer for his own account in
all securities in which he is registered. In con-
trast to the other members of the Exchange, the
specialist remains stationary at his assigned post
while performing his functions.

A specialist is not permitted to effect any trans-
action as broker except upon a market or limited
price order? In the overwhelming majority of
cases in which the specialist acts as a broker he
executes limited price orders given to him by
other brokers for members of the public. These
limited price orders are orders to buy or sell a
security at a specific price or at a better price if
obtainable. The commission broker or $2 broker
Jeaves a limited price order with the specialist in
the hope that the market will reach the figure
quoted or a better figure at some future time.
This relieves the broker of the necessity of wait-
ing at the post. Occasionally, and usually at
openings, a specialist executes a market order,
which is an order to buy or sell at the best possible
price as soon as reasonably practicable, on behalf
'of another member. The specialist receives a
portion of the commission when he executes a
limited price or market order on behalf of a broker.

The specialist is required to keep all of the or-
ders which he receives as broker on his “book,”
which is maintained at his post. He is specifically

1 Section I, supra.

¥ Section II, supra.
3 Section 11(b) of the Exchange Act.
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barred under the provisions of Section 11(b) of
the Exchange Act from disclosing “information in
regard to orders placed with [him] which is not
available to all members of the exchange to any
person other than an official of the exchange, a
representative of the Commission, or a specialist
who may be acting for [him].” Under Exchange
practice, a member is entitled to know only how
many shares are bid for and how many shares are
being offered at the market and the price of the
last sale. If he inquires, the member will also be
told whether the bid and/or offer are the special-
ist’s.

Under the common law, the specialist, in his
capacity as broker, acts as an agent on behalf of
the broker for whom he executes orders and as
such he is held to the obligations which the com-
mon law places upon all fiduciaries.* The rules
applicable to self-dealing by fiduciaries also have
application to specialists.®

Specialists on the Exchange also act as odd-lot
dealers in all securities in which they are regis-
tered. The odd-lot orders are filled from the
specialist’s trading account. The odd-lot price is
determined by the last preceding round lot sals
price. The specialist is compensated by receiving
a specific price differential, based upon the price
pershare.

Every security listed on the Exchange is as-
signed to at least one specialist. The specialist
who is registered in the security generally is a par-
ticipant in a “joint book” which is a joint account
or joint venture entered into by two or more mem-
bers for the purpose of acting as specialists in one
or more securities. Omne joint book on the Ex-
change, the Mann-Farrell-Greene-Jacobi joint
book, is currently registered in 69 securities; oth-
ers are registered in varying numbers down to only
one security.

4 See Restatement, Second, Agency, Sectlon 387.

s See "Helfnhat v. Whitehouse, 258 N.Y. 274, 179 N.E. 493
(1932) ; Hall v. Paine, 224 Mass. 62, 112 N.E. 153 (1918) ; Lesh,
‘“Regulation of Over-the-Counter Brokers and Dealers In Securi-
tles,” 59 H.L. Rev. 1237, 1259 (1946); Restatement, Second,
Agency, Sectlon 389. Comment (d).
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In order to act as specialist in a particular
security, a member must first be registered in such
security, which registration may be revoked at
any time by the Committee on Floor Trans-
actions.® Under current rules, the specialist must
maintain a cash or liquid asset position equal to
$10,000 or an amount sufficient to purchase four
units (round lots) of each security in which he is
registered as specialist, whichever amount is
greater.”

2. Qualifications of Specialists

The rules of the Exchange do not define the
qualifications of specialists except as to their cash
or liquid asset position. Officials of the Exchange
and members of the Committee on Floor Trans-
actions have stated that members will not be regis-
tered as specialists unless the Committee is satisfied
that the member can properly perform the complex
and technical duties required of a specialist and
meet the financial requirements as specified in the
rules. It was emphasized that the Committee had
to be satisfied that a prospective specialist was
completely proficient or was going to be trained
under the auspices of a qualified specialist.

The record indicates that this policy has not
alwaysbeen carried out in practice. For example,
George De Martini, a floor trader, was offered the
specialist. book in Sperry Rand warrants by Reilly
in April 1961 despite the fact that he had never
previously been a specialist, nor was he to train
under the auspices of a qualified specialist® In
addition to his lack of qualifications, he had been
called before the Committee on Floor Transactions
a few days earlier for dominating a security as a
floor trader in violation of Rule 110 and cautioned
for affiliation with one specialist (Gilligan).?

In another instance, the Committee permitted
Michael Horowitz to remain registered as special-
ist in Canadian Northwest Oils and Mines, Ltd.,
despite the fact that Horowitz had been found
guilty of violating the Exchange’s constitution
and rules.’ Although Horowitz did not actively

® Rule 170 of the Exchange.

7Rule 170. Prior to June 15, 1961, the rule required only
$10,000 or an amount sufficlent to purchase one unit of each
security fn which the speclalist was registered. Financing ar-
rangements are discussed infra in III C(3)

& De Martinl began his duties as speciallst on the day of his
conversation with Reilly.

® De Martini was an office partner in Cohen, Simonson & Co.
until 1956 when he became an officer and director of Guild Films.
He left Guild Films in late 1958 when he became a floor trader.
See Section 1V, nfra, for a discussion of De Martini’s activities
as a floor trader prior to his designation as specfalist.

¢ Horowitz's violations are discussed infre in Section V.
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handle the book in this stock, he was free to do so
at any time.

The investigation has disclosed that it is a com-
mon practice to register a new specialist without
any prior apprenticeship, on the theory that he
will be trained under the supervision of an expe-
rienced specialist. Moreover, many of the spe-
cialists at particular posts are related to one
another as father and son or father-in-law and
son-in-law. The question obviously arises wheth-
er the father or father-in-law is in all such cases
the best person to undertake such such training and
superviston.

3. Allocation of Securities to Specialists

Under the previously existing allocation policy,
specialists and underwriters were active in bring-
ing new listings to the Exchange.’* Under this
policy, all securities were classified in one of three
categories. Category 1 included those securities
which were listed as the result of the efforts of a
specialist. If the specialist could prove to the
satisfaction of the Committee that it was through
his work that the issuer decided to seek listing and
if the specialist kept the Committee on Securities
advised of his efforts, then that specialist would
be allocated the stock under Category 1. This
category provided an inducement to specialists to
spend their time off the floor of the Exchange in
soliciting new companies for listing on the Ex-
change. The specialists became salesmen for the
Exchange in bringing in new listings, since they
had a direct pecuniary interest in such listings.
This policy also contributed to establishing an
early, and sometimes close, relationship between
the officers, directors, and principal stockholders
of the issuer and the specialist.

Category 2 of the former allocation policy pro-
vided that a member or member firm other than a
specialist was permitted to designate the special-
ist for a newly listed security when such member
or member firm showed to the satisfaction of the
Committee that it was responsible for the filing of
a listing application. This category was modified
in recent years by prohibiting the specialist who
received such an allocation from receiving an ad-
ditional security under Category 2 upon request
of the same member or member firm for a period
of 12 months. The member or member firm who
requested a particular specialist was generally the
underwriter or financial adviser for the company.

u Discussed supra in Section II.
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The third category of the former allocation
policy of the Committee comprised those listing
applications which were filed as the result of the
voluntary and independent action of the issuer or
by reason of the efforts of the Exchange staff.
Such securities were considered as “naturals™ and
were supposed to be allocated by the Committee in
its best judgment to the specialist in accordance
with the standards now employed to allocate all
newly listed securities.

The Committee also had an additional policy
which cut across these three categories—if the
security being allocated had been previously
listed, then the specialist who handled the stock
at that time was entitled to it on relisting.

Since September 1, 1961, the policy of the Ex-
change has been to allocate securities to a particu-
lar specialist “in the best interests of the
Exchange.” TIn practice, the security is allocated
in accordance with the Committee on Floor Trans-
actions’ views as to which specialist should handle
the stock. The Committee theoretically considers
such matters as the financial ability of the spe-
cialist, his specialist talents, the relative activity
of the stock and the length of time which had
elapsed since the specialist last received a
“natural.”

Chairman Reilly testified that the rule of thumb
currently being used by the Committee is to select
the specialist for a newly listed stock from the five
specialist accounts that have not received new
securities for the longest period of time. Chair-
man John J. Mann of the Committee on Floor
Transactions indicated that the three or four
specialist accounts which have not received new
securities for the longest period of time are con-
sidered. It remains to be seen, however, whether
the standards are sufficiently well defined and the
procedures sufficiently well established to ensure
that allocations are made on objective rather than
subjective bases. From Reilly’s testimony, it
seems that favoritism was not unknown in the
process of allocating “naturals” under Category
3 in the past. He stated that in the early 1950%
specialists on the Committee, particularly Dyer,
would contact the managements of companies
which had already filed listing applications to
solicit them to request allocation of their stocks
to particular Committee members.1?

121t <hould be noted that the DNyer-Maguire joint account
received 16 new stocks from July 1, 1956 through September
30, 1961, second only to Gilligan, Will (Appendix 111).
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Whatever the standards of allocation may have
been at a particular time, it appears that, upon oc-
casion, the applicable standards were sacrificed to
expediency. For example, in February 1961, the
Committee on Floor Transactions bowed to pres-
sure in allocating the stock of Struthers Wells
Corporation to Joseph Petta, a specialist. Struth-
ers Wells had been formerly listed on the Ex-
change and traded at the Herman post, and under
Committee policy, as noted above, that post would
be entitled to the stock upon relisting.* However,
a corporate official called the Exchange and indi-
cated the company would file an application for
listing only if assured that Petta would be desig-
nated as specialist. The chairman of the Board
and the Committee then put pressure on Petta and
Herman to effect a “switch” whereby Petta re-
ceived the Struthers Wells book in exchange for
the stock of Calgary & Edmonton Corporation
which Petta gave up. It is noteworthy that Her-
man was specialist in the stock of another company
with which this particular corporate official was
connected, and that, according to Herman, the
official constantly wanted to know why Herman
failed to “support” the stock. Herman stated
that, in his opinion, this official “thought I was
going to be the demand and he was going to be
the supply”.

Although there .appears to be no express Ex-
change policy with regard to having more than
one specialist account registered in a particular
security, recent practice has been to absorb com-
peting books into a single joint account. At the
present time, there are no competing books on the
Exchange. The testimony of Charles Bocklet,
vice chairman of the Board, and Gerald Sexton,
a governor, indicates that a member is not per-
mitted to open a competing book unless he can
prove to the satisfaction of the Committee on
Floor Transactions that large commission houses
are committed to bring -their orders to him.
Bocklet emphasized that the Exchange did not
want to register specialists who were not going
to be able to service a large number of accounts
and who simply wanted to take advantage of the
more favorable margin rule applicable to special-
ists. Thus, as a practical matter it is extremely
difficult to establish a competing specialist book,
which tends to further entrench the existing spe-
cialists.

2 This policy has apparently remained in effect despite the
new allocation policy.
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4. Duties in Relation to “Fair and Orderly Market”

A specialist on the Exchange is required to
quote a market in all stocks in which he specializes.
This market may consist of a bid and offer placed
by members of the public, but the Exchange re-
quires the specialist to inject himself into the
market on either the bid or offer side, or both, if
in his judgment there is too wide a spread between
the public bid and offer.* Thus it is inherent in
the specialist’s duties, as presently envisaged in
the rules and practices of the Exchange, that he
engage or be prepared to engage in transactions
for his own account, i.e., as dealer, in the securities
in which he is registered as specialist.

Section 11 (b) of the Exchange Act, which is the

basic statutory authority governing the activities
of specialists, provides that:
. . . if under the rules and regulations of the Commission
a specialist is permitted to act as a dealer or is limited
to acting as a dealer, such rules and regulations shall
restrict his dealings so far as practicable to those rea-
sonably necessary to permit him to maintain a fair and
orderly market, and/or those necessary to permit him to
act as an odd-lot dealer.

The Commission has promulgated no rules or
regulations under Section 11(b), but in 1935 it
recommended sixteen rules to the Exchange (as
well as other exchanges) to govern trading on the
floors of these exchanges, six of which dealt with
the regulation of specialists.®® These rules, all of
which were adopted by the Exchange, were de-
signed to place basic record-keeping and anti-
speculation requirements on the specialists.!®

The legislative history of the Exchange Act
reveals that permitting the specialist to act as
both broker and dealer in his Exchange activities
aroused considerable controversy in the Congress.!’

M Tn any case where there is a public bid or offer at the mar-
ket such bid or offer must be fllled before the specialist may
buy for his own account. The speclalist is permitted to buy or
sell stock named in a customer's order for his own account, pro-
vided he makes a bid or offer tn the open market at a price which
is better than his by the minimum varlation permitted in the
stock (generally 14). The order may be repudiated by the mem-
ber giving it if he is dissatisfied with the execution, but this is
almost never done. (Rule 152).

B S.E.C., Report on the Feaaibility and Advisability of the
Oomplete Begregation of the Functions of Dealer and Broker
(hereafter “Segregation Report”), Appendix O-1.

1 Sce Exchange Rules 170, 174, 175, 180,

1 “No issue has been more disputed than that centering about
the function of the specialist. There are many who belleve that
the Exchange mechanism would function better without the
speclalist, that the work done by the specialist could be done
more effectively by a clerk or official of the exchange clearing the
orders fn a purely mechanical way, much as they are cleared
today on the New York Stock Exchange {n the ‘bond crowd.’

There are others who belleve that a spectalist should be obliged to
act either as a dealer or as a broker and should not be permitted
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Subsequently, when the Commission was directed
to make a study of the feasibility and advisability
of the complete segregation of the functions of
brokers and dealers (Section 11(e) of the Ex-
change Act), the subject of specialists was con-
sidered in detail. Pending further study of the
specialist system, the Segregation Report recom-
mended that restrictions be developed governing
the conditions under which the specialist may trade
with his book.!®

To clarify further the proper functions of a
specialist, the Commission in 1937 issued an in-
terpretation which has come to be known as the
Saperstein interpretation (named for the Direc-
tor of the Division of Trading and Exchanges
who prepared it).”* This interpretation is the
most recent Commission pronouncement on the
dealer activities permitted of specialists and should
have served as a guide since that time for special-
ists and the exchanges. The essence of this inter-
pretation is that the specialist is prohibited from
making any principal transactions other than
those which are properly part of a course of deal-
ings reasonably necessary to maintain a fair and
orderly market, and it is not sufficient merely to
show that a particular transaction had no un-
desirable effect, or even discernible effect, upon
the market. Each transaction by a specialist for
his own account must meet the test of reason-

.able necessity ; he may not trade as principal unless
such trade affirmatively contributes to the mainte-
nance of a fair and orderly market.

Specialists participated as dealer in 21.6% of
all transactions on the Exchange during the year
1960. From the viewpoint of profits, these dealers
activities seem to have become more important to
many Exchange specialists than their broker
activities. Various specialists were asked during
the course of this investigation to estimate the
percentages of their specialist income arising from
their activities as broker and as dealer. The
answers differed considerably, depending on the
type of security handled, since an active stock
with an abundance of public orders will emphasize
the brokerage aspect of a specialist’s business.
One specialist estimated that in 1960 his commis-
to combine the functions of dealer and broker. . . . Inasmuch as
the stock exchanges objected to the laylng down of any statutory
rule governing speclalists, their suggestion has been adopted of
giving the Commission effective power to control the activities of
speclalists and to experiment with varlous devices of control.”
H R. Rep. No. 1383, 73rd Cong, 2d Sess. 14-15 (1934) ; 78 Coug.
Rec. 7706 (1934).

18 Segregation Report, Page 111,
1 Securities Exchange Act Release No 1117 (1937).

— E—



REPORT OF

ston profits were approximately equal to his trad-
ing profits. However, he estimated that in 1961
his trading profits amounted to 75% of his total
profits from specializing. The estimates given by
other specialists ranged from 65% to 80% of total
profits arising from dealer transactions.

In his unique capacity the specialist stands at
the heart of the Exchange market mechanism.
He has intimate knowledge of the past market
action of the stocks in which he specializes. He
also has sole access to the specialist book showing
outstanding orders both below and above the mar-
ket, which affords him a great competitive ad-
vantage over the public® In addition, he exer-
cises a significant influence on the public appraisal
of a security, since he is the one who quotes the
market. For all these reasons, it is a matter of
tremendous importance in the maintenance of a
fair and orderly market that a specialist’s trans-
actions as principal be only of such kinds and in
such amounts as are consistent with his function
of acting as broker at the vital center of the auc-
tion market.

The statutory scheme and the rules of the Ex-
change have attempted to establish a workable
regulatory pattern whereby the specialist is per-
mitted to trade for his own account in addition
to acting as & broker. These provisions were de-
signed to resolve the inherent conflict arising from
the combination of functions by maintaining the
fiduciary standards which are expected of a broker
and yet permitting him to trade as a principal to
maintain the continuity of a fair and orderly
market.?

In the course of the present Special Study of
Securities Markets we intend to inquire further
into the functioning of this regulatory pattern on
the Exchange and other exchanges. In this re-
port, the discussion is limited to the aspects that
are particularly relevant to the topic of organiza-
tion, management and the regulation of the con-
duct of members of the Exchange.

= The speclalist s barred from disclosing such orders under
Section 11(b) of the Exchange Act.

7 For turther {nformation on the functions of speclalists, see
Vernon, The Regulation of Stock Ezchange Members, (New York,
1941) pp. 58-96 ; Segregation Report, pp. 8, 25-50 ; Meeker, The
Work of the Stock Ezchange (New York, 1930) pp. 202-30;
Twentleth Century Fund, Inc., The Security Markets (New York,
1935) pp. 402-42.
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B. Problem Areas as Exemplified by Gilligan,
Will & Company

During the course of this investigation, many
specialists were interrogated and their records
examined in order to measure the performance of
Exchange specialists against the rules, policies and
procedures governing their conduct. The activi-
ties of one specialist firm, Gilligan, Will & Com-
pany (hereafter “Gilligan, Will”) were singled
out for closer and more intensive scrutiny. It
should be emphasized that this firm was not se-
lected for detailed examination because it is con-
sidered typical of specialists on the Exchange; it
was selected because it appeared to be one of the
most important and influential specialist firms on
the Exchange 2 and because its activities exempli-
fy several important problem areas relating to
specialists on the Exchange. On the other hand,
although the firm was not chosen as a typical one,
some or all of the problem areas discussed in this
section are not unique to it. Other problem areas
which are exemplified more clearly in the activi-
ties of other specialists are discussed in section C
below.

1. Background—The Business of the Firm and Its Re-
lationship to Other Members

The predecessor firm of Gilligan, Will was reg-
istered as a broker-dealer with the Commission ef-
fective February 11, 1940. For many years and
during most of the period covered by the follow-
ing discussion the senior partners of Gilligan, Will
were James Gilligan and William Will. Gilligan
was a charter member of the New York Curb Ex-
change (which later became the American Stock
Exchange) ; he was elected to membership on June
25, 1919. He resigned as a member of Gilligan,
Will on April 28,1961 and his seat was transferred
on June 15, 1961. After his retirement, Gilligan
lent $400,000 to the firm under a subordinated loan
agreement for five years at 6% interest. William
Will, until his death in early 1961, was the part-
ner in charge of the office operations of Gilligan,
Will. The current partners of the firm are James

3 In the years 1959 and 1960, the stocks {n which Gilligan,
Will specialized accounted for 10.31% and 7.5% of all Exchange
volume, respectively. In addition, the firm is an important
source of financing to other specialists.
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Patrick Gilligan (son of James Gilligan), Albert
Will, James F. Will (sonsof William Will), John
H. Coen, James M. Gathercole, and John J.
McLaughlin.

Gilligan, Will currently specializes in 44 secu-
rities representing 42 different issuers.® The joint
specilist book of Gilligan, Will-Howard-Alter is
currently registered as specialist in 33 of the 44
securities. The firm of Gilligan, Will receives
65% of the profits from this book, and the remain-
ing 35% is split between Lloyd Howard, who re-
ceives 20%, and Francis Alter, who receives 15%,
Lloyd Howard is the son-in-law of James Gil-
ligan; he received his 20% interest as a gift from
his father-in-law. Francis Alter is the son of
Louis Alter, a former specialist and floor trader
who was closely associated with Gilligan, Will
during his many years on the floor of the Ex-
change. Francis Alter was asked to cone into the
joint book by James Gilligan after having been
trained in the Gilligan, Will offices. The Gilligan,
Will-TToward-Alter joint book is completely
financed by Gilligan, Will.

There are two other joint accounts at Post 23 in
which the firm of Gilligan, Will participates.
They are the Samson-Gilligan, Will and Yachnin-
Sgambat-Gilligan, Will joint accounts. The for-
mer divides profits and losses between Benjamin
Samson and Gilligan, Will on a 50%-50% basis.
It currently specializes in six stocks. All of the
financing for this joint account comes from Gil-
ligan, Will. The Yachnin-Sgambat-Gilligan,
Will joint book specializes in 5 stocks. Irving
Yachnin has a 40% participation in the profits
and losses, Raymond Sgambat 20%, and Gilligan,
Will 40%. Yachnin has approximately $100,000
on account with Gilligan, Will to finance this book
and anything above that sum needed for the op-
eration of the book is supplied by Gilligan, Will.
Sgambat became a participant in this book at the
request of James Gilligan in 1959 when Lefcourt
Realty Corp. stock became extremely active.

In addition to conducting an active specialist
business of its own, Gilligan, Will also acts as
banker for other specialists by extending credit
to these specialists for operation of their books.
These credit arrangements take either one of two
forms. Under the first arrangement, Gilligan,

# During the period from July 1, 19356 through September 30,
1961, Gliligan, Will was allocated 17 newly listed securities, more
than any other specialist sccount (Appendix III). A lst of all
Gllligan, Will stocks from July 1, 1956 through June 30, 1961
appears as Appendix IV,
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Will clears for the other specialist, i.e., takes care
of the bookkeeping and other office requirements,
and also extends credit up to 75% of the value of
the securities held by the specialist. Under the
second arrangement, Gilligan, Will extends credit
up to 100% of the account’s total financing and
participates in 10% of the trading profits.

The first of these arrangements, i.e., the straight
clearing arrangement, is not uncommon on the
Exchange since most specialists do not maintain
office facilities. In addition to collecting the
normal clearance charge on each transaction, Gil-
ligan, Will also collects interest on any sums ad-
vanced under the margin rules. The interest
charged is 1% above the rate which Gilligan, Will
would pay to a bank to borrow the money. The
following specialist accounts currently clear their
transactions through Gilligan, Will: Adriance-
Finn; Bernhardt-Bocklet; Bertuzzi-Fisher;
Abruzzo-De Martini; M. L. Weiss; Kaufman-
Kaufman; and Jackson-Tobin-Segal.

Four specialist accounts are financed by Gilli-
gan, Will under the second arrangement wherein
Gilligan, Will participates in the trading profits
of these accounts. The accounts financed in this
manner are Dyer-Maguire; May, Borg; Max
Streicher; and Daniel Schwartz. These firms also
clear their transactions through Gilligan, Will and
are charged the normal clearance rates. They bor-
row funds from Gilligan, Will to operate their
books based upon a prearranged line of credit.
For example, the Dyer-Maguire joint account is
free to draw upon a $500,000 line of credit. In re-
turn for extending this credit, Gilligan, Will is a
10% partner in all of the profits realized from
dealer transactions by these accounts. In addition
to the 10% partnership interest, Gilligan, Will
also charges these accounts interest on outstanding
balances.

Gilligan stated that if an account which his firm
financed, such as the Dyer-Maguire account, were
approaching its credit limit, he would check the
account to see if it were overextended in any
stocks. He stated that he might request the ac-
count to sell out certain stocks to reduce its
position. He also indicated that if one of these ac-
counts had been extended credit up to its limit,
the participants would have to get his approval to
purchase an additional block of stock. He as-
serted that if the Exchange required the account to
purchase this block in order to maintain a fair
and orderly market, he might require the account
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to sell other stocks to lighten its position. In
response to a question whether such selling might
artificially disrupt the stability of the market in
the other stocks, Gilligan replied: “Maybe at my
insistence he wants to sell these stocks.” On one
occasion, the Dyer-Maguire joint account moved
two stocks to another clearing agent for a period
of time because Gilligan insisted that they sell
these stocks which they refused to do.

It is apparent that the ability of a specialist to
maintain a fair and orderly market depends in
large measure upon his financial condition. It is
also apparent that as a financier for other special-
1sts, Gilligan, Will may often be in a position to
control the exercise of their judgment as to trans-
actions necessary to maintain a fair and orderly
market.*

Gilligan, Will also does a thriving public busi-
ness, although the firm has no board room and no
retail salesmen. The accounts which the firm
maintains and which will be referred to hereafter
as “‘agency accounts” consist of the accounts of nu-
merous relatives, friends, and business associates;
officers, directors and principal stockholders of
companies in which Gilligan, Will specializes; and
individuals introduced by these persons. These
agency accounts are particularly active in the
stocks in which Gilligan, Will is registered as
specialist and, as discussed below, have been used
on numerous occasions to facilitate distributions
by the specialists’ joint account and persons
associated with it.

In connection with its specialist activities, Gilli-
gan, Will has had a completely integrated vertical
operation whereby the firm and its associates have
brought listings to the Exchange ; maintained close
contact with the companies listed, and thereby
obtained inside information about corporate de-
velopments; acquired blocks of stocks from the
issuers, officers, directors, and principal stock-
holders and their associates prior to and after list-
ing; and participated in numerous distributions
of these securities over the Exchange. These mat-
ters will be discussed in detail in the immediately
following subsections.

2. New Listings

The new listings acquired in the last ten years
by the various Gilligan, Will specialist accounts
*The joint accounts which Gilligan, W1l finances currently
specinlize in 85 securities of 76 Issuers. This glves Gilligan, Will

participation in specialist trading accounts In 129 securities of
118 issuers, including those securities traded at Post 23.

96—746 O—63—pt. 4——51

25

779

OF SECURITIES MARKETS

were obtained, for the most part, through the ef-
forts of James Gilligan and various persons and
brokerage houses with whom he was closely as-
sociated. Category 1 of the previously existing
allocation policy of the Exchange ?* encouraged
specialists to induce companies to list their shares
on the Exchange so that the newly listed stock
would be allocated to them. Category 2 encour-
aged the establishment of close business relation-
ships with other members of the Exchange, par-
ticularly underwriters, who might be able to bring
about the listing of new companies and request
allocation of the stock to a particular specialist.
Gilligan was on close personal and business
terms with Edward L. Elliott, now deceased, for-
merly a partner in the member firm of Van Al-
styne, Noel & Co. and later the senior partner of
his own member firm, Elliott & Co. Elliott’s
protege, Richard C. Pistell, who was with Elliott
at both Van Alstyne, Noel & Co. and Elliott & Co.
and who is presently Chairman of the Board of
Pistell, Inc., 2 member firm, has also been a par-
ticipant with Gilligan in several ventures involv-
ing stocks traded at the Gilligan, Will post.
Elliott and/or Pistell were influential in the
financing of the following companies in which Gil-
ligan, Will specialized: American Tractor Corp.,
Audion-Emenee Corp. (now Emenee Corp.),
Capital Cities Broadcasting Corp. (“Capital
Cities”),? Chromalloy Corp., Crowell-Collier,
Howell Electric Motors Co., El-Tronics, Inec.,
Molybdenite Corporation of America and New
Pacific Coal & Oils, Ltd. (now Consolidated New
Pacific). These stocks were all assigned to the
Gilligan, PPost under either Category 1 or 2 in that
the listing was either induced by Gilligan or else
the member firm with which Elliott or Pistell was
associated requested Gilligan as specialist. Upon
occasion, Elliott appeared together with Gilligan
before the Committee on Securities to argue for
the listing of a stock in which they were interested.
Gilligan also was on close business terms with
Richard Noel, now deceased, formerly a partner
in Van Alstyne, Noel & Co. This relationship
led to numerous new listings at the Gilligan, Will
post. Van Alstyne, Noel & Co. had underwritten

2% Piscussed in Sec IIT A(3), supra

2 In the case of Capital Citles, Elliott and Plstell arranged for
a Regulation A underwriting of 52,000 shares throuch an over-
the-counter trading firm, although all of the customers were sup-
plied by Elliott & Co., and the over-the-counter firm was simply
used a9 a dummy underwriter. At the time of this underwriting
in December 1957, Gilligan had flled a letter with the Exchange
with regard to the listing of Capital Cltles
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offerings of Consolidated Diesel Electric Corp.,
Continental Aviation and Engineering Corp.,
Continental Materials Corp., Servomechanisms,
Inc., F. C. Russell Co., and Guild Films Co., Inc.,
securities traded at the Gilligan, Will post. All
of these stocks were allocated under the provisions
of Categories1and 2. According to Gilligan, Van
Alstyne, Noel was also interested in Iobacher
Stores, Inc. (now Kostin Corp.), another Gilli-
gan, Will stock. In addition, the stock of New
Idria Mining and Chemical Co. (hereafter “New
Idria”) of which David Van Alstyne, Jr. is Chair-
man of the Board, is registered at the Gilligan,
Will post.

Gilligan was also able to obtain new listings
through the efforts of persons connected with com-
panies in which he already specialized. For ex-
ample, Harry Harris, who was a founder, officer
and director of Chromalloy, was responsible for
the listing of North Rankin Nickel Mines, Ltd., at
Gilligan’s request, and he was also a director of
Silver-Miller Mines, Ltd., another Gilligan, Will
stock. Gilligan initially became friendly with
Harris because of the latter’s connection with
United Aireraft Products, Inc., another stock
traded at the Gilligan, Will post.

Joseph Friedman, currently Chairman of the
Board of Chromalloy, recommended to the man-
agement of Banner Industries, Inc., that that com-
pany apply for listing, and when the stock was
listed Gilligan, Will became the specialist under
Category 1. Marvin Hayutin, who was a finder in
Guild Films, and who played an important role
in New Idria, was introduced to Gilligan by
Richard Noel. Hayutin was responsible for put-
ting Gilligan in touch with the management of
Occidental Petroleum Corp., which resulted in the
listing of that company’s stock and its trading at
the Gilligan, Will post.

In partial return for the introduction of new
listings, Gilligan stated that he would call the un-
derwriter, e.g., Noel, Elliott or Pistell, to advise
that a large block was being offered for sale with
few bids on the book so that the underwriter could
buy the stock if he wished. Gilligan offered this
service to his underwriter friends because:

Well, and because lots of times they may not care if it
sells down an eighth or a quarter, but they don't want to
see the stock break a half dollar, you know, because it
might upset the whole market in the thing, so they have
a right to—after all, they have got a lot of customers
in it. They have a right to know what is going to happen
just as well as I have.
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3. Purchases of Stock Prior to Listing

One of the features which often characterized
securities listed at the Gilligan, Will post was that
prior to listing the companies sold stock to the
prospective specialists, partners of Gilligan, Will,
and agency accounts maintained at Gilligan, Will,
generally at prices below the current market.

A classic case of such a sale occurred in Guild
Films. In November 1955 the company sold 200,-
000 shares of its common stock to Gilligan, Will &
Company, Cohen, Simonson & Co., and Helen De
Martini”” The shares were immediately resold
on an “investment” basis to 172 persons connected
with Gilligan, Will and Cohen, Simonson. Of the
200,000 shares, 70,000 were sold at $2.00 per share
to 20 persons closely associated with Gilligan,
Will, including partners and their wives, and
39,800 shares were sold at $3.00 per share to T4
other individuals designated by Gilligan, Will,
many of whom were members of the Exchange.
The remaining shares were allocated to persons
designated by Cohen, Simonson.

On February 29, 1956 a listing application for
Guild Films was filed. Included in the allocation
log maintained by the Exchange was a letter dated
December 1, 1955 signed by James Gilligan in
which he stated that he and George De Martini
had visited with officials of Guild Films with ref-
erence to listing; that Gilligan and De Martini
suggested that Guild Films increase its cash posi-
tion; and that “in order to do this quickly and
without any fuss, George and myself bought
$500,000 worth of stock.” The partners of Gilli-
gan, Will began to sell their shares on the Ex-
change approximately six months after issuance
and the shares were sold out by August 1, 1957.

One of the many long-term investment
accounts *® maintained by the Gilligan, Will-How-
ard-Alter joint account purchased 30,000 shares
of Occidental Petroleum Corp. prior to the listing
of the stock on the Exchange. These 80,000 shares
were originally allocated by the company to a
business associate of the company’s president, as
part of a 200,000 share offering. This business
associate testified that he was unable to make pay-
ment for these shares and sold them on an “invest-
ment” basis to Gilligan, Will at $3.00 per share.
It is interesting to note that these 30,000 shares

# Helen De Martini is the wife of George De Martini, then a
partner in Cohen, Simonson & Co. See Section IV wnfra for a
discussion of George De Martinl's activities as a floor trader.

% A more complete discusston of long-term investment accounts
appears infre in Section III C(2).
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were the only shares in the offering which did not
include an option to purchase additional shares.
The rules of the Exchange prohibit a specialist
from holding an option in any security in which
he is registered.”

In the instance of Chromalloy, Gilligan, Will
purchased $100,000 principal amount of convert-
ible debentures from the company prior to the list-
ing of the underlying stock in October 1957.
After the stock was listed and Gilligan was desig-
nated as specialist, the Gilligan, Will-Howard-
Alter long-term account converted these deben-
tures into common stock in November 1957 and
May 1958. The shares were sold on the Exchange
from June 1958 through January 1959.

Audion-Emenee Corp. was admitted to trading
on July 19, 1960 and assigned to the Gilligan, Will
post at the request of Pistell, Crow, Inc., the prin-
cipal underwriter of a 100,000 share offering on
May 20,1960. Among the 100-share purchasers of
this offering were Francis M. Alter, Louis V.
Alter, Jean S. Gilligan (wife of James Patrick
Gilligan), Veronica V. Gilligan (wife of James
Gilligan), Joan Howard (daughter of James Gil-
ligan), Benjamin Samson and Raymond Sgambat.
James Gilligan indicated that these purchases were
made to assist the company in obtaining a suffi-
ciently broad public distribution so as to qualify
under the listing requirements.*

Before the listing of North Rankin Nickel Mines,
Litd. and the allocation of that stock to Gilligan,
Will, the specialists’ long-term account purchased
25,000 shares on October 20, 1958. These shares
were subsequently sold on the Exchange, approxi-
mately two years after the purchase and eighteen
months after the listing.

Prior to the listing of Capital Cities on the Ex-
change and its allocation to Gilligan, Will as
specialist, the president of the issuer, Frank Smith,
offered Giligan the opportunity to purchase 20,000
shares of stock. Gilligan bought these shares from
the company for the Gilligan, Will trading ac-
count and they were received into this account on
April 7, 1960. When the Exchange objected to
this purchase, under a new policy prohibiting such
transactions, Gilligan was forced to either dispose
of the shares or give up the book in Capital Cities.
Gilligan decided to dispose of the shares and he
sold them at cost to Richard Pistell.

» Rule 175.
% At the time 500 public shareholders were required.
requirements are discussed in Sectlon IT supra.
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Prior to the listing of Crowell-Collier common
stock in October 1955 Gilligan, Will purchased
$50,000 principal amount of debentures, which
were convertible into common stock. The disposi-
tion of these debentures, as well as an additional
$150,000 in debentures purchased after listing, will
be discussed in further detail below.

4. Relationships Between the Specialist and Issuers

Once the securities were listed and trading be-
gan at the Gilligan, Will post, it was common
practice for Gilligan and his associates to main-
tain close business relationships with the officers,
directors and principal stockholders of the issuers.
Company officials would frequently report to Gil-
ligan on significant corporate developments be-
fore such information became public.®® It was
Gilligan’s opinion that the specialist should have
contact with management or the underwriter, in
order to “know just exactly how the company is
doing.”

A prime example of this occurred in the case of
Guild Films, where Gilligan not only received in-
formation from officers in the normal course but
had the further advantage of De Martini’s being
an officer and director for almost three years. De
Martini retained his seat during this period and
on his return to the floor in late 1958, as is more
fully discussed in Section IV, infra, he traded al-
most exclusively at the Gilligan, Will post.

The president and treasurer of Guild Films have
stated that they constantly advised Gilligan of
developments in their unsuccessful fight to stave
off bankruptcy and sought his advice on such mat-
ters as voting a reverse split of the stock. In the
case of the company’s abortive merger attempt
with Vie Tanny, Inc. they advised Gilligan of
the merger agreement before it became public.

In addition to receiving reports on the progress
of Guild Films from company officials, Gilligan,
Will also lent $36,000 to the company in October
1957, secured by 34,000 shares of Guild Films stock
in the name of the wife of the company’s president.
In 1960 when the company filed a registration
statement seeking to register all of its shares which

* Gilligan's attitude on this subject is shown in the following
testimony :

“Q Do you think a specialist is entitled to tnside information
about occurrences that are about to happen in a corporation?

“A. Yes, I think he should be kept fully informed, becanse he
bhas a duty to maintain a market.

“Q. This being fully informed would be prior to informing the
general public?

“A. Yes.”
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had previously been issued without registration,
Gilligan personally guaranteed the payment of
$20,000 in counsel fees, provided that 600,000
shares of stock issues by the company in January
1959 were effectively registered. Gilligan, Will
had purchased 100,000 of these shares.®

Another close relationship between specialist
and issuer was present in El-Tronics. On Decem-
ber 29, 1958, the trustees in bankruptcy of El-
Tronics petitioned for permission to borrow
$20,000 from James Gilligan in order to meet the
immediate needs of the company. Gilligan ad-
vanced $20,000 and he also lent the company an
additional $15,000 to meet a payroll for which he
received 1,500 shares of stock.

In the case of Electronics Corporation of Amer-
ica (hereafter “ECA”), this company had little
contact with Gilligan, Will prior to a trip which
its president and vice president made to New York
in November 19859 to visit with Gilligan. Before
they left Gilligan’s office, negotiations had begun
for the purchase by the specialists of 25,000 shares
of ECA stock at $7.50 a share from the company
on an “investment” basis. The purchase price was
85% of the current market on the Exchange, and
the transaction was consummated on February 26,
1960. The Exchange required Gilligan to give up
the book in ECA to retain these shares under a
new policy prohibiting such purchases. Gilligan
also suggested at this meeting that the ECA of-
ficials contact Joseph Friedman, who is currently
the chairman of the Board of Chromalloy, to see
whether Friedman might help ECA. As a result
of Gilligan’s introduction, Friedman was hired by
ECA as Director of Acquisitions at a salary of
$15,000 per year and was granted a 50,000 share
restricted stock option as an employee of ECA.

With regard to the stock of New Idria, Gilligan
was permitted to buy 20,000 shares of Beaver
Petroleum stock from Marvin Hayutin at 1¢ per
share so that Gilligan would use his influence at
Van Alstyne, Noel & Co. to put through a merger
between Beaver and New Idria. This merger did
become effective and Gilligan received 10,000
shares of New India for his 20,000 shares of
Beaver.

Another illustration of the participation of
Gilligan in the affairs of a company in which he

32 (On August 18, 1961, the Commlsslon issued a stop order sus-
pending this registration atatement because of various deficlencies
contalned in the company’s statement and prospectus. The state-
ment was filed in May 1960 and sought registration of 17,864,591
ghares of Guild Films stock.
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specialized occurred in Occidental Petroleum.
Gilligan personally participated in joint drilling
ventures with Occidental Petroleum and expended
a total of $89,600. Such participation gave Gil-
ligan information regarding the progress of the
company’s business affairs which was not available
to the general public. Gilligan stated that he
resigned from his firm rather than give up this
joint venture interest. He still retains the interest
and Gilligan, Will, the firm of which his son is
now senior partner and in which Gilligan retains
a substantial financial interest, remains registered
as specialist.

The relationship between Capital Cities and
Gilligan, refered to above, was further strength-
ened by the fact that Randall Smith, son of the
president of Capital Cities, was employed by
Gilligan, Will in various capacities. 'When the Ex-
change objected to having Smith working on the
floor for Gilligan, Will, Gilligan testified that
“. . . I put him over with Dyer, then.” Gilligan,
Will finances the joint specialist account of
Dyer-Maguire.

The question arises whether it is ever necessary
or proper for a specialist to have access to infor-
mation not known to the general public or to be
privy to advance leaks or inside information
whereby he may increase his inherent competitive
advantage over the public in his trading activities.
The Exchange has had no formal policy and the
specialists themselves have differed on its pro-
priety. As indicated above, Gilligan was of the
opinion that he was entitled to advance informa-
tion from issuers. On the other hand, Charles
Bocklet testified that once a company’s stock was
admitted to trading at his post he had no business
dealings whatsoever with the company and its
officials, and he knew of the latest developments in
the company’s affairs only from what he read in
the newspapers. Another specialist, Louis Her-
man, testified that a specialist can do a better job
if he does not know insiders, since he can operate
as he sees fit and need not worry about complaints
from such insiders. Herman revealed at least
three instances where corporate officials sought to
have him support a stock in which he specialized,
and in one case he was offered a put by an insider
to guarantee him against loss.

A related problem area concerns the relation-
ship between the specialist and financial consult-
ants for companies registered at the specialist’s
post. In the case of Victor Grande, a specialist,
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the testimony indicates that he is on close terms
with the financial consultant to three companies
whose securities are traded at his post. In one of
these companies, Acme Missiles & Construction
Corp., the consultant arranged for the purchase by
Grande of 1000 shares of stock in an underwriting
prior to listing. When the stock was admitted to
trading, the consultant was influential in having
Grande designated as specialist.

The close relationship between specialist and
issuer, which was encouraged and fostered by the
Exchange’s prior allocation policy, was not unique
to Gilligan, Will. Certainly the activities of Re,
Re & Sagarese involved many such relationships.%
To mention one further example, James F. Raf-
ferty, a specialist, appears to have advised the
management of Cubic Corporation, a stock in
which he specialized, as to the timing and pricing
of a registered secondary offering * of its stock in
the summer of 1960. In so doing, he disclosed the
condition of his book to the company and the
principal underwriter in advance of the effective
date of the offering.

Under a recent rule change, the Exchange for-
bids a specialist from purchasing or selling off the
floor of the Exchange any security in which he is
registered for any account in which he is directly
or indirectly interested, except to offset another
transaction made in error.®® Also, the Exchange
now bars a specialist from effecting any business
transactions with a company or officer or director
of a company in whose stock he is registered as a
specialist.®® It remains to be seen whether these
rules are adequate or whether more stringent
measures are required in this area.

5. Off-Board Purchases of Stock After Listing

Frequently, after securities had been admittea
to trading at the Gilligan, Will post, the specialists
and various individuals who maintained agency
accounts at Gilligan, Will purchased large blocks
of stock off the Exchange from the issuers or their
officers, directors and principal stockholders and,
in some cases, from factors who held such stock as
collateral. Gilligan never obtained approval of
such purchases from a floor governor under Rule
187 (when that Rule was in effect), although upon

3 See brief, Division of Trading and Exchanges, April 28, 1961.

# See Sec. III C(4) for applicable deflnition of secondary
offering.

% Rule 187, effective May 18, 1961.

* Rule 190, effective May 18, 1961.
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occasion the consummated purchases were reported
to the Exchange.

In the case of Guild Films, purchases were made
by long-term investment accounts of the specialists
and by individual partners and agency accounts
from the company and factors. For example, in
January 1959, the specialist long-term account ac-
quired 100,000 shares stamped “for investment
only.” This long term account delivered out
100,000 shares for sale on the Exchange in 1960
and the participants in the account received the
proceeds of sale. In addition, the Gilligan, Will-
Howard investment account acquired 68,768 shares
in late 1958, which shares were placed in the spe-
cialist’s trading account on December 23, 1959
and eventually distributed to the public. In
January and February 1959, Gilligan, Will ac-
quired an additional 172,467 shares of Guild Films
stock, which had been issued for investment, from
two factors; 127,000 of these shares originated
with a company controlled by Alexander L.
Guterma. These 172,467 shares were placed in
the specialist’s trading account and in the accounts
of George De Martini, Louis Alter, and others.

In another instance, the partners of Gilligan,
Will and Lloyd Howard acquired 15,000 shares
of El-Tronics in 1956 from an officer of the com-
pany and an additional 441,428 shares were placed
in various agency accounts at Gilligan, Will in the
period from April 10, 1956 through October 16,
1958,

A specialists’ long-term account at Gilligan,
Will purchased 25,000 shares of Occidental Petro-
leum stock from the brother of the company’s
president on November 24, 1959 at 314 and the
same account purchased 30,000 shares on January
29, 1960 at 514 from one of the largest stockholders
of the company. Another long-term account ac-
quired 5,000 shares of the common stock of Howell
Electric Motors from two of the officers of that
company, in a transaction arranged by Richard
Pistell. All of the above transactions were off the
Exchange and in many instances were followed
by distribution on the Exchange.**

6. Insider Agency Accounts

It was common practice for officers, directors,
and large stockholders of the companies whose
securities were registered at the Gilligan, Will post
to maintain active trading accounts at Gilligan,

3 Distributions are discussed in III B (7) infra.
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Will. It was also common practice for these cor-
porate insiders to recommend that their friends
and relatives open accounts at Gilligan, Will, since
an introduction was prerequisite to opening such
an account. Until May 18, 1961 specialists were
permitted to have corporate insiders as public cus-
tomers, and these persons actively used the fa-
cilities of Gilligan, Will to execute their broker-
age orders.*®* Most of the trading conducted by
these corporate insiders through Gilligan, Will
was in shares of their own companies or in other
stocks in which Gilligan, Will was registered as
specialist.

In the case of Chromalloy, Harry Harris and
Mortimer Gordon, two of the original control
parties of the company, maintained accounts at
Gilligan, Will. They both left the company in
early 1959, and were able to dispose of large
blocks of stock in January and February 1959 by
selling their shares on the Exchange and to Gilli-
gan, Will. In addition, Harry Harris introduced
the benefits of an account at Gilligan, Will to the
Value Line Special Situations Fund, and large
blocks of Chromalloy and Crowell-Collier stock
were sold by that fund through Gilligan, Will.®

Corporate insiders and other individuals close
to the management of Occidental Petroleum also
used the facilities of agency accounts at Gilligan,
Will. For example, Gilligan, Will acted as agent
for the president’s brother and another large
stockholder in selling large blocks of Occidental
Petroleum shares over the Exchange in 1959 and
1960. In early 1961, five persons close to the man-
agement sold 32,000 shares at $5 per share through
Gilligan, Will, over the Exchange. Most of these
shares were purchased by Pistell, Crow for its
customers after arrangements for the transactions
had been made by the president of the company,
Pistell and Gilligan.

The principal stockholder of Acme-Hamilton
Manufacturing Co. had a large block of Acme-
Hamilton stock to sell, which shares were covered
by an effective registration statement. He was
under pressure to sell the shares promptly or file

* Rule 190, amended May 18, 1961, has been Interpreted by the
Exchange to prohibit such insider accounts.

® During six months in 1959, Gilligan, Will sold approximately
$1.8 million worth of these two securities for the fund. From
May 1, 1959 through August 5, 1959, Value Line Special Bitua-
tions Fund sold 54,300 shares of Crowell-Colller stock through
Gliligan, Will and from February 13, 1959 through May 8, 1959,
it sold 18,000 shares of Chromalloy through Gilllgan, Wiil. At
least some of these orders were given directly to Gilligan for
execution, and Gilligan was glven discretion to execute these
orders, using his best judgment.
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new financial information. He was able to sell
60,500 shares on the Exchange through Gilligan,
Will and 72,400 shares directly to Gilligan, Will
in March and April 1961.

An officer of Cenco Instruments Corp. and his
attorney introduced numerous accounts to Gilli-
gan, Will through Benjamin Samson, who par-
ticipated in the specialist’s joint account. The

‘officer sold 2,000 shares of Cenco stock through

Gilligan, Will in early 1961. A vice president of
Consolidated Diesel Electric Corp. maintains an
account at Gilligan, Will and has traded in other
stocks registered at the Gilligan, Will post. A
director of Nickel Rim Mines Ltd., disposed of a
large block of Nickel Rim stock through Gilligan,
Will in July-September 1957. Associated Food
stores Cooperative, Inc., the principal shareholder
of Associated Food Stores, Inc., another security
in which Gilligan, Will is registered as specialist,
purchased 5,500 shares of Associated Food stock
through Gilligan, Will on the Exchange from
October 1956 through December 1957.4

7. Distributions

Many of the securities acquired by Gilligan,
Will interests and agency accounts, as described in
the preceding subsections, found their way into
public hands through distributions conducted by
Gilligan, Will on the floor of the Exchange. The
securities distributed fall into two major cate-
gories: stock purchased by the participants in the
specialist’s trading account or by partners of Gil-
ligan, Will and held in long-term investment
accounts for at least six months; and stock sold by
Gilligan, Will as broker for agency accounts.

In making these distributions, neither Gilligan,
Will nor the persons for whose benefit the dis-
tributions were being made availed themselves of
the formal distribution techniques provided for
in the rules of the Exchange.** Rather, the
methods of distribution were informal and varied
according to the needs of the particular situation.
Thus, a large-scale distributive machinery flour-
ished outside of the formal procedures set forth
by the Exchange in its rules.

In certain instances, the shares which were being
distributed were apparently subject to the regis-

4 The subject of public customers generally is discussed in IIT
C (1) infra.

4 The rules governing secondary dlstributions are set forth in
Exchange Rules 550 and 552 (also see Sec. IIT C (4) of this re-
port). Exchange Rule 560, governing special offerings, was™

adopted pursuant to Rule 10b-2(d) under the Exchange Act,
and Exchange Rule 570 governs formal Exchange Distributions.
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tration requirements of the Securities Act but
registration was not effected. Crowell-Collier is
an illustration.** Prior to the listing of this stock
in October 1955, Gilligan, Will purchased $50,000
face amount of debentures convertible into com-
mon stock. The purchase was from the company
and was arranged by Edward L. Elliott as part
of a purported “private placement.” After the
stock was listed ** and Gilligan, Will was desig-
nated specialist, an additional $150,000 face
amount of the debentures were purchased by the
specialist account in May 1956 under similar cir-
cumstances. All of these debentures were con-
verted into common stock while Gilligan, Will
was registered as specialist. The 10,000 shares
resulting from the conversion of the $50,000 block
of debentures were sold on the Exchange in a two-
week period in May 1956. The 30,000 shares re-
sulting from the conversion of the $150,000 block
of debentures were sold on the Exchange from
May 1957 through October 1958. On May 7, 1958
this Commission suspended Gilligan, Will from
membership in the National Association of Securi-
ties Dealers, Inc. for a period of five days based
upon the purchase and sale of the above Crowell-
Collier debentures.**

Upon occasion, the shares being distributed
were registered with the Commission and Gilligan,
Will acted as broker in order to facilitate dis-
tribution on the Exchange, while still maintain-
ing the specialist book. The sale by the controlling
stockholder of 60,500 shares of Acme-Hamilton
stock through Gilligan, Will as described in the

2 With respect to the participation of Edward T. McCormick
and Michael E Mooney in Crowell-Colller, see Sec I D (4) and

(5), supra. It 1s Gilllgan's current opinion that he Is free to
sell stock purchased for “Investment” If held for thirteen
months

4 At the time of the listing, both the Exchange and the Com-
mission apparently accepted the company’s representation, to-
gether with a written opinion of counsel, that the stock being
listed (including the shares issuable on conversion of deben-
tures) was exempt from registration under the Securities Act.

“In the matter of Gilligan, Will & Co., 38 S.E.C. 388 (1958),
ap’d. 267 F. 2d 461 (24 Cir. 1959), cert. denied 361 U.S. 896
(1959). Also see Securities Act Release No. 3825 (1957). In
its opinion, the Commission considered only the question of
whether the transactions involved had amounted to violations
of Section 5 of the Securitles Act. The Commission did not
concern itself with other possible violations or with the ques-
tion of whether Gilligan, Will was acting in accordance with the
regulatory scheme governing speciallsts in engaging in these
transactions, 1e, whether these transactions were ‘‘reasonably
Dnecessary to permit [Gilligan, Will] to maintain a fair and
orderly market.” It is interesting to note that when Mooney
Wwas questioned in this case on the subject of whether there were
any rules prohibiting a speclalist from acting as an underwriter
as well, he replied: “What bearing that has on this particular
case, I don't know " (In the matter of The Crowell-Collier Pub-
lishing Company (1-3911) Record, p. 2709).
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previous subsection is illustrative of this type of
distribution.
During all of the distributions in which Gil-

. ligan, Will retained the specialist book while it

31

was acting as underwriter or was distributing its
own shares, e.g., Crowell-Collier, the specialist
trading account placed bids and made purchases
in violation of Rule 10b-6 of the Exchange Act.*

Upon occasion, the specialist’s trading account
distributed large blocks of stock to the public by
selling short. The account then covered by trans-
ferring stock from specialists’ long-term invest-
ment accounts or by purchasing stock from persons
close to the company.

The trading pattern in Chromalloy during the
first months of 1959 provides an excellent illustra-
tion of the Gilligan pattern of operation in effect-
ing distributions on the Exchange. The special-
ists’ long-term account had a long position of 29,600
shares of Chromalloy, resulting from the con-
version of debentures which had been purchased
from the company prior to listing. These shares
were distributed in a two-week period in January
1959, resulting in proceeds in excess of $1 million.
On one day in the early stages of the distribution
(January 12, 1959), when the long-term account
was selling 8,000 shares, the James Gilligan trad-
ing account bought 3,500 shares, and the James P.
Gilligan trading account sold 2,000 shares and
Veronica Gilligan sold 1,500 shares. These trans-
actions canceled each other out, but contributed to
increased volume on the Exchange at rising prices.
Shortly afterwards, while the specialists were sell-
ing their 29,600 shares, Mortimer Gordon, a former
officer who had an agency account, as stated above,
came to Gilligan, Will to sell a block of 20,000
shares. Gordon was able to sell these shares in
one day on the Exchange through Gilligan, Will,
resulting in total proceeds in excess of $600,000.

During the same period, when the price of
Chromalloy stock was rising rapidly in heavy
volume and at least two distributions were taking
place on the Exchange, the specialist’s trading
account was short almost 86,000 shares. In Jan-
uary 1959, this account purchased 10,000 shares
from Elliott & Co. and in February 1959, it pur-
chased 20,000 shares from Harry Harris, another

% An exception occurred in Hazel Bishop, Inc when the Gill{-
gan, Will-Samson account was required to give up the book
during the pendency of a distribution in which the specialists
were interested to the extent of 20,000 shares. This offering
was the subject of a stop order i<sued by the Commission on
June 7, 19G1 (Securities Act Release No 4371).
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former officer and director of the company who
had an agency account.

Guild Films is another security in which
numerous distributions took place on the floor of
the Kxchange through the facilities of Gilligan,
Will. For example, 12,300 shares which were
held in the accounts of partners and relatives of
partners of Gilligan, Will were sold on the Ex-
change on a single day, August 2, 1956. All these
shares had been issued for “investment” by the
company nine months earlier and all the purchas-
ers had executed investment letters.®® Other dis-
tributions of Guild Films have been mentioned in
previous subsections.

It has been seen that, in the case of Occidental
Petroleum, a specialist long-term account at Gil-
ligan, Will purchased a total of 85,000 shares in
1959 and early 1960 from the company and from
individuals close to the company. All 85,000
shares were sold on the Exchange from February
29, 1960 through December 18, 1960. In addition,
a large stockholder sold 87,000 shares of Occi-
dental Petroleum on the Exchange through Gilli-
gan, Will from August 12, 1959 through Decem-
ber 14, 1959.

Various distributions also took place in El-
Tronics on the Exchange through Gilligan, Will.
These included 30,000 shares sold in 1956 and 1957
by a specialist long-term account and various
agency accounts, and 161,428 shares sold in 1958
and 1959 by corporate insiders or agency accounts.

New Idria is an example of a situation in which
the specialist helped to facilitate an over-the-
counter distribution and also distributed his own
shares on the Exchange. The firm of Gilligan,
Will had obtained 10,000 shares of New Idria
stock for services rendered by Gilligan in arrang-
ing for a merger with Beaver Petroleum. The
New Idria shares issued to the Beaver Petroleum
stockholders were distributed over the counter at
prices geared to the Exchange price. During the
course of the over-the-counter distribution in July
and August 1956, Gilligan admitted that he re-
ceived telephone calls on the floor of the Exchange
directly from David Schindler who was part of
the Beaver Petroleum group. Schindler, a selling
stockholder, instructed Gilligan to place orders to

““ The attitude of the firm of Gilligan, Will towards investment
letters is vividly illustrated by a card appearing in the customer
files of the firm under the letter “I'" which reads as follows-
“Investment Letters—In Cabinet Underneath Counter Desk
Where Willie {Will(?)] Works—Stencils For Letters on Lower
Shelf.”
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purchase 97,600 shares of New Idria stock and at
no time did he instruct Gilligan to sell any stock.
The shares were not placed in Schindler’s name
although the money for the purchase price came
from him. At the .time this buying was taking
place, the stock almost invariably closed the day’s
trading on an “uptick.” The 10,000 shares which
Gilligan, Will had purchased at a cost of two
cents per share were sold on the Exchange on
September 26 and 27, 1956 at 17.

8. Gilligan and the Exchange Government

The Exchange cannot claim to have been un-
aware of the nature of the Gilligan, Will opera-
tion, since on numerous occasions, facts came to
light which, if investigated, would have disclosed
the manner in which Gilligan was conducting his
activities. For example, prior to the listing of
Guild Films, Gilligan filed a letter with the Ex-
change stating that he and George De Martini
had purchased $500,000 worth of stock to add to
the company’s working capital in anticipation of
listing. At the same time, an Exchange form was
filed which disclosed that Gilligan, Will held more
than 10% of Guild Films’ outstanding common
stock.

The Exchange was also aware of Gilligan, Will’s
participation in private placements of newly is-
sued shares in stocks in which it specialized, be-
cause when these shares were approved for listing
the firm was required to disclose its participation.
Furthermore, in accordance with its rules, the
Exchange was advised of many of Gilligan, Will’s
block purchases off the Exchange from issuers and
individuals. However, at no time during the
period when the Exchange required specialists to
obtain permission to make such block purchases
did Gilligan, Will ever obtain such permission.*

On one occasion, in July 1959, Gillinan appeared
before the Committee on Floor Transactions on
charges that he had violated Rule 174 of the Ex-
change, which restricts specialists’ transactions in
securities in which they are registered to those
which are reasonably necessary to maintain u fair
and orderly market. The charges arose from a
letter by the Division of Trading and Exchanges
advising the Exchange that on July 10, 1959 Gilli-
gan and Louis Alter, a floor trader (losely asso-
ciated with him, had purchased 56,000 shares of

‘" An amendment to Rule 187, adopted May 18, 1961, elimi-
nated the exception to the rule against block purchases that

provided such purchases were permissible if individually author-
ized by Exchange authorities.
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Guild Films stock, representing approximately
50% of the volume for the day. On that day the
price of the stock rose from 214 to 27%—up about
25%. Gilligan appeared before the Committee
and testified that his purpose in making these large
purchases was to cover a short position which he
held in Guild Films. He also told the Committee
that he had had inside information that a merger
of Guild Films with another company was con-
templated. Despite the fact that Gilligan’s ex-
planation could hardly be regarded as an adequate
answer to the charges, the Committee unanimously
decided that he had not violated Rule 174. Tt is
significant that of the eight members of the Com-
mittee who were present, five were specialists and
one was an ex-specialist.

The entire pattern of activities conducted by
Gilligan, Will was so clearly contrary to the func-
tions of a specialist as set forth in the statute and
the rules of the Exchange that the Exchange
might have been expected to act promptly in put-
ting a halt to them. It would appear, however,
that Gilligan was immune from disciplinary ac-
tion by the Exchange. He testified that he has
not been the subject of a disciplinary action of
the Exchange for at least twenty years.

Gilligan was an Exchange governor from 1939-
40. He did not stand for re-election because “it is
a tevrific headache. Only the people who want
glory take it.” His relationship with the individ-
uals who governed the Exchange for the past sev-
eral years is of interest, however. MecCormick
purchased shares in several securities which were
then, or later, traded at Gilligan’s post. A num-
ber of these purchases were made on the recom-
mendation of Edward L. Elliott, a close associate
of Gilligan’s, at whose firm McCormick maintained
his account.*®* Mooney acquired $5,000 principal
amount of Crowell-Collier debentures as a favor
from Gilligan.*® Dyer’s specialist account is fi-
nanced by Gilligan, Will (the latter firm par-
ticipates in 10% of the profits) and Bocklet’s spe-
cialist account clears through Gilligan, Will.®

A transaction which occurred between Gilligan
and Reilly in 1959 is worthy of note. In January
1959, Gilligan placed in Reilly’s account 4,700
shares of Guild Films stock. Reilly was then
chairman of the Committee on Floor Transactions.
This was part of a block of 63,000 shares of un-
registered stock which Gilligan had acquired over

4 Qee Sections I D(4) and II A supra.

© Qee Section I D(5) supra.
“ See Sectlon III B(1) supra.
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the counter indirectly from a company controlled
by Alexander L. Guterma. According to Reilly,
he knew nothing about the transaction until after
it had been consummated. Upon learning of the
purchase, Reilly immediately sold the stock at a
profit of approximately $2,300. Reilly was called
upon six months later to participate in a discipli-
nary proceeding in his capacity as chairman of the
Committee on Floor Transactions, before which
Gilligan was called to explain his trading in Guild
Films stock s

The testimony of a former chairman of the
Committee on Business Conduct, John Brick, a
partner in Paine, Webber, Jackson & Curtis, is
especially pertinent at this point:

My own personal feeling was that somewhere along
the 1oad, Gillizan & Will had an interest in too many
situations relating to the Exchange; that is, the indi-
vidual members, not the management of the Exchange.
That, in having that interest, say, in having financed
seats, which I thought they had been doing, financing
books, which they possibly were doing, or at least, I
thought they were doing, they were quite powerful over
there. Having learned the nature of the man later, which
I did not know when I had this feeling over there, I
decided in my own mind that he would be the feliow to
use whatever power he had.

Apparently the only specific disciplinary action
taken against Gilligan within the last twenty
years was the five day suspension from the NASD
which the Commission imposed on Gilligan, Will
for violation of the Securities Act in the Crowell-
Collier matter® This penalty was hardly a de-
terrent to future violations of the kind and extent
described herein, particularly since the specialist is
not dependent upon NASD membership for his
livelihood. Gilligan testified that the Commis-

sion’s penalty had no effect whalsoever on him
financially.

C. Other Problem Areas

Apart from the matters discussed above as being
particularly exemplified in the case of Gilligan,
Will, other problem areas involving specialist
activities relevant to the organization, manage-
ment and regulation of members of the Exchange,
were disclosed in the investigation.

1. Public Customers

The traditional view of the specialist is that he
acts as a broker’s broker and has no direct dealings
with the public. A leading writer on the subject

5t Discussed supra in this sub-section.
52 Described in Sec¢ III B(7) supra
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of the stock market has stated : “The customers of
a specialist are other members of the exchange; he
transacts no business with the general public.” *
The specialist certainly does not require public
customers to properly perform his functions on
the floor of the Exchange. In neither his capacity
as broker nor as dealer is it necessary for him to be
in direct contact with a member of the public.

It has been seen above that Gilligan, Will main-
tained an active clientele of “public” customers
consisting of a preferred list of friends, relatives,
business associates, and corporate insiders.
These accounts traded actively and, upon occasion,
in co-ordination with the specialist in the securi-
ties in which he specialized. The orders to buy or
sell were generally given to one of the office part-
ners of Gilligan, Will and then transmitted from
the office to the floor of the Exchange. The spe-
cialist always knew when he was executing a Gilli-
gan, Will order since the name of the firm
appeared on the order. Some customers were able
to place their orders directly with Gilligan on the
floor.

Gilligan, Will is not alone in maintaining ac-
counts of public customers. Various specialists
testified that they handled the accounts of friends
and relatives, which included the officials of com-
panies in which they specialized. One stated that
he had between 400 and 500 public customers who
occasionally traded in the securities in which he
specialized and that these public customers in-
cluded corporate officials of companies in whose
stock he specialized. The specialist in Colonial
Sand & Stone Co., Inc., Victor Grande, testified
that the controlling stockholders of that company
traded in the stock through him and that he is
on close personal terms with those individuals.
A partner in a firm which specializes on both the
American and the New York Stock Exchanges
testified that he handles orders for public cus-
tomers, which orders come to the floor through
his clearing agent.

The individuals and firms mentioned above do
not maintain a sales organization for the solicita-
tion of retail orders. On the other hand, certain
member firms having one or more partners spe-
cializing on the Exchange do also maintain an
organization for the solicitation of public busi-

83 Leffler, The Stock Market (New York, 1957), p. 216

¢ Section IIT B(6), supra. Another very Important example
of this practice is discussed in the brief of the Division of Trad-
ing and Exchanges in the matter of Re, Re & Sagarese dated
April 28, 1961, pp 79-80
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ness. The customers of such firms may trade io
stocks listed on the Exchange, including securities
traded at the post in which one of the firm’s part-
ners is registered as specialist.

The potential abuses of a system wherein spe-
cialists are permitted to handle orders on behalf
of “public” customers of their firms are clear.
The danger exists that such customers will receive
preferential treatment in the execution of their
orders. The danger also exists, as amply dem-
onstrated in the cases of the Res and Gilligan,
Will, that these public customer accounts may be
used by the specialist to assist him in making
large scale distributions through the Exchange
mechanism.®® Four of the specialists questioned
on the subject of public customers stated that they
maintained no such accounts, and one of them
testified that he saw no need for the maintenance
of such aceounts.

Under a new Exchange rule, a specialist is pro-
hibited from effecting any business transaction
with a company or officers or directors of a com-
pany in whose stock he is registered as a special-
ist.’¢ This rule has been interpreted by the Ex-
change to bar a specialist from acting as broker
on behalf of a company, its officers or directors
(2pparently excluding principal stockholders) in
the handling of orders on either the American
or New York Stock Exchanges. The specialist
is now required to report to the Committee on
Floor Transactions all accounts introduced by
him to member firms, and he must state whether
he has a beneficial interest in such accounts.®
There is no rule, however, with respect to a spe-
cialist’s executing orders for friends, relatives,
business associates, and customers of his firm in the
stocks in which he specializes.

2. Long-Term Investment Accounts

A practice which has become prevalent among
the Exchange’s specialists is that of segregating
securities in which they specialize in so-called
“long-term investment accounts.” The primary
motive behind the creation of these accounts is to
turn profits which would otherwise be taxed as
ordinary income into long-term capital gains.
Section 1236 of the Internal Revenue Code is the
key provision. It provides that a gain by a

& Sectlon IIT B(7), supra. Brief of the Division of Trading
and Exchanges In the matter of Re, Re & Sagarese dated April
28 1961, pp 79-80

5 Rule 190(a), effective May 18, 1961,

57 Rule 190 (b), effective May 18, 1961.
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dealer in securities from the sale of a security
shall net be considered as a capital gain unless:
(a) the security was identified within thirty days
of the acquisition as a security held for invest-
ment ; and (b) “the security was not, at any time
after the expiration of such thirtieth day, held by
such dealer primarily for sale to customers in the
ordinary course of his trade or business.”

Such long-term investment accounts have been
referred to in several places in the above discus-
sion of Gilligan, Will*®* In addition, Reilly
testified that approximately half of the specialists
currently registered on the Exchange maintained
long-term accounts in one or more securities dur-
ing the past five years. He also submitted a list
showing those joint specialist accounts which held
segregated or long-term accounts as of October
23, 1961 (Appendix V). Seventeen joint ac-
counts appeared on the list.

The securities in these long-term or segregated
accounts were purchased either over-the-counter
or on the Exchange. Over-the-counter purchases
by specialists are now prohibited by Rule 187 of
the Exchange. However, purchases made on the
Exchange for the purpose of segregation into
long-term investment accounts raise problems
which go to the heart of the specialist system.
The specialist is permitted to trade for his own
account only when such trades affirmatively con-
tribute to the maintenance of a fair and orderly
market. Despite this directive, four specialists
and an exspecialist testified that they decided in
advance to accumulate a long-term position in a
particular security and then made purchases of
that security on the Exchange with the intention
of segregating into a long-term account. Where
the specialist goes into the market with the in-
tention of segregating the securities purchased and
not with the purpose of creating a fair and orderly
market, the trading is clearly contrary to the statu-
tory and regulatory standards. Beyond this, the
specialist with a long-term position now has a
stake in seeing that the security rises in price—
he has become an “investor” as well as a dealer.
The accumulation and segregation of large blocks
of stock in long-term accounts also tends to de-
crease the floating supply, and in a low capitaliza-
tion stock this may well have the effect of raising
the market price.

58 Section III B, gupra
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A further problem arises when the specialist
who maintains such long-term accounts is required
to sell stock to maintain a fair and orderly market
and he has no stock in his specialist trading ac-
count. It is Reilly’s opinion that the specialist
never really “owns” the stock in which he special-
izes since he must always hold such stock in
readiness for delivery according to the needs of
the market. Both Reilly and Mooney have stated
that they consider all stock in long-term accounts
available for the needs of the market and that the
specialist must make delivery of such shares be-
fore selling short. Of course, if the six month
period of the tax statute is almost over, the special-
ist may well be tempted to keep his stock in the
long-term account and neglect the needs of the
market.

Specialists do not agree among themselves as to
whether they would deliver stock out of thetr long-
term accounts in order to maintain a fair and or-
derly market or whether they would sell short
and keep the stock in these accounts. Four spe-
cialists testified that they would sell short before
delivering shares out of their long-term invest-
ment accounts, and this includes a partner of a
firm which also specializes on the New York Stock
Exchange. It is interesting to note that two par-
ticipants in the same joint book (James and Louis
Herman) had differing opinions as to whether
they would make delivery out of their long-term
accounts to meet the exigencies of the market.
This diversity of opinion indicates that the spe-
cialists were not made aware of Reilly’s and
Mooney’s opinion that they must make delivery
out of their long-term accounts.

An opinion expressed by Reilly before the Com-
mittee on Floor Transactions on January 28, 1960
is pertinent in this connection. In opposing a
proposal by James F. Rafferty & Co., Inc., an in-
corporated specialist firm, to set up a partnership
for the purpose of maintaining long-term ac-
counts, Reilly stated that the obligations of a spe-
cialist transcend any desire as an individual to
take advantage of the capital gains tax and that
specialists must conform to the requirements of
Rule 174, i.e., that a specialist shall trade as dealer
only when reasonably necessary to maintain a fair
and orderly market.® The Committee apparently
acquiesced in Reilly’s statement since Rafferty was
not permitted to set up the partnership requested.

6 As to this rule, see Section III A (1) and (3), supra
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However, Reilly’s statements before the Com-
mittee had little, if any, discernible effect beyond
the immediate occasion, since three members of the
Committee at that time still maintain such ac-
counts, and, as stated above, Reilly’s data show that
seventeen joint specialist books currently have
long-term accounts.®® In addition, after Reilly’s
ruling, Rafferty’s co-stockholders maintained per-
sonal investment accounts which dealt substan-
tially in the securities in which Rafferty special-
ized. These activities are considered in the next
subsection.

3. Financing Arrangements

Rule 170(b) of the Exchange, which became
effective on June 15, 1961, requires every regis-
tered specialist and every joint account acting as a
specialist to maintain a cash or liquid asset posi-
tion in the amount of $10,000 or in an amount,
sufficient to assume a position of four units of each
security in which the specialist or joint account is
registered, whichever amount is greater. The Ex-
change does not require the specialist personally
to have this cash or liquid asset position since he
is permitted to rely upon a line of credit.

As described in Section B(1) above, it is not un-
usual for one specialist to be financed by another
and in fact, Gilligan, Will acts as banker for nu-
merous specialist accounts on the Exchange®
These financing arrangements are open to the criti-
cism that if all the accounts being financed require
substantial credit at the same time because of
market pressures, which may also affect the fi-
nancing firm, the latter may be unable to supply
the necessary funds. The amount of financing
available to a specialist obviously affects his
ability to maintain a fair and orderly market.
Gilligan’s testimony to the effect that his financed
accounts must check with him on certain purchases
and that he might require them to sell stock to

® From January to October 1960, Rafferty, the person to whom
Reflly’s remarks were directed, scquired and maintalned in his
specialist trading account very large positions in several of the
securities in which he was the specialist. On November 7, 1960,
the Committee on Floor Transactlons, after learning the extent
of these positions, expressed the oplnion that these *would ap-
pear to be Investment positions rather than specialist trading
positions and that in the future he [Raffertyl should guide him-
self accordingly under the Saperstein oplnion that a specilalist
should make only such transactions as may be reasonably neces-
sary to maintain a falr and orderly market and continuity of
price.” 1t Is not clear why the Exchange’s regulatory action in
the Rafferty situation appenrs to have been more vigorous than
in other generally comparable situations

1 Sectfon III B{(1), supra
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lighten their positions is illustrative of the prob-
leras presented.®

Another type of financing arrangement en-
countered in the investigation is that of James F.
Rafferty & Co., Inc., the sole “incorporated spe-
cialist” on the Exchange. This corporation was
formed in January 1960 with a group of five per-
sons furnishing virtually all of the working capital
by stock purchases and through loans in return
for 60% of the equity. Only one of them received
voting stock (the other four hold non-voting
stock) and as an allied member is subject to Ex-
change discipline. None of the individuals had
had any prior experience in the securities business,
and none has ever worked on the floor.®

After James F. Rafferty & Co.. Inc. was formed,
Rafferty’s co-stockholders effected a large number
of transactions and held very substantial positions
(in brokerage accounts of their own, their wives,
investment clubs in which they had substantial
beneficial interests, family trusts and foundations,
and corporations which they controlled) in stocks
in which Rafferty was specialist. The most dra-
matic example occurred in the stock of Cubic
Corporation. Since January 1960 they have pur-
chased more than 10,000 shares of that company’s
stock over the Exchange at a total cost of over
$600,000 and sold over 7,500 shares for about
$450,000. At one point (in September 1960) they
held approximately 25,000 shares of Cubic stock
with a market value of approximately $1,500,000.5¢

The dangers in permitting co-stockholders and
partners of a specialist to purchase, sell and hold
blocks of securities in which he is registered, with-
out the restrictions applicable to the individual
specialist, are apparent. The most important are
those which are involved in the old “pool” op-

2 I'brd.

It is clear from the testimony that these men financed Raf-
ferty not only because they hoped to make money from the
speciallst business but also because they hoped that through
Rafferty's efforts in locating good companies, as future candi-
dates for liating, they would themselves receive opportunities for
investment. Exchange approval of this corporate setup took
place in March 1960. However, Reilly's testimony Indicates that
he“h;s never agreed with that decision.

his represented about 30% of the floating suppl

atock at that time. Cubic was one of the atogks l‘:xpv{h‘llcthcr:et;
acquired a substantial position on Rafferty’s recommendation
prior to the formation of James F. Rafferty & Co., Inc. These
individuals have stated that the purpose of their purchases was
generally that of investment; and with few exceptions, the secu-
ritles purchased In these accounts were held for more tham six
months.
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erations.®® But even assuming the absence of
deliberate concerted action of that kind, important
problems remain. For one thing, the specialist, in
accounting to his business associates for his opera-
tions on the floor of the Exchange, is faced with
the difficult task of avoiding disclosure of the state
of his book. Further, it is problematical whether
the specialist, in such circumstances, can avoid the
temptation to give preferential treatment to his
co-stockholders in the execution of their orders,
In addition to the close relationship which fre-
quently exists among stockholders of a securities
firm, there is in this case the added fact that “out-
side” stockholders have supplied virtually all of
the capital for the conduct of the specialist’s
business.

Rafferty’s associates contend that they were
advised by counsel that Reilly’s views before the
Committee on Floor Transactions with respect to
long-term accounts did not apply to them as in-
dividuals if their transactions were entered into
(as they stated was the case) without consultation
with, or prior notice to, Rafferty. As their counsel
has pointed out, the prohibitions of Rule 174 of
the Exchange do not by their terms apply to co-
stockholders of the specialist.

In closely related areas, the Exchange has rec-
ognized the desirability of preventing conflicts of
interest similar to those noted above and the neces-
sity of extending regulations to partners and co-
shareholders of a specialist; thus Rule 175 (relat-
ing to transactions in unlisted puts, calls, and
other rights relating to listed securities, joint ac-
counts for the purchase of listed securities, and
other matters) by its terms includes partners and
co-stockholders of a specialist within its limita-
tions.®

% See Stock Exzchange Practices, pp. 47-50 (73d Cong, 24
Se«s, Senate Report 1455).

% Rule 175 provides:

“No speclalist, member firm of which be is a partner or partner
thereof, or member corporation in which he is a holder of stock
or any stockholder therein shall, directly or indirectly:

“(a) Acquire, hold or grant any interest in any put, call,
straddle, option or selling agreement in any security in which
such speclalist is registered, or in any right or warrant to acquire
such securlty when such right or warrant is not admlitted to
trading on the Exchange

“(b) Acquire or hold any interest or participation in any joint-
account for buylng or selling on the Exchange any securlty in
which such specialist I8 registered, except a joint-account with a
partuer of such specialist or a regular member or regular member
firm or regular member corporation of the Exchange, which jolnt-
account has been reported to the Exchange pursuant to Rule 360
and not disapproved.

_'"(¢) Acquire or hold any security which is convertible into
any security io which such specialist is registered when such
convertible security is not admitted to trading on the Exchange.
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4. Disclosure of the Specialist Book in Secondary
Distributions *

Rule 393.15(a) of the New York Stock Ex-
change provides in part:

When a Secondary Distribution becomes effective after
the close of the market, the distributor, for at least one-
half hour after it becomes effective, shall make and keep
available to the members of the Exchange, through the
specialist in the security, a sufficient quantity of the se-
curity being distributed to fill all bids represented on the
Floor at the close of the market at or above the offering
price. B

This rule has been informally adopted by the
American Stock Exchange and made applicable
to secondary distributions by member firms of
stocks listed on the Exchange.

Tt is apparent that the rule envisages some dis-
closure of bids on the specialist’s book. How-
ever, there appears to be no practical objection
to the rule if the disclosure occurs after the close
of the market and the sole purpose is to make a
bona fide offer to the members of the public whose
buy orders at or above the offering price are on the
book.

The rule itself does not specify how or when the
underwriter secures the information necessary to
set aside the amount of stock he must keep avail-
able for the book. Reilly, McCormick and Lee
(director, Department of Admissions and Qutside
Supervision) testified that the proper procedure
is for the underwriter to obtain the necessary in-
formation from an Exchange official after the
close of trading on the date of the offering. Lee
testified that at no time is a representative of the
underwriter entitled to go directly to the specialist
and obtain the bids on his book. He also testified
that there is no reason for the underwriter to
know the price specified in each bid above the
offering price since his only obligation is to fill
such bids at the offering price. However, it ap-
pears that the Exchange government has failed to
provide a clear written statement as to what its

“(d) Acquire or hold any Interest or participation in any
finder's fee payable in cash, stock, or otherwise, which finder’s
fee is paid or to be pald by any person in counnection with &
transaction effected or to be effected by or with the issuer, or fa
any security of the issuer, of the stock in which such speclalist
18 registered.”

Paragraphs (c) and (d) were added on July 6, 1861,

It 13 Interesting to note that one of Rafferty’s co-stockholders
held calls In two stocks in which Rafferty was speclalist in direct
violation of this rule.

*" For the purposes of this section, “secondary distribution”
means an offering of a block of a listed security off the floor at a
price not exceeding the last sale price of the security on the floor

at the time of offering. The offerings discussed hereln were
registered under the Securities Act of 1933.
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officials recognize as proper procedure and that in
practice there have been significant departures
from such approved procedure.

Wickliffe Shreve, senior partner of Ilayden,
Stone & Co., has testified that it was his practice,
with regard to secondaries on both the American
and New York Stock Exchanges, to inquire of the
specialist directly, a day or more prior to the date
of the offering, as to the aggregate bids on the
book between the market price and the estimated
offering price. He asserted that it is necessary for
Hayden, Stone to have this information (which
it did, in fact, obtain) prior to the offering so that
it will have some idea as to how much stock must
be allocated to the book and how much will be
available for allocation among the members of
the underwriting group.

Several registered secondary offerings in which
Hayden, Stone was the principal underwriter
have been examined, including Barnes Engineer-
ing Co., Cubic Corporation, Majestic Specialties,
Inc., and Electronic Assistance Corporation
In the first three cases, the specialists denied hav-
ing been asked by Hayden, Stone for the bids at
or above the offering price prior to the close, and
further denied that they had ever furnished such
information to an underwriter.s®

With respect to the Electronic Assistance
secondary in May 1961, the following is an ex-
cerpt from the minutes of the Committee on Floor
Transactions meeting of May 8,1961:

Mr. Reilly informed the Committee that Hayden, Stone
& Company were coming out with a Secondary Offering
for a block of stock starting tomorrow night; that the
partners of said firm contacted Mr. Robert J. Smith,
Specialist in said stock, namely, Electronic Assistance
Corporation, and gave him prior information as to the
price. Mr. Reilly stated that this appeared to be in vio-
lation of the Federal Law in giving prior information
to the Specialist long before the SEC had approved the
price. Mr. Reilly also stated that during that period of
time a partner of Hayden, Stone & Company indicated
he wanted to know how much stock was on the book
down to the offering price; that Mr. Smith admitted that
he gave the information to the partner on the particular
day and that the partner today wanted the book from
Mr. Smith and that Mr. Bohner, floor partner for Hayden,

¢ James Rafferty was the specialist in Barnes and Cubic;
Vincent Leonard, Rafferty’s assoclate in a joint book, was the
specialist in Majestic; and Gerald Sexton and Robert Smith
were specialists In Electronic Assistance.

® Leonard testified that in the case of Majestic Specialties, he
furnished the necessary Information on request after the close
directly to Hayden, Stoune, and that he has never been asked by
an Exchange official for such information In connection with a
secondary offerlng. Cf. Section III B(4), supra with regard to
the Cuble offering.
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Stone & Company, when discussing the matter with Mr.
Smith, stated that he could not understand Mr Smith’s
reluctance since the Specialists 1n two former cases,
namely Cubic Corporation and Majestic Specialties, gave
the book on those operations ahead of time.

There is some conflict in the testimony with re-
gard to the identity of the persons associated with
Hayden, Stone who contacted Smith, but it is clear
that Hayden, Stone was the firm seeking knowl-
edge of the book prior to the offering. Smith's
testimony in general corroborated the account set
forth in the minutes, except that he denied that
he had given the book to Hayden, Stone prior to
the offering. He conceded, however, that he may
have given the partner of Hayden, Stone an in-
dication in general terms as to the state of the
book.™

On the following day, after the close, Vernon
Lee prepared the following memorandum :

May 9, 1961.

MEMORANDUM

In connection with a secondary distribution of Elec-
tronic Assistance Corporation, Mr. McCormick called and
said that Hayden, Stone & Co. apparently has approached
specialists before the commencement of secondary dis-
tributions in order to determine the possible requirements
of the specialist for stock to fill orders at or above the
offering price.

Mr. McCormick said that the firm had been told it
should not approach the specialist since he is not per-
mitted to disclose this information regarding his book
to them any more than to any other member.

When I went to the specialist after the close to obtain
the usual basic information preparatory to the approval
of the secondary in Electronic Assistance Corporation, 1
asked Mr. Smith for information regarding the number
of shares he would need to fill orders at or above a price

7 Other aspects of Smith’s testimony with regard to the Elec-
tronic Assistance secondary are worthy of note. Smith testified
that approximately one week before the secondary became effec-
tive he received a telephone call on the floor of the Exchange
from Shreve, who during the conversation explained to him Hay-
den, Stone’s method of pricing the secondary. Accordlug to
Smith, Shreve explained that the price of $37 a share was to be
used as a base and that, on the offering date, for every point in
the closing price of the stock over 37, the secondary would be
priced up half a dollar. At the time of the conversation Elec-
tronic Assistance was selling at 46. Smith also testified that
during this conversation Shreve stated that the price of the
stock was too high, that Hayden, Stone would not be able to
sell the secondary at anywhere near that price, and that in fact
he (Shreve) thought this would be true of any price over 41.
Smith stated that Shreve then asked him what hig position was
in Electronic Assistance and when Smith informed him he was
long approximately 2,500 shares, Shreve replied, “You know your
business better than X do but if I were you I would get out of
the positlion because I think the stock is too high” Shreve
denied that he ever had a conversation with Smith along those
lines He admitted, however, that he made a similar advance
disclosure to the speclalist as to Hayden, Stone's pricing formula
in connection with the Cubic secondary in September 1980. See
Section II B(4), supra.
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four points below the closing price. The firm in this
case proposed to offer the stock at a price approximately
four dollars under the closing price. I passed on to the
firm the amount of stock which would be needed, after
getting counsel’s approval. The firm then asked the
amount of stock which would be needed to fill orders on
the specialist’s book at or above a price two points below
the closing sale. After talking to counsel, I gave the firm
this additional information.

- . - L] .

Henceforth, member firms contemplating secondary dis-
tributions are not supposed to go to the specialist for in-
formation regarding orders on his book.

It is to be noted that at the time of Lee’s initial
inquiry of Smith the offering price of the second-
ary had not been finally fixed, and that Hayden,
Stone, with Lee’s assistance, apparently sought to
use the information from the book to adjust the
offering price of the secondary.”

Disclosure by a specialist to an underwriter of
orders on the book prior to the fixing of the offer-
ing price would seem to be in direct violation of
Section 11(b) of the Exchange Act. Moreover,
the possibility of abuse in connection with the dis-
closure of non-public information on the specialist

"t The offering was finally made at a 414 point discount with
approximately 5,000 shares being supplied to fill blds on the book.

book in secondary offerings as revealed by the in-
stant investigation is substantial, For example,
the underwriter, issuer, or selling stockholder may
adjust the offering price or the time of offering be-
cause of the receipt of such non-public informa-
tion in order to benefit themselves. While Reilly
and other Exchange officials have indicated that
they concur in these views, it is evident that the
principles have not been made sufficiently clear to
the Exchange staff and member underwriting
houses. .
D. Conclusion

Specialists are at the heart of the problems of
organization, management and disciplinary pro-
cedures of the Exchange. Their dominance of the
administration of the Exchange, their overriding
concern for expansion of business through new
listings, the misuse of their fundamental role in
the operation of a fair and orderly auction market,
and the breakdown of regulatory and disciplinary
controls over them—all are part of a complex
pattern of interlocking causes and effects. It is
for this reason that any program of reform must
concentrate heavily on the dominant role of the
specialist.
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