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CHAPTER V

OPTIONS SELLING PRACTICES

INERIDUCTTON

‘the Options Study examined the manner in which brokerage firms
ana their reyistered representatives sell listed options to the pub-
1le 1n order to determine if signiricant patterns of selling practice
abuses existed. bowe of tne selling practices surveyed were sound,
wnile others appeared unetnical and still others were clearly unliawful.
4hererore, te internal controis and procedures of brokerage firms were
analyzed ror the specitic weaknesses which had permiitted these abuses
to occur. Although no attempt was made to quantitatively measure unsound
selliny practices throughout the industry or throughout a firm, it became
evident that, wherever brokeraye timms lacked adequate internal controls,
serious seiling abuses were likely to occur. Most options selling abuses
are rootea 1n tne tailure of many brokeraye firms to prohibit registered
representatives from selling listed options to the public before the
rimis tnemseives nave estaolisned necessary supervisory systems to control
their sales rorce. In many tirms adequate internal controls are still lacking.
I'1s chapter ulscusses the selling practice abuses and internal control
gericiencles tounda by the Options study.

‘The Uptlons Study had access to all the Commission's investigative
riles relatingy to options selling practices and reviewed more than one

nunarea and titty options examinations of broker—dealer firms conducted
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by the Commission's staff during the past 15 months. The Options

Study also reviewed the options complaint files of the Commission i’

and those of brokerage firms of all sizes and interviewed campliance

and sales personnel from brokerage firms. Finally, to gain a better

verspective of their options business policies, and internal controls, E
the Ontions Study sent a detailed guestionnaire to a sample of brokerage
firms selling listed options to the public. The sample consisted of
all brokeraae firms carrying and clearing their own public customer
accounts which reported to the Commission listed options commission
revenues for 1977 of $500,000 or more (46 firms) and a random sample
drawn from 89 smaller brokerage firms whose listed options commission
revenues for the same period were between $100,000 and $500,000 (12
firms). The 58 firms which comprised the industry group sample
accounted for more than 70 percent of the total options commission
revenues earned in 1977 by brokerage firms which dealt with public
customers.

Brokeraae firms are required by both the Exchange Act and the
rules of self-requlatory organizations to maintain adequate systems
of supervision and control over the activities of all their employees.
A brokerage firm's sunervision of its employees must be adequate to
protect its customers from illeaal and unethical practices because,

as the Commission has explained:
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Customers dealing with a securities firm

exvect, and are entitled to receive, pro-

ver treatment and to be protected against

fraud and other misconduct, and may properly

rely on the firm to provide this protection. 1/
A hiah standard of supervision over registered representatives
is reocuired because of the potential for abuse of a customer's
trust. One court recently noted:

The registered representative and the broker-

desler earn their money, directly and indirectly,

by sales activity. Customers often rely on their

broker-representatives for investment advice.

'The ovportunity and temptation to take advantage

of the client is ever present.' 2/

The cawplexity and leverage features of listed options trading
pose significant risks for public investors and require unique super-
visory systems within broker-dealer fimms. Adequate supervision of
listed ontions trading recuires brokerage firms to actively and con-
tinuously ensure that knmowledgeable supervisory personnel oversee the
activities of registered representatives, that registered representatives
are adeqguately trained and that they transact business only with those
customers who can appreciate and bear the risks which options trading

entails. As vart of its supervisory responsibilities, each brokerage

firm must perform timely reviews of its account openings and of the

_1/ Reynolds & Co., 39 SEC 902, 917 (1960).

2/ Kravitz v Pressman, Frohlich & Frost, Inc., 447 F. Supp. 203,
213 (D. Mass. 1978)
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selling documents shown or sent to customers. In addition, each firm
ust systematically oversee the trading activity in customer accounts
and rollow sound recordkeeping and back—office procedures.

In nany cases examined by the Options Study, custoamers have
sutrered unnecessary losses that might have been prevented by adequate
supervisory controls. For example, because brokerage comuissions alone
provide a strong incentive fo_x;_;e;g‘iste_re.ad_ r?presentatives to recommend
listed options, the Options Study found that customers had been switched
from conservative long-term investment positions into active short-—term
tradiny in listed options with little or no regard to the suitability
orf this new type of trading for the customer. Other customers were
1nitially attracted to options trading by misleading advertising and
otner pronotional materials produced by the firm or its registered
representatives. Although some of these customers did not understand
options, or have the financial ability to bear the risks of options
traaing, they were permitted to open options accounts and trade options.
Yoo rreyuently, registered representatives, lacking proper training
and supervision, involved customers in elaborate options transactions
or programs so cuanplex that neitner they nor their customers fully
understood them. As a result, these transactions were occasionally
constructed in such a way that, unknown to the customer, the best |
outcome he could possibly achieve would be to break even. In other
transactions, the custéaner‘s maximum potential profit was much less

than the cawrissions he was charged.
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Custovers generally are not provided adequate, usable information
to enable them to appreciate fully the risks or results of trading listed
options. Monthly account statements, which are supposed to inform the
customer of the status of his account, generally do not give the customer
sufficiently detailed information to monitor his trading activity. Options
customers, on the other hand, often do receive from bfokerage firms
detailed selling documents, such as worksheets and performance reports.
These documents may be misleading because they sometimes provide little
or no explaenation of the risks of the options transactions being recommended,
or because they contain unrealistic projections of high rates of return.
Most brokerage, firms rely on a system of branch office managers,
complemented by a home office compliance unit, to oversee the trading
in customer accounts. Many local supervisors, however, are not properly
mrepared to understand options or to control listed options trading
in customer accounts. Similarly, home office campliance systems often
do not provide adequate review of customer options trading, especially
trading in discretionary accounts opened as part of some options investment
programs. These problems of supervision are further compounded by
inadequacies in certain back-office and recordkeeping practices which
decrease the efficiency of both the firms and regulators in determining

conpliance with rules.

Ry
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Un the basis of its review, the Options Study is recommending
chanyes in the rules ot self-regulatory organizations for the
purpose ot luproving and strengthening internal control systems
in brokeraye rimns. The Options sStudy recommends that these
minimun requirements be imposed on all brokerage firms selling
listed options to the public regardless of the self-regulatory
atriitiation of the tirm.

The examples useda in the chapter to illustrate abuses and
regulatory problems are drawn from the Commission's files. All
customer accounts described were selected from among actual cus—
tomer accounts analyzed by the Commission's statff although some
numbers have been rounded and, in one case, part of an account
was deleted to simplity analysis without compramising conclusions.
Names and dates have been changed wherever appropriate. Excerpts
Irom reyistered representative — customer conversations or from
sworn testimony are taken from tapes and transcripts reviewed
py tne Options Study.

Certain selling practice issues which the Options Study has

not addressed, but which deserve future scrutiny by the Commission and

its statf, are:

. bkxercise practices, at both OCC and broker—dealer
fimis including the fairness of certain practices
such as automatic exercise and exercise of abandoned
customer options and the risks these and other
exercise practices entail for public investors;

[PITITE QOO 2
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The role of the investment adviser as an options
consultant and the relationship of options advisors
and their services to brokerage fimms;

The relationshio between options selling practices
and the growth in the number and size of margin
accounts;

The relationship among firm proprietary trading,
firm research recommendations on underlying stock,
customer options trades and the recommendations
made to customers;

The effect of listed options trading on the customer
account transfer practices.of brokerage firms.

The need for an options regulatory program for
SECO broker-dealers.
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A. REGISTERED REPRESENTATIVE QUALIFICATION, PREPARATION AND MOTIVATION

1. Introduction

The soundness of options selling praciices rests ultimately on
the training and attitude of the persons who sell options to the public.
While many of the selling practice problems found by the Options Study
might have been avoided if brokerage firms had better supervisory or
surveillance programs, the first means of avoiding such problems is
to establish controls and to develop incentives which encourage integrity
and oromote high standards of performance on the part of registered
representatives who deal directly with public investors.

A number of controls and incentives are essential if high stand-
ards are to be established and maintained:

(1) First, the industry-wide requirements for allowing
individuals to become "qualified" as options salespersons should
be stringent enough, and the on-the-job and classroom training
vrovided to registered representatives within each firm should
be rigorous enough, to assure that only persons reasonably proficient
in options are permitted to sell options to the public.

(2) Second, a system of incentives must be developed within
each firm to encourage registered representatives to give adequate
consideration to their customers' best interests when recommending

or effecting options transactions for customer accounts.
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{3) Third, the hiring and termination practices in the industry
must be directed toward assuring that persons seeking employment
as registered representatives are properly screened, and that registered
representatives who have demonstrated an inability or unwillingness
to deal fairly and honestly with their customers are removed from

the business.

In all three areas, the Ootions Study has found that controls

-are inadeguate to assure that only knowledgeable and properly

motivated registered representatives sell listed options to the public.

2. The Qualifications of Persons Who Sell Options

Several of the options~related customer problems reviewed by the
Ootions Studv were caused by registered representatives who did not
understand listed options. 'These problems might have been avoided
if the registered representative involved had been required to
underqo a meaninéful qualifying and training process before he was
permitted to sell options to customers. The present requirements
are inadecuate in this regard, and, as a result, many registered
representatives now servicing the accounts of options customers
lack the necessary knowledge and skill to perform their functions

professionally.
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a. The options qualifying examination

The options exchanges all reguire that employees of member firms
be registered with the exchange before they are permitted to sell that
exchange's listed options to customers. As a prerequisite to registra-—
tion, the salesperson must pass an options qualifying examination.

Two examinations are presently in use. The NASD “Series 7"
qualifying examination is given to all applicants who are new to the
securities industry and who are seeking to become registered to sell
securities for the’first time (i.e., to become "registered represen-
tatives"). The “Puts and Calls” examination is given to persons who
are already registered representatives, but who passed the Series 7
examination (or became reqgistered on the basis of earlier standards)
before listed options were included in the registration requirements. 3/

The Series 7 examination consists of 250 multiple choice
auestions and covers virtually all types of securities products
available to investors. Questions relating to listed call options
have been included in the examination since May 1977. At present,
approximately twenty questiéns — eight percent of the examination

— directly concern options, and, on occasion, as many as ten more -

3/ For a short period of time the Series 7 examination included

"~ auestions on calls but not puts, and persons who took the test
during that period subseguently had to pass a separate "Puts"
examination if they wished to offer puts to customers.
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yuestions may be devoted to tne margin treatment of options trans—
actions. An applicant must achieve a seventy percent correct score
to pass tne examination (175 correct answers); none of the subjects
1s scored separately. ’'Ihe examination is “closed book™ and is
administered once a month at various NASD testing centers arourd
the ocountry.

As presently structured, the Series; 7 examination has little
relationship to the actual qualifications of a person to sell listed
options. sSince only twenty questions directly concern options and
since an applicant may miss a full seventy-five questions without

tailing the examination, an applicant may miss every options question

and still become “gualified" to sell options.

On the other nand, the “Puts and Calls" examination, which consists
of torty to firty multii;le choice questions, is devoted entirely to
options. To pass this test, a person would appear to need some
understanding of the product. As with the Series 7 examination,
nowever, the industry has permitted those who take the "Puts and Calls”
test to pass it without necessarily possessing any knowledge of options.
First, the examination is given "in house" which means that brokerage
rirms may devise thelr own procedures for administering tne test. JThe
opportunity for abuse is apparent, and it is not surprising that rumors

abound as to widespread misconduct in the administering of the test.
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second, no orficial passing grade has ever been established for the
examination (although a “rule-of-thumb” seventy—-five percent passing
score has been suggested by tnhe CBOE). The established brokerage firm
procedure foliowing the examination is tor the options supervisor
wno administered the test to “"review" with each candidate his incorrect
answers and then to retest him until he “passes.“ For this reason, the
"Puts and Calls" test, like the Series 7 examination, does not serve to
assure that options "qualified" registered representatives are know-
ledgeable about options.
In view of the present unsatisfactory status of the qualifying

exauinations given to persons seeking certification to sell options
to the public, the Options Study recommends:

THE SELE-REGULATORY ORGANIZATIONS SHOULD AMEND

THEIR KJLES ‘MO REQUIRE THAT THE REGISTERED *

REPRESENTATIVE “OPTIONS QUALIFYING” EXAMINATIONS

BE REVISED 'O REQUIRE A THOROUGH KNOWLEDGE OF

UPLIONS AND OF APPLIABLE OPTIONS RULES DESIGNED

10 PROTECT CUSTOMERS. THESE EXAMINATIONS SHOULD

BE READMINISTERED 10 ALL OPTIONS SALESPERSONS,

AND ALL EXAMINATIONS SHOULD BE GIVEN UNDER CONTROLLED

SURROUNDINGS BY INDEPENDENT EXAMINERS.

. ‘ihe training requirement

The rules of tne AMEX and CBOE provide that, in order to be
reyistered, a prospective options salesperson must not only pass
an options examination, but must also "successfully complete a

training course" (CBOE) or “have a minimutm period of four months

S it s R m Dt oy R ks

« % b em A ARy 7

Aot ottt

SnZ o bar



T3 n..“mm')k%«‘m*M"
E

U RP SREE S B

[

L riaths B AL S G

301

training and experience"™ (AMEX). 4/ The training component of
the registration reguirement is not strictly enforced, however,
so that firms are free to decide for themselves how much, and

in what manner, options training should be given to prospective
salespersons. As a result, the amount of time and effort devoted
to classroom and on-the-job training varies widely from firm to
firm,

Reqistered representatives who wish to offer options to customers
should be given oractical, supervised, on—-the-job training which the
oresent system does not assure.

Accordingly, the Ootions Study recommends:

THE SELF-REGULATORY ORGANIZATIONS SHOULD ADOPT
RULES TO REQUIRE THAT THE TRAINING OF REGISTERED
REPRESENTATIVES WHO RECOMMEND OPTIONS TRANSACTIONS
TO CUSTOMERS BE FORMALIZED TO INCLUDE A MINIMUM
NUMBER OF HOURS OF APPROVED CILASSROOM AND ON-THE-
JOB INSTRUCTION.

3. Motivation

ddecuately trained and tested registered representatives must

also he vroperly motivated if they are to serve customers fairly. 5/

_4/ Rule 9.3, CBOE Guide (CCH) § 2203;
Rule 341, 2 ASE Guide (CCH) 9 9391.

5 / The dutv of a registered revresentative to inguire about a

T customer's investment objectives, financial situation and needs
and, based on that information, to determine whether or not
options transactions are suitable for the customer, is dis-
cussed in subchapter C, "Suitability", infra. '
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But, registered representatives are subject to a serious conflict

of interest that arises from the dual role they must play when servic-
ing customer accounts. On one hand, the registered representative is
an advisor to his customers and an agent who ought to act with his
customers' hest interests in mind. At the same time, in most fimms the
reqgistered representative is a salesperson whose only, or principal,
canpensation comes from commissions which are related to the size and
freouency of transactions in his customers' accounts. This compensation
system creates a temvtation for the registered representative to effect
trades in his customers' accounts - trades which may or may not be in
‘the interests of his customers - in order to derive income.

Coupled with the short-term nature of options, the industry's
commission rate structure makes options a particularly attractive sales
item to a registered representative whose livelihood depends upon
commissions. The commission structure of the securities industry has
traditionally called for higher charges for transactions in low-priced
securities. This structure has been retained in the commission
rates most firms charge their options customers. For example, a
customer generally will pay a larger commission on an options trade
consisting of 10 calls at $5 ($500 per contract) than on a stock
trade consisting of 100 shares at $50, even though the value of the

securities in both transactions is $5,000.
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To aive a specific example, consider an investor who buys 5
call contracts, priced at $200 a contract, for a total purchase
price of $1,000, olus comission. Most firms do not calculate
this commission as though 5 units were purchased at $200 each.
Instead, each call option. contract is eguated to 100 shares
of stock, and the option on each share is assigned a unit value
of $2. The commission is based on a purchase of 5 contracts of
100 units each, or 500 units at $2 for each unit. Using rates
typical in the industry, the investor is charged $57.20 for 500
units at $2 instead of $25.00 for 5 units at $200.

The Ootions Study reauested from each firm in the industry group
sample a current commission rate schedule. Table I below summarizes
certain of the information provided. This table displays comm}issions
as a percentage of the cost of buying 100 shares, 500 shares and 1000
shares of stock at $50 per share, and 1, 5 and 10 options contracts
eouivalent to 100, 500 and 1000 units at prices of $.87, $5 and $10

per unit.
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TABLE T
Average
Dollar Commissions As
The Value Industry Industry Percentage of
Trade of Trade Sample Range Sample Average Dollar Invested
low high
1 coll @ s .87 $ 87.50 $6.25 -~ 30.00 $ 13.77 15.74%
5 calls @ .87 437.50 20.00 - 53.75 40.44 9.24%
10 calls @ .87 875.00 35.00 - 101.60 78.34 8.95%
1 call @ $5 500.00 18.04 - 29.40 23.30 4.66%
5 calls @ $5 2500.00 74.50 - 106.70 86.83 3.47%
10 calls @ $5 5000.00 127.00 -~ 181.05 149.16 2.98%
1 call @ $10 1000.00 25.00 - 37.50 29.08 2.91%
5 calls @ S10 5000.00 97.00 - 132.89 114.08 2,28%

10 calls @ $10 10000.00 172.00 -~ 247.68 211.26 2.11%
100 shares @ $50  5000.00 71.50 -  96.12 82.18 1.643
500 shares @ $50 25000.00 325.00 - 390.48 343.64 1.37%

1000 shares @ $50 50000. 00 499.28 - 599.14 524.97 1.05%

As Table I portrays, the commission rate applied to low-priced
securities is substantially higher than that applied to higher
priced securities. Three trades involving an investment of §$5,000
are included: 100 shares at $50, 5 call contracts at $10, and 10
call contracts at $5. The commission charges (industry average)

for these trades are as follows:

100 shares @ $50 $82.18
5 calls @ $10 $114.08
10 calls @ $5 $149.16

The higher commission structure on listed options, however, is only one

of the incentives to a registered representative to recammend listed

options to his customers.
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This incentive is greatly magnified by the opportunity for repeated

trades of ootions which is a result of their limited life span. For
examnle, assume a customér desiring to buy 500 shares of Upjohn
at $50 per share could be convinced by his registered representative
also to start a covered options writing program by writing five
Upiohn calls three months from expiration, and to repeat the process
at each expiration date. The registered representative could real-
istically anticipate eight to twelve additional commission charges
durina the next vear, just from the options. Thus, based on the
industry aroun sample commission average, the registered representative
could expect to receive a stock commission of $343 as well as
$500 to $1,000 in options commissions from the above transactions.
Of course, if any of the calls were exercised, additional stock
commissions would be earned on the exercise and the repurchase
of Upjohn stock recuired to continue the covered ovtions writing
program. Still further options charges would also accrue if, as
a result of a significant move in the price of the stock, an existing
options position level was closed out and a new options position
established.

A sales quide of a national brokerage firm, which was distri-
buted to its reqistered representatives, pointed out the commission-
related incentives to salespersons for engaging their customers in

options trading. The guide stated:
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[Ootions Writing] can be the best revenue producer available to
[2 registered representative].

1. 2n account will generate 5-10% in commissions
based on the money in the program i.e. if {the
customer] invests $25,000, [you]l will receive
$1,250 to $2,500 a year in commissions.

2. If [you] open one $25,000 account a week, you
will earn at the rate of $62,500 to $125,000
per year.

3. 1If [you] margined all of them - you would be
earning in the $125,000 to $250,000 category
- with only 50 accounts.

The same document included the statement:

Ootions are like an annuity. Once in operation,
they must do business several times each year. As
ontions come due, action rust be taken... Many
reqlstered representatives move money six to seven
times a year. Easy to see how [you] can generate
10% in comissions. (Hnphasis added.)

The effects of the commission rate structure on the selling
of listed ootions underscore the need for adequate preparation
of options salespersons and for strong supervisory controls over
their selling activities.

4. Hirinog and Termination Procedures

While the overall quality of the options sales force would be
enhanced, and its verformance improved, if the testing, training
and supervision of registered options salespersons were upgraded,

still another regulatory control must exist if the public is to

. u.t.'a‘uwﬁ\r’dm
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pe protected trom the unsatistactory performance of salespersons.
prokerage rirms must design — and implement — hiring and employment
termination procedures capaple of identifying and removing individuals
wnose on—the-job performance nas proved harmful to customers.

a. Hiriny procedures

‘1o assure that persons applying tor positions as securities
salespersons have tne requisite character and capabilities to service
customer needs adequately, the NYSE requires that member firms “make
a thorouygn inguiry into tne previous record and reputation of persons
whoin they contemplate employing.” Tne NYSE recommends tnat “[t]he
packyround and reputation check should, whenever possible, include
at least personal conversations with all employers during the previous
3 years ..." 6/ Tne options exchanges likewise require that their
wemders make a reasonaple investigation of the credentials of all
prospective enployees. 7/

Virtually all the rirms in the industry group sample, when queried
by tne Options Study about their hiring practices, responded that
tnelr procedures included some backyground review of every job applicant,
inciuding a check of tne applicant's most recent employer and other

enployers. However, the responses of most firms in the sample

_6/ Rule 345, 2 NYSE Guide (CCH) Y 2345.18.

1/ See, e.yg., Rule 340.02, 2 ASE Guide (CCH) { 9390.
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indicated that these firms did little more than comply with the
minimun requlatory recuirements. And, while existing or former
customers are generally an excellent source of information concerning
a reqistered representative's performance, very few fimms indicated
that they contacted such customers as part of their background

check orocedures.

Even the limited checks required by the existing self-regulatory
rules, if followed, might be adecuate to screen individuals seeking
nositions as registered representatives. In practice, however, partic-
ularlv with resvect to registered representatives already employed in
the industry, individuals who have patently unsatisfactory performance
records seem to be able to find employment at new fimms if théy have
records of nenerating large commissions.

The breskdown in hiring controls appears to result from two
mervasive industrv practices. First, when asked by the hiring firm to
evaluate a registered representative's performance, the registered
representative's existing or previous employer does not always give
a candid assessment. The lack of candor may be explained in several
ways. (he reason suagested to the Options Study is that firms are
fearful of being subject to defamation lawsuits brought by registered

representatives who believe their careers have been damaged or
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retarded by their employers' unfair or untrue assessments of their
performance. Other reasons for lack of candor may be the desire of
a firm to rid itself cuietly of an unsatisfactory salesperson, or the
concern by the firm that lawsuits brought by unhappy customers of the
devarting registered representative might be aided'by evidence that
the firm was aware of the registered representative's shortcomings.

The concern about defamation lawsuits is legitimate only insofar
as a firm's negative impressions of an employee cannot be substantiated
by objective evidence. Thus, such evidence as written or oral customer
complaints and repeated (and recorded) violations of a firm's procedures
should, in most circumstances, enable a firm to avoid, or to counter
successfully, a charge of defamation. Only with regard to those employees
who violate no rules, or create no significant problems for customers,
but who simply make an unfavorable "subjective" impression, is a firm
justified in withholding a negative report. The desire to be rid
of a oroblem salesperson, or the desire to avoid recompensing injured
customers — are not legitimate reasons to avoid candor in a self-
‘requlatory system designed to foster integrity of the marketplace and
to orotect public customers.

A second cause for the breakdown of hiring controls is that
the hiring firm does not always heed warnings from the former employer

about a reaistered representative's unsatisfactory performance record.
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The Options Study has reviewed several cases in which the quest
for the "big oroducer” has caused a firm deliberately to dis—-
regard warnings. 1In one such case the firm knowingly hired two
salesmen who were under suspension by their former firm because
of serious unresolved customer problems. The salesmen were hired
over the objections of the firm's compliance officer who later
complained that the salesmen had been "shoved down [his] throat.”
In another case a registered representative, who had already been
suspenided once by the Commission, passed through pwo firms and
was hired by a third in a short period. His job application was
being considered not because he was a "big producer”, but because
his brother Awas a "big producer ," and the two together formed part
of the sales "package". In each firm the salesperson created
customer problems-which the next employer firm knew about, or
would have known about if it had been warned by or had diligently
asked the prior emplovers.

Two cases particularly illustrate how lack of candor by former
employers, and indifference to obvious problems by prospective employers,
have allowed options salespersons with unsatisfactory records to stay
in business:

. Mr. B, a reputed "options expert,” was employed at ten
brokerage firms from 1969 to 1978. Mr. B's employment was
terminated by major brokerage firms in 1975, 1976 and 1977.

In each case Mr. B left behind customers complaining of his
mistreatment of their options accounts. A self-regulatory

-
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organization had taken disciplinary action against Mr. B in
both 1977 and 1978 on the basis of customer complaints.

Mr. B and each of the firms he was associated with in 1975,
1976 and 1977 have been sued by customers alleging fraud
and churning by Mr. B. A termination notice filed with

a self-regulatory organization by one of these firms was
false as was one application for employment campleted by
Mr. B and filed with several self-regulatory organizations.
Mr. B is today the national sales manager of a registered
brokerage firm.

R Mr. A's employment was terminated by a major brokerage
firm in 1975. The firm filed a termination notice which
stated that Mr. A had been the subject of several serious
customer camplaints and that the brokerage firm believed
that Mr. A should not be rehired in the securities industry
because he had admitted doing unauthorized options trades
in customer accounts. Nonetheless, Mr. A was hired by
another major brokerage firm within two days even though
it was aware of the termination notice. Sixteen months
later, Mr. A left to join still a third firm as an options
salesman. At the third firm Mr. A filed an application
for employment which was false in that it denied any
former serious custamer complaints or related conduct.
Within six months Mr. A was fired from the third brokerage
firm again for doing unauthorized options trades in
customer accounts.

b. Termination procedures

As discussed in Chapter VI, the NYSE, NASD and the options
exchanges all require member firms to file notices with them when
a salesperson leaves the firmm for any reason. Notification forms

are provided which specify the reasons for termination. The reasons

" generally fall into the following categories: (1) voluntary resignation;

(2) pemitted to resign; (3) discharged; (4) deceased. The rules

require that member firms file the termination forms promptly
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following termination, and, among other things, that the fims
disclose whether the terminated salesperson had been the subject
of any major customer complaints.

The notification requirements enable the self-requlatory organi-
zations to learn of possible misconduct which might reflect on the
qualifications of a registered representative to serve public customers.
For the notification requirements to serve useful purposes, the cir-
cumstances of employee termination must be stated accurately and
truthfully. The Options Study has seen indications, however, that
firms are not always truthful in their disclosures. For example:

. A major broker—dealer firm fired a registered

representative and quietly settled the claims of
six complaining customers (paying more than $60,000
in claims, some options-related), before notifying
the various self-regulatory organizations of the
termination of the salesman involved. 1In the
notification forms, the firm answered "no" to
the question whether the salesman ever had been
the subject of any major complaint by a customer
of the firm.
. After receiving written complaints about a sales—

man from at least three customers, and being aware that
others would be forthcoming, a firm discharged the

salesman. The firm answered "no" to the question on
the termination form which asked about customer
camplaints.
Misrepresentations made by firms to each other or to self-
regulatory organizations seriously undermine an important premise

on which securities industry self-requlation is based — that brokerage
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firms will deal honestly with each other and with the self-regulatory
organizations of which they are members, to assure that high standards

of conduct prevail in the industry. When such misrepresentations involve
employee misconduct, however, they seriously hinder self-regulatory
efforts to shield public customers from unsatisfactory registered

-

representatives.

The Options Study believes that the recommendations in Chapter VI,
concerning the establishment of a central file containing, among other
information, all customer complaints received on particular registered
representatives, will greatly reduce the problems presently caused
by inaccurate and false termination notices. Nonetheless, the
self-regulatory organizations must protect the integrity of their
filing systems by bringing prompt disciplinary action against
those member firms and their employees who file false termination

or registration notices with them.



