INTRODUICTICN

The Hational Assaciatlon of Securities Dealers, Inc. wlll cowplete

in Aumast,next, the flrst ten years of its existence, These were the

foroative yeers and it apcears aprrorrlate that at this time the Hosrd
of Gevernors should exswdne the record of the issociation In order to
detormine 1lts accompliehments and ite omisslons in relatlon to the
protlems that lis immedlately aheasd,

There is presentoed herewlth a review of soue of the more important
sapescta of the Asgociation's work durlng the past decade, It does not
purport to reflect everything which has been accomplished.

The work of the lspociation natureslly dividee into three diztinot
rarta: Administrative, Regulatory, Superviscry. Each of those have boen
covered in the review and reonort, Some of tha pattere touched upon here
have recelved serious conaideration by WASD In the paet but have not been
trought to full reallzation, They sre discussed hersin becauss they ve-
vresent probleme which may apaln confront the Board in some phase of iis
work,

The report 1a intended to asgiat cembera of the Beard of Govertors
to become conversant with Asacclation affairs, and to aerve as btackground
in eolving the problews of the future. Inesmuch as incoming wembers way
be unfamlliar Ath certain gctivities, tha review is more detallsad in
gome reorcects than might aprear eéssential, but every sffort has been meds

to held 1t to nindmum length and to ths nocessary facts.

January lT] 1914'9
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EXAMDTATICH UD ENFORCELENT PROGHAM

In conaldering the sxarination end enforcemsnt woik of the Asacclationm
1t should be romembered that whon the Laloney Act of 193% wma adopted 1in
1538 the busiresa was confronted with & situation in which it conid accept
cna of tvwe ellternatives. Tha altarnatives poatulatsd by the Securltlen
and Lxchenge Cowrmission at that time ware either to set up, mursuant to
statute, a bons flde eoffective self-repulatory mschanlam or have the rovern-
ment, through the Securlties ond Exchanme Commiaslon, greatly Incrense 1te
examinaticn and regulastory activities, not only with relation to fraudulsnt
types of activities, but alac on a propeosed extension of the then effective
gtetute to gover unethicel business practices, The {alopey Act Amendment
waa adopted, perhaps aa & leasser of %ﬂm evila, In any svent the enfocce=
mant work of the Association has consldsrable bearing on the effsetlvenssa
of' the concerptes then pravalcnt and atill generally accepted,

The Associaticn’s Examinaftion and Enforcement Program, ap auch, devel-
aped slowly, Ths first year involved primarily the organization of the
Association, and an endsevor to develop discussieon and understsnding of
the Associetion's rulea and to familiarize the mombarship with the problems
of the buainsaa., There were, hovever, & certalin number of cemplalnts handl-
adl InTormelly. In the first aight monthe of the Associatlion's activitles
there were 28 difforent matiers brought Lefore the District Businees Con-
duct Committess on an informal basia, Thens were customer complainta or
raferences from the Securitlies and Brchange Comnlisaton and woere not formale-
1y hanlled as violations of Associatlon rules,

The Flrst enforcocent activity of a forgal nature on & large scale
Involved the flling of formal cooplaints apainst 21 wember flrme in cone

nection with the Fublis Service Coppany of Tndiane metter. Thess ware
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filed in 1940, A considerable amount of time of the Aascclation officera,
District Businesa Conduct Commlttess and ateff psrsonnel was devoted fo
the P,5.T. matter until the middla of 1941, The Association’e actusl In-
feresuent Progam, as 1t io now knewn, really commenced In 1941 at the
direction of thes Board of Governors at the Januery mesting. In that year
a compreliensive plan was develaped eleng twy lines; flrst, {o continue
the educational work of the wvarious Dletrlct Compltteea and second, to
ascertain what the actusl enforcement preoblems of the Assuciatlon werw,
together with the extent and degree of viclations of the Assoclationls
rulse and Federal and State regulations. Filald secrsiaries or examiners
were hired on & full or part-time baele during that perlod for Diatrigts
1, 2, 5, 7, 8, 10, 11 and 12 ee wall as for the Lxecutive Office, and the
fAssociatlon commenced & propram which lnvolved examination, by & perscnal
esll, of every member of the Asscclaticon,

In cornection with examinatliona scome experiuentation in types and
methode of exawining was necessary, In Dletrict 372 and #14 Certified
Public Accountanta were employsd to examlne mombsra' bools and recordsa.

In Diatrict /8 all of the wembers wers sxamined by elther Assaclation
examinera or accountants. All of the members in Dietricta #'3 and ;4 were
examined by teams of Associlation oxaminera who went into the districis
for a limited time. Distrlict '8 also experimented with a gueaticnnaire.

The result of the flrst year's inteneive exsmination program diesclosad
that at the beginning, at least, it would not be practleel to cover sll
membera anmually by persenal sxamination, It wme alsc dlscovered that e
large number of the type of probleas or apparent violatlons of rulas could
ho ascertained by a questionnaire examinetion. The greatest nmumber of

problems revolved eround findings that sales wors rade to cuetomers at
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prices which wight not be falr, the failure to malntaln proper booke and
recorda, & miannderstanding of the techrlcal requirements of the rules
reletinr So sonflrmeticns and hypothecatlon of custcmera' securitise and,
in some lnatances, misuse of customers’ funda, It wme felt aftor a yoar's
experience that those problems relating to plsunderstandinge of books and
racordes rules and of confirmation requirements could be handled by con=-
tinuing the educetlon program through the NEWE, and through perscomal con-
tact with the mombera by the secreteries and the Dletrict Businese Jonduct
Commlttes meabars,

Bezeuse of the problems incident to the suthreak of the ver and for
logser reasons the Assgciatlon in 1042 1n5tituiad.a queftionnalre prograu.
In that yerr, duestlonmalres Yere eent cut by individuel districte and
avalusted by them, These guestionnealree were corprehensive in scope and
brousht to light, among other thinge, some of the problems relating to
inadsquate capital and Iinformaticn on pricing policlies. Insofar ag mari-
up palicies of pewrbere were concerned, the various commitisea asked for
& serica of conascutive transactions on the theory, s#hich proved to be
well founded, ithat 1f the member was chearging prlcee which wersa not fair,
11lustrative transactions would be disglaeed in any sufficlently large
saries of coneecutive transactions,

' Through thie perlod from 1gh0 through 1942, the Associatlon mlso
handled references from the Securlties and Excharpge Cormlssion resulting
frow exaninaticne in the £iedd condusted by Securitiee snd Exchange Con-
wlselion ocxeminere. The Commission then and etill doss meke 1t A practica
of referring matters to the Associatieon vhich indicate poselhle viclaticns
of the Asacclation's rules but which &c not, 1o thelr oplnicn, indicata
fraudwlent sctlvity suwfliclsnt to wmrrant revocatlon proceedings Ty the

Lommiasion 1tself,
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Thus 1% will be ssen that in the formetive period the following mothoda
wore used in effectuating the examination and enforeement phasa of iLszvoia-
tlon activity:

1. lMgetinge wlth memborg to acquelnt the members of 1he

Assoclatlion with the proolsma,

2. EReferences from the Securities and Exchange Commisaion,

3. Porsonal oxapinstion by Asﬁociation sxaninsra,

L, Examinations by_pertified Publis Accountanta.

9. Eraminstion by gqusesticnnsirss,

Attached hereto as Exhibit :'1 is & chart which ssts forth the com-
plairts of a foreel nature filed since 1939 by each diastrict by year, Thie
chart does not include the compleints ariaing out of the Public Service of
Indiana matter, It Ia to bo noted that the 120 forwsl complainte filed in
10k, the firet year of the Assoclation’s concerted program, ?ﬂprasent only
the wore serlous aitustlons. In addition there were innumersble instances
in which DMetrict Bueineza Conduct Committeel cauticned pepbsra with respect
te their practices. Buch cantlon covared 1tezs euch as bocka end records,
lmproper confirmations, inadverent hypethecatlion of customers securities,
and vioclaticn of technical rules of fedaral and state repulatory apenclosa.
For example, 1541 in one district in which all nmecters were examlned, 5
formel comwplalnts resulted but aloost avery cther member receilved a letter
atating that tha meobsr wvae not in compllance elther with the Assgcintion
or Federal or State regulations In one or more categories,.

The complaint and enforcement program developed into a failrly set
rattern, Atteched hareto as Exhiblt ;% is s chart setting forth the causas
for complaint by sections of the Rules of Fair Frectlce from 1939 to date

and the dispasition of complaints f1led, It la to be noted that with the
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exceoption of Seetion 1 of Artlecle ITIT of the Rulea of Feir Practice, the
freguency of ceuses of compiaint wers in the following order: Section L,
Section 18, Section 12, Section 1%, Sectlon 2 and Sectlon 21.

Section 4% requires memhera to deesl fairly with cuetcmere In the pure

chase and aasle of eecurltlea.

Sactien 18 prohibite froudulent, manipulative or decentive activi-

ties in cormmectlon with the purchese or seles of securlties.

Sectlon 12 providea for cerialin dlsclosures on conflrmwations

at or before the completion of the traneactlon.

Section 19 18 a prohibltion ageinst the misuse of customere?

funds epd sscuritice.

Seghtion 2 relates to the propriety of recormmendatlions for the

rurchspe or sales of sacurities to or for ~ustomers.

Section 21 1s a peneral provielon relating to the kesplng of

booke and records, In meny inatances violetlons of Sectlon 21

wore not alleged by district commlttess In complelnta, becmuse

of the technicel nature of the vlcletiona,

On the chart, Exhibit 2, there are dlsclossd 291 different vlclationa
of Seectlon 1, This resulte in part, from duplicationa, Inasmuch as the
rractice wea esrly eostablished of alleging an additional viclation of Sec-
tion 1 1f other Rules of Fair Practice were viclated. In all, sxclusive
of Fublic Service of Indlana, TU8 causes for couplaint have been alleged
in 323 semorate and dlstinct complalnts, As ehown on Exhibit 5t the peak
reriod in the Association's enforcement work wee dwring the years 1941,
léhE and 1943 durlng vhich peried 227 ceamplalnta wers £iled.

T addition to the handling of forwal comwplainta, the Asscclation
through arbitratlon and inforwal proceedings elec srranged for subetantlal
refunde to customers, In the gams time there were T4 flnes, resulting in

a total collection, excluaive of B,53,I., of $k0,572.,53; 11 firms signed
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coppliance atatementa premising future chesrvance of the rulee: T member
firme were censured; 16 firma were suspended; there were 57 expulsions and
94 ceses in which complaints were dismissed; 59 cases were reviewsd dy the
Board of Govermors and T cases were sppealed to the Securitiea and Exchange
Commission. There were 180 hearinge held before Distrlct Business Conduct
Committesns and the Board of Covernore in connection with theae matiera,
besides inmumerable conferaences,

Ona of the resulia of ﬁhe et orcenant program wves the sndeaver In
19h2 to adopt & capital reguirements ruls, whieh proposal 1a discuaeed at
length elaewhere in thlse review, The Board of Governore adopted and aubs
mitted to the membership In May 1942 a rule, requiring as a resouisits to
membershlp, a minlmum of 535,000 capltal or 42,500 capltal in the iunstance
in vwhich the member dild not handle customers' fundas or sscuritles. Thias
amendment wes adcopted by vote of the wenmbership. It was subsegquently
dieapproved by the Securltles and Exchenge Commlesion. Thie 4dld result
in ths adoptlon of X-1%C3-1, tha_capital ratlo reguirsment rule of the
Commieeion. The reason [or the proposel by the Poard of Governora of the
capitel requirewments rule was that 1n too many cases where customera wers
charged unfelr mrices, or customers! funde or sscurities were misused, or
in which lomroper recommendatlions werse made to customers in light of the
clroumatances, It waa noted that caplfal wae small or not adequata. In
cormestlon with mewbera! financial responsiblility, the Asacciation was
able to teke sotion In & certeln number of cawes in vhich mewbers were
found to be inscolvent. Committesa uniformly took the posiltion that for
s nmember to handle cuatomsrs! funde or gsecuritliss or to do buainess with
the public et a time when It was imaclvent conatlituted cenduct Incongis~

tent with juet and equitsabls nrinciples of trade and thus a violmtion of



-8 .

Sectlon 1 of Articls IXIT of the FRules of Fair FPractice. Thias approach
was kelpfol but admittedly it le not a copplete answer te the prohlems of
financiel responsibility.

Anothsr problen whizh these parly cases ouickly diﬂclosaﬂ,'partiau-
lerly with relatlion to 3o called "long profit" cases, was the situation,
in winlch, in meny inetances the fiim 1nvelved was et the mercy of one or
mare saleswen. Frow these and other situatlona, there developed the pra-
sent reouirsmenta in the By-Taws relating to reglstersd representatives.

Formel complainte, informsl complelnte sad Commlseion referencsa hava
dropped off in the pericd from 194% to date. Reforenca to the Exhibits
243, & and 5 will disclose almost the scwe Inatence of decresse in Commis-
slon references as docrease In the Amsccilstion®s formel commlainta. Con=
tributing to this decline wms the fact that there wms a decresse Iin mem-
bership durlngz the war} and the fact that both the 3.E.C. and the Asso=-
clation had to 1imi%t thelr activitiss during the war bacaunss of lask of
personnel, To a lerger extent too, It was dus to a ralsing of atandards
of the buainess, aa a result of the Assoclation's activities and the ine
creased awerensaa of the memberohip of nroper standarda of the buainess,

One very Important, 1f not the mest lmportant, factsor 1n relation to
thig situation was the develonment and final evolutlon in 1343 of the 5%
rvhilosophy by the Board of Governors. Brilefly, tha baskmround of that
philaaaphy_ia thia. Frowm the time of the {lrst ennouncement of the Asso=
claetion'e enforcement end pensltiss for violatlons of Section 4 result-
Ing from the sale of seguritiea to cuatomera at unfelr prices, queries
are ads to ganbers of the Boerd, District Committess and District
Buainaas Conduct Commltteae me to whet conetituted a fair mark-up., The
reaponsa to thess gquerdes could be expresaad, In general terws, in a

atatement that a failr mark-up depended on all the given circumstencas
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and attuatlions., Included in thesse clroumetances, of course, were the

then prevalling warket, the degres of sophisticetlon and knowledge of the
cuatower, the size of the order, the muber of dellare involved in the
sale or purchase, the cost of the sscurity by individual wunit, apnd the
availebility of the security on the mariket, One of the earlier chaiimen
of the Beoard in response tc an inqulry of a member aa to whal constituted
a falr profit replied, "That zrofit is unfelr which, if dlsclossd to three
responsible mepbers of thils busineas, would shock thelr conscience",

Through examinationa end through resulting statistica 1t wma disclca-
ed that the cvervhelming majority of transactiens In the over-the-counter
carket were consummated at mark-ups of less than 5%. Thersfore, in 1043%,
when the preseure for a definltion of 2 fair proflt or merk-up wee at
ita greatest, the Board of Governors enunciated the 5% philosophy. Since
that time a constantly Increeaing proportlion of =all transsctions has héen
consummated at 5% or lssa and as A yesult the number of complainta, re-
lating to wnfeir prices, have dropped. See Exkibit 3, That decrease
i3 in direct relationshlp to the deersese in complalnts hased upon alleg-
ed vloletions of other rules and 1s indieative of the fact that wmewbers
of the Aseoclation have raleed thelr standards and are to o much greater
degree teday, than ever before, ablding by what is roparded as ethlcal
and proper conduct in thelr business.

{na of the advantages of the Agsociation'e examinatien porgram, and
pna of the uesge to which resulting statistice have been put, wes the re-
aponAe 10 1542 to the propossd Compission rule X-1301-1C, vhich is dis-
cussed elsgewhere in ithisg review., This rule would heve requlred certaln
discloaures of mark-up or market in princiyel transactions with customera.
The bueiness wea uniformly of the oplnion that such a requirement would

ta dlsastrous, not only to the businessa, bhut to the publliec and would
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reeult in the Ilmpeirment of the proper functioning of markets, The Board
wae able, because of these statistice and becsuse of a knowledps of the
problema involved iIn the over-the-counter market, to demonstrats to the
fomnisslon that the proposal wvae unvarranted and unnheceassry.

The knowledre of nracticse and probleme of the business ia greater
today than ever before and has been and will continue to be of great assle-
tance in dealings with governmental agencles when restrictive doctrines

are proposad.

CAPITAL FEGQUIEEMFENT RULE

The sublect of minimum capltal reguiremente for members of the Apngo=
ciation has alwaye been one of paramount lmportance and, as such, reached
a climex in the year 1542. The problem was the bteseis for lengthy die-
eusslon withln the Agecclation snd elso frequently recelved 3, E, C, con=-
giderstion. The (ommission under the 193L Act was empowered to promulpate
rules affecting the financial condition of excihiange members and other
brojer/dealers who did a business through auch membera, and, at the tims

of the passags of the laloney Act Amendment, Congrees alsc authorlzed the
Commlagion to prescribe capitsal requirsments of general epplications in the
gver-tha-counter business., Rowsver, no applicebls rules or regulaticns

had been promulgeted., The Commissicn d1d ssy, howsver, in an cpinion

ipoued permitting the regietration of the Association that, '"the Commia-
glon hopee that the epplicant will undertske within the not too distant

fitwre the teek of inauring its membera' 2clvency. Of courss, 1t must be
borne in mind that the Commission may find it neceseary to promulgate its
own ruleg as to the financilal condition of all reglstered brokers and

denlers, whether ov not membera of the Association.”
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As a reault of the experlence cbtained from the enforcement program
condieted by the Asaocistion in the early yemsrs of Ita existence the Hoard
of Govermors was prompied to comslder the subtect of mwinimum capltal re-
auirements as cne m2ane of relsing the standarda of the eceurlitlee business.
The Board wos motivated By the fact thet the enforcement program dlsclosed
that menbers cfton iind only mesger capital or no cepltal at all, Such
membore Found 1t A1fficult to avold the terpiation of teking inerdinats
profits in transactions with cuswomers, since such profite would help te
reatora o favorebls balanca on the member'a financial ;t&temant. The
Board felt that a lirimum Cepitel Requiremsat Bule would scerve to cbrlate
certain abusos cxisting in the business and would be & sound step towmrd
protanting the publie Interest, Certaln objectlons meturslly exleted
tovmred such 8 rule, The princiral objectlions wers that the lAssccimtlon
had besn aet up as a democratle organization and that puch & status would
be imraired by the sliminetion of cortain dealera vhose financial stabllity
wae questlonable; tnat tied In with minioum ¢aplital requiremsnte would bhe
the queation of publiecdty of etetemente <lacliosing merbers finencial con-
ditlen; that thore woe & dueatlon whethsr tae pinimum capltal to be re=
gquired should be expresszed in dollars or wWhether 1t whould be related to
the wvolume of bueinese done end the amount of oblipatione Involved, and
whether the dealer 411 & cash or wmargin businesa,

‘The Board reallzed there wme nothing new ahout the guestion of capital
requirements since llmltatlions had been demanded In 2owe fore bY most of
the large stock exchangos and by the "blue-sky" lawe of vardous states.

For the wurpese of scvndlng out eentlment the gusstion was foruwally ralsed
at s meeting of the Board In Sentemver, 1i5hl, It was recommended that a

swvey be mado by the Executive Director and by Cowteel to debermine the
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feaslbllity end propristy of formuisting a Capital Requiremsnt Rule,

A report wme meda to the Bosrd In Jenuary, 1542 which provoked heated
diecussion, A48 & reewlt Counsel wae puthorized to draft & proposed amend=-
ment to the Ey-Laws of the lascclation setting up a Minimum Capitel Re-
quirenent Rule for members end to conduct Informal conferences wlth the
etaf{ of the 5, E, C, on the matter,

The proposed amendment was based upon & contemplated $5,0C0 capital
as requlsite for membership 1in the Aesceiaticn, This particular emendmaent
wea but one of twenty some changes contemplated at thet tims ln the re-
vieion of the By-Lawe end Bules of the Aspoeclstion.

Prior to tha next meetiny of ithe Board in 1342, seversl meetings vers
held with tha staff of the 5., E, C. at which certaln changes In the tenta-
tive draft of the new amendment were suggeeted, At the eame tims & sur-
voy wabB nede of reporte of sxeminetione of membere which hed been cons
ducted by the steff of the dAssoclaticn or by certified public accountants,
of questionnalres which had been sent to the membere In some of the dis-
tricte apnd of reports from variove atate securities commissione. From
these aourcee 1% wee estlmated that roughly 25% of the mexbers of the
Asgoclation would be affected if a 5,000 Capitel Requiremsnt Rule wors
to be eet up., At the meeting of the Board in May, 1942 the draft of the
Troposed amendment was pressnted to the Boerd apnd it wab unanimously
agreed To eubmlt the proposed amendmsnt to the vote of the members of the
Asgociaticon at the earliest possible moment, The amsndment provided for
a minisum of $5,000 nst capltal for those warhers wino cleared their own
contracts end & minimum of 32,500 net cayltal for those members who exe
clusively cleered through othara.

The propoped amendment aleng with twenty-zix other changes in the

By-Iawe and Rules of Feiy Practice wma preeented to the nepbers For wote
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in June, 1942 and with reapect to the Capital Requirement amendment the
vote was as follows: with 73.3% of the members voting there were 1,197
ballota gest 1n fevor of establilshing a Minloum Capltzl Requirement rule
and 759 ballots cest disavproving. It belng noceassry to obtalin 3. E. C.
approval, the amenmdment, together with the rseults of the balloting, wma
presented to the Commission In July, 12L2. The Coomicselon called for a
public heerinz to ohitein expressione from 1ntaraatad_partiaa bafore it
would approve or disapprove. The Commlselon's subsequent actlon waam
double-barrelsd. In a release dzted Cctober 28, 1942 it not enly dle-
approved the proposed amendwent bub also took occaplon to arnsunce that
It hnd developed 1ts own et cepital rule and wzs aboul to promulgate one
witten would reoulre the yzarly filing of financial statements by rapgla-
tered brokers and dealera. In the oplnlon of the Ccamileelon, disepproving
the smendpent, 1t wes stated that the wroposed swendwent wma inconslatent
with the peneral purposes of the Securitiss Exchenge Act of 1934 in that
spsaclationa covered by the Act were inteaded to he thoroughly denocratic
and *het, in effect, the proposed awendpsat wre dlacriminetory in making
alze a criterivn of melection of memberchip in the Asecclation,

The 5. E. C. rule 414 not provide for & standard minltum cepltsl
expregped it dollara but instead provided thet a2 broker or dealer could
not permit his eggregste indobtedness te ex.eed 2,000% of hle ne$ cmpltal,
Tt wme not until August, 194k, however that the Combission amended this
ruls to define the terms "net capital"” and "agpregate indebtadneas",

Under the deflinitfon cf "net capltal” the Commieslon provided, among
other things, that in the computation of net capital 104 of the warket
velus of broksrs'! sscurlibi=se positlions should be deducted. Subseguent
to the break In the market in September, 1946 the Coemission umade 1t

nown to the Asesciation infurmally that 1t wee consldsring an amendment
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ta the rule whereby the deduction of 10% of securities walues would ba
increseed to 309, The Commisslon In sttempting to Justlfy the proposed
change stated that 1t felt that the present 10% deductimn wes an inadequate
safemuard ageinst foroseeable market fluctuationn, Upon recelpt of notice
by the Aspoclation of thle contempleted amendment the matter was vressnted
to the various Distriet Compitiess for comment and the response from the
commitiesa was overvhelmlnply ovrosed to the propogal, The Assocliation
has not heen called upon to mske any Darther representatlicne to the cou-

mission In this matter.

"RESTSTERED REFERSENTATTVES"

The questlon of control of mecurities aaleamaﬁ i & problem that hee
lone been in the minde of investment benkers, Under the "Code" the rules
required approvel by a "Code" Commities belore a salesman could be employe
ed by a member,

The subject was first dlscussed by the MHASD at e meeting of the
Board of Covernors in September, 1041, when the Executive Commlttes au-
thorized a study of the existing By-Lawse, Ruloe of Fair Practice and
Code of Procedure of the Associetion. Among the eubjscta to be consider-
el wee the gqueetlon of reosvonsibilities of members in tranaactiona by
saleamen &nd the gqualifications of aalesmsn,

At the meeting of the Board in January, 1942 drafts of propoeed rules
wers aubmitted, the purpese of which would be to suable the Associstion
move effectively to deal with the probliem of employrwent and supsrvision
of ealesmen, The text of the rules ¢lusely Pollowed the Investment

Bankera Ccde provieions and is outlined herewith;
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1. Membera would be prohibltedfrom eoffecting securities trane-
actlions with or for salesmen or employees of another menber
unlese prior eonsent was obtalned {rom the other peubsr,

After consideration this section wes not approved by the Boerd singe it
wme balieved that It cowdd not eliminate certain practlices It wme intend~
ed to vrevent and might nlace & member In en emberrassing poslion,

2, Members would not bte permitied to employ any peroon asb a
ealespen unlesa auch rperson (1) had tvwo years' experience
in the pecuritien busineea, (2) wme over twenty-cne yomrs
of age and {3) was of good moral character. The first
qualification could be weived 4f the peracn had beosn ema-
rloyed by the member for a periocd of at least slx monthe
provided the coppeneantion to be peid 1o the paleaman would
he & Btraight salary and would not include cormieeions upon
pecurities scld. Furthermore the first two qualificstions -
could he waived upen apecific aprroval of the District
Commitiea,

Thie portion elee did not recelve the approval of the Bosrd gince 1t wae
felt that 1t would provide no edditicnal safepuward snd would involve cone
aiderable red tape,

3. llembere would be regQuired to supervise the sales methods of
Baleemen, to Approve all eslss made by salasmen and evidence
auch approval by written endersement, end to reguirs that
8ll orders taken by Bslsemen be sublect to acceptance and
cornt’irmatlon by the pember,

Thie portion wme mpproved by the Board and eventually becsms the Trepemt

Saction 27 of the Eules of Failr Practice.
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At the meeting of the Board of Governmors held in Mey, 19L2 the Exeou=
tive Dirsctor reported that the propossd apendoents of the Asscolation By=
laws, HEules of Fair Practice and Code of Frocedure had besn submitted %o
the Securities and Exchenps Commieaiom for Iinformel clssrance snd no
changes were mads in them, The esction releting to salesmen, slong with
others, recelved tha blanket spprovel of the Board of Governors. The
smenduents were submitted to the membership for vote In June, 1942 and
approved, to become effective Ootober 15, 1oLz,

In conpection with the selesmen ruls the Eoard of Governore advised
the merberahip that thie new rule was proposed out of szperlence with
the enforcement program of the Association, Tt had been found that,
althourh 1t 1a compon practics in the gecuritles bueiness for partpners or
officera of demlera to exercisee control over metheds apd practices of
galasznen, a number of HASDE membere were lax 1n applying this advissable
business policy. Ae a result complalnte were filsd againet mechers
becauss of acts of palesmen which in nesarly every¥ lpetance were glleged
by the empleying wember to have Yeen performed without 1ts Imowledge amd
congen%, 1In vlew of sush instances penaliles vere imposed upon thes mem-
ters for the rule viclatione reswlting from the salessments dlsregard of
Inharent responelbillities of thelr Job, The Board of Governora conciuded
after atudy of such casen, that it woudl be in the Interest of the whola
mombershlp 1f mcrs cereful sunervlslon of salsamen vwere lmpooed 2a a
requisite to mewbership in the Association. It was felt that, for the
majority of mexbere, the ruls would involve no nevw chligmticn and that
Insofar as thuse membera wWere concarned who would have to hegin exercias
ing control of salesmen or incrsass the extent of such control, the rule

would beccms m valued rrinciple of the wember'e businssa and posaibly
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prevent such wember from being faced with & complaint arlaing cut of an
employse'n carelasaness or recklesansea, and further, whether theaee
rules Were to be adopted or not, the Board recognized that a member has
a legal oblipation for the conduct of salsemen whe are 1% agente.

At the Septeuber, 1543 meeting of the Board of Governors, the
queatlion of the Association’s authority over members' salesmen waa again
roised by Wm. K. Barclay, Jr., then Chairmen of the District Committea
of Dletrict #12. He pointed out thet during some of the hearings on
complaints ageinet membera it wae necepesry ic have the testlmony of
selesmen 1n order ta dosvelop a proper redord and thelr experience had
been that salesmen refused to appear on advice of counsal, After much
diecugsicn the maftar was droprad, In view of the fact that there appearsd
to ba a question of Aeacciatlon power and alas tha swmount of work involved,

However, problema involving salesmen continued to ¢ome up end at the
meeting of the Beard held in January, 1945, the Executive Director
pteted in his report:

"The problem of proper supervielon of ezleemsn bme been before the
tusiness for a long time. Soma of you may remsmber that when the Inreste
magt Bankors! Code wae heing drafted, conelderaticn wes pgiven to various
requirements to prevent a salesman from indulging in practices contrary
to the best Intereets of hls soployer and the buelneas at larga, Conw
slderation wae being given In thoes deys to minimm educationsl require-
mento, as well ap fized c¢ompensaticon, Inetend of commlasicna for saleaw
men. The NASD initlally considered rules to protect members egainst un-
authorized activities of eales persomnel, but it waa not until 1942 that
a Falr Pragtice RFule of thls kind wae promulgated and adopted., It does
not appear to be a very effective instrument, howsver, and it is doubtful

1f ths BFule, ap a proteotion for the member, ls appreciated. The Rule



- 18 -

actuslly doee no more than speclfy procedwre %o he followed by a wember
to Insure cbaervance of tha common law, which is, In eezence, that s
rrincipal 1a resmonsible for the actlens of hia agent.

"Scaoe of cur memhers, We lnow, continue to operate on the theory
that their saleemen are so-¢elled free agents and that the flrm which paye
then has no reeponaihility to them or to thelr customers beyond executling
the ordere they bring in, Inetancee have come to cur attentlon of emlode
won engaging in practices contrary teo the best intersat of customers with-
cut the Association being able to bring proyer meaaurss to bear on the
membore cor the ealeémen, In othor Instantes, the condldence of an employ+
1oz mepber has been abused to tho detriment of the member, GSalesmen of
wembera, for ewample, have ¢npaged in securities transactions with other
mexhers without the movledge of thalr ewnloyer; have given concessions
to customers and engaged in cther highly unethical practlces all beyond
sur caracity to regulete and, to some extent, beyond the supexrvisory
capacity of ths swploying membsr, Further, members have reported toc us
the difficulty of comtrolling thelr aslesmsn, when a competing organiza-
tion, more lax in 1ts supsrviaion, la mlweys ready to hire a dissatiasfiod
asleoman of another organication.

"However, we regularly hear of ono or another form of abuse in whilch
gsaleamen indulge, allegedly, without the lmowledge of the member. And,
of courae, complaint cases, as often sa not, are traceable to the un-
regtricted salesmen = not that in these cases the membor ia alwayso
without blate,

"Seleamen are responsible for perhaps a wajor portion of securditiesn
turnover, Ae auch they khave it within thelr power to reflect well or
111 upon the bueinesa which semploys thew, It would eeem to be to the

best intereseta of every member suploylng saleswmen and to the busineas



-19 -

a3 & vwhols, thet feir apd proper stendsrds of conduct he required of
galasmen and meaaures be svailable for dilaciplining thoas who derart
from them, Dheciplinery action thet would befall the Empluyirig member
elona 1a not sufficient. Evean thouph discharged, a ealesman Is not re-
moved as a menace to the welfare of the businzss.”

The Boayd of Govermorse then appointsd a commlttee headsd by My,
Barclay to make & new atudy of the By-Laws and Rulea with 2 view fo
mroposing amendments wWhich would bring salesmon within the rules and
purview of the Assoclatlion,. After careful study the commlttes resorted
back in June, 1545, polnting cut that salssmen could employ Improper
mastices In deallng WHth customere Yet evTade dlpciplinary action by
the Association #ince ite control extended only to the firm, Tha
committee had copsulted counesl end the SEC =snd therefore recommended
oxtenaion of the Asasciation's suthority tn.amhraca salesmen. The report
smphaalized that there was no attampt belng mads to rellsve any member
from his privary responsibility, edding that "in impoeing penelties the
coumittass would enly waive the penalty againet a member in casas whers
1t would be found that the salesman had exceeded hia authority or acted
without the knowledpe and consent of tha house he was representing.”

The Beard of (overnore by unanimous votse approved a resolution to
amend the Assoclation®s By-Laws and Eules to provide for repiatration
of partners, officers, employess and other repreeentatives of manbers
with the Association ae "Regletered Representatives."

The amendments were auvbmitted tc the membershlp in July and wers
pagsed by a substantial majority of the membership. The vote was 1,022
in favor, 605 against. The amendmenta were to hecoms effective Decenker
15, 1545, Thia date subsemusntly extended to Jamuary 15, 1946 in order

to allow sufficient time for all individuals to register.
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The Securlties and Ezchange Commiseion held a publle hearing, after
this vote, at which testimony was taken both for and apainst the amend=-
menta. The Conmicalon permittsed the swendments to become effective in
the niddle of Septeroer, 1945,

Cn Janusry 2, 1946, thirty dealers, including thres who were not
mewbeara of the Asnoclaticon filed a petition in the United States District
Court In Hew Tork swith the result that the Court isaued an order, on
January 11, 1946, calling upon the Securitles and Exchenge Commission
to show cause why it should not formslly dlspese of thia matter by means
of an approprlate order deglaring the amsrdmenta effective, The petitione
ers later withdrew thelr petition for such an order,

The total registration on January 15, 1946 was 21,351, Since that
time thera has been a net increase ao that ae of Jonvary 1, 1945 there
wore 26,562 registercd representatives, The record shows that thers
haz been coneldereble twmnover of remletered representatives. During
1946 there wore 5,258 appllcations for repletration received agalnst
1,746 terminationa. In 1947 4,033 registratione ard 2,976 terminations,
and In 1948 4,262 repglatrations and 3,600 terminatione., OFf the total
8,322 terminationa only 3,368 have rereglstsred with another mewber.

Tha fipures hers presented would indicate that 10,165 individuals bave
entersd the eecuritles businesa in the paat three yoars as against b, 554
who have left,

The Asssciation By-lawe provids that membership in the Aesoclation
may uot be approved or continusd if the QEMber etpioys individusis who,
by resson of peat canduet, have been dlsqualifiled from engaging in the
socuritiss business through action brought by the S,E.C,, & national
securltien assoclaticn or exchange. 3uch restrictlon may be 1ifted,

however, with the approval or at the directlion of the S.E.C. Existing
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restrictions were found to be in effect againet 24 individuala wha
filed applicatlions with the Asacclation se Reglstersd Repreasntetlves,
The applications of 10 of theas were withirawn by the member after they
Wers given notica of the facts, In the remaining 1% cases the member
roqueatsd and wae granted a hesring ss a result of which the applica=
tione vere submitted to the Cormisslon with the reccrmendation that

the member be payrmitted to continue in membership. Tha Commission has
Isaued orders spproving these reccmmendetions. In two capes, the perscon
btarred wade applicatlon for mpembershlp in the Association and applisd
for regiatration s a broker/dealer with the Securitisa and Exchanga
Commiaston. These individuals wers permitted to reglster with the
Securdties and Exchanpe Commlasion and subaequantly became menthers of
the Aescciatlon, The Comnlsaion reetrlcted one of thess Individualts
activities to acting ae agent in all his transections with the public
with the exceptlon of salee of investment truet escuritles,

Thara have also heen rocolved seversl hundred applications for
indivldvala who have reported that they were a perty to an sctlon taien
by & State authority for a vlolaticon of & State ascurity law or had besn
smployed by a firm that wms so involwed. No actlon haa been talten on
theee hecause Sectlion 2 of Article I, the Asacgietion'e authority for
action against "Reglstered Representatives", bars only individuals who
wera subject 4o an order of a reglatered securltlies axchange or amsocla=
tion, or the Securities Exchanse Commlsaion and does not apecify any
restriction to uwembership baeed on atats action.

Three instances have been noted in which 1ndividuals were involved
in State actiocns but wers not barred from regletration by our By-Lawe.
However, 1t vas the oplnion of the Securities and Exchenge Commisgion

that if the member smployed thess indlviduals 1t possibly would be
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neceossary, in the npublic interest, te Inetitute revocation procasdings
afainst such memwbera, The Asseclaticn, in each of these cases, inform=
elly adviped the mewmber of the rposeibllity of Commisation mction if
theas individuals ware employed and the mewmber wilthdrew the appl}ca-
ticne for regleiration of the individuals s "Regilstsred Repreesnta-
tives,"

Slnce the regiatreation amendment was sdopted there have baoen 8
complainte filed with District Committess involving "Repistered
Representatives, "

One Piled %y & Pormer amployer of the "Reglstered Repressantative"
vasd wWithdrawn after it was decided the contract prohibiting the sales-
rnen from representing another securities deeler for a period of time,
was invalid. The other complainte were filed by District Busineas
Conduct Committeas, In cne caps the membsr wae a sole propriator snd
aa auch was exrvellsd and his registration revoksd. The complaint
azainst hia saloabun sme dlsmiseed. Two complainte agalnet merbera
wore dismipaed but the reglatration of representatives fnvolved wern
rovoked, One member waa censured and the "Regletersd Representative"
fined $100,00 and censured. Therse is novw pending a compleint againss
& member involving two "Tegilatsered Representatives.”

During the paet year the examiners of the Asscclaticn havae been
supplied with the names of the "Regletered Repressntatives”" of the
asmhera te be examined. The examiners have reported numercue dlscrav-
ancles in the Association’e recorda, wmelnly due to the fact that members
hava been negligent In adviaing the Association of terminations of
regiatratione and in some cases have not f£iled spplications for new
ctiployses, It im to ba hoped that these discrerancies will diminiah
as the cxaminers pursus the policy of sdvising members of the impertance

of filing applications and teymioaticna es they occour.
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COMPFULSORY AREITRATICN

Arbitration bas heen A metier of nctlve inferest to the Board of
Governora on saveral occasiona, both as concerms ike arhitration of
disputer betwesn werhers and the pettlenant of differoncea hetween
mewbora and their sustcmers,

Thers ia today no atendardizsed procerdurs or foruwsl machinery for
arbitration applicable to all econtroverslse slthough NASD membere In
adopting the By-Lawe have given the Board of Govermors authorlty to
adopt auch procedure for controversles arising under the Rulea of
Felr Practice and to delspgate to District Arbitration Cormittass paﬁar
to act ga srbitrator in dioputes wrdar the Uniform Practice Coda,

The Asgoclation bhes boen used Ba & medium in the settlewment of mewbexa!
disputes, but only on an informal basis and only vhere the involved
rartiea hava sgreed to ba bound by the decision of the comilttee or
croup eppointed to determine the issues,

In 1943 the Board insiructed the Asagciaticn’s Counsel te prepare
"formel procedure for the srbitration of controversles between membera
and between werhers snd the publice” and after consultation with othera
and atudy of the varicus yroblems involved, a draft of the Rulea of
Arbitration vae eubmitted at the June, 1G%i4, meeting. As thla provoked
diacusalon the Board instructed the Executive Director and Counsel to
aubmit additional amendments and to complete a Coda of Arbitration for
sptmiaaion t¢ the Executive Committee, which waa done after conaulting
the SEC and District Committess., Two points of the proposed Code
caused renewed doubts, nawmely the compulaory featurs and the lack of
g right of appeal, Ap a result the matter was roferred to a sub-
caqmittea for conference discusslon within the various districts, Sube

segquently the Code wme also submitted to ths District Chairman for
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g report on opinione snd viavwe of wembora. The Distrlcet Chelrmen were
Informed that the adoptlon of a Code of Arbitratlon Procedurs would
pernit tha Beard of Guvernorsa to perform a funcilon contempleted by
the By-lave end to ronder a valuabla service to meumbers and to the
pablic by providing a mechanism whershy controversiss couwld be quickly
ard economicelly settled, justice dona, the necsasity for complalnt
proceedings avolded, and the necessity and expepse of procesdings in
the courts avoided me well, When the Board met in Jume, 1545 and called
uponn District Cheiymen for reports from thelr respeciive dletricie,
the wajorlty opinion indicated that the membere elther had ne Interest
in the adeptlon of an arbltratlon procedure or were oppoeed to
osteblishment of what was consldersed cumbersoms mashlnery. Mo further

official action hae coccurved aineg,

THE UNTFORM PRACTICE £CDE

Fricr to the incepticn of the Matlionel Assoclation of Cecuritiea
Dealera, Inc. in 1935, fransactione in aecuritles over-the-counter
ware pade and eettled on a very Informal basia. The firm to vwhich e
aaﬁurity vas tendered in pettlement of a contract had to cake its own
dselsion as fo the negoctlability and scceptebility of the security
tendered. For many yeors tha naticnnl securitles exchanges had been
formulatine rules for delivery and waras In a position to imposa cer-
tain lieving requiremerts upon corpcrations whose smecuvritles were traded
oft Lnaly exchangea. The redult vas that ecorperatioas vhess ageuritlea
ware Listed on exchanres rorformed certain of thelr functions within
a definitive framework, so that it wes a conparatively simple matter to

eptablliah rules, o such altuetion existad in the over-the-counter



- 25 -

parketa, Over-the-counter deaslers were abliged to trade ln pocurities
of corperations which hed varled corcepticne as to the phyeical condl-
tien of gecuriiiea izasued to ths public and the methods by which such
securities could be transferred. Horeovsr, dealers themselvee arranged
thair transactions so informally that there wae often doubl &3 to the
exact terms of their contracts,

The Faldwin Locomotlve sltuation may be cited as an illustration.
A "when-igzued" warket in securitles of this coppany had been conducted
during the perlod In wnlch a recapitalization wme in progreee. The
aettlement of these "when-isaued" contracte provoked s sltuation in
walch the "Streot" bhaocame sware of the fact that settlement of all con-
tracts on one day would Impose s serloue financilal burden on certain
deglersa who pad mede aubstantlel comfracta In thia lasus, The Inveet=
ment Bankere Conference, Ine, was called upon to provide a ecluticn to
thie sericus problem and throush the offorts of that body 1t wes arrang-
od that dellveries could be rade In awall guantltles sc that ra-delilver=
les could he effected and by thla repeated tuwrnover by flrme with
limjted capital sll contrmcta were settled wlthin & short period.

"hen the M.A.S.D. was crpanized In 1939 Its sponecrs wers keonly
gware of the problems involved In the settlemsnt of contracts, Con=
paquently, its By-laws contalned a clause which vested in the Board of
Giovernors the authority to adopt a Uniform Practice Code designed to
nake uqiform, vhere practlcable, custom, practice, usage and trading
tecknigue in the investwent benking and securities businees, In addi-
tion to providing for a Uniform Practice Code the same article provided
that the Board of Governors would have ths suthority to issue hinding

rulings with resypect to the applicabllity of the Code to situations: In
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which there waa no substantlal disagrseuent as to the facts involved.
The Roard of Governors lmmediately appolnted a committee to draft such
& Coda. Tha rrobleme before the Cemmittee vore so complicated that
the Code, in 1ts finzl forwm, vas not adopted and mede affeuiive until
Aupuet 1, 1ghl,

However, pricr to the establishment of the Neticonal Uniform Prac-
tice Code the Doard of Governors was called upon o render & decleion
in an emerpency ailtuatlon, A p;an, dated July 20, 1937, for the re-
srganlzation of Fellensbee Bros. Co. had run Inte difflculties and it
was necessary to chtain & ruling as to the status of contracts covering
gacurlties of thie ccapany which were to be lesued under tha plan of
reormanlzation, After consldsring all facters Invelved, the Board or
Govarpores concluded that the coptracha could not be completed and an
announcement to thet offect was made In Ferch, 1340, Seme broker-
dealers ralsed the quastion of thelir compulsion to accept the decision
of the Beerd, but the falrnesa of the dscision and the right of the
Board to make 1% was penerally accaptsd.

The Committoe whlch had been working on the sstablishment of the
(ods wea sppointed to serve as the first Matlcopal Uniferm Practice Com-
plttes end one of the first matiers with which It wme confronted in-
volved "vwhen-fssued" contracte in the securitles of Erie Rallroad Com-
pany., The recrpaniratlion of the Erle Ballrcad had been 1n procses eand
the securities of the newly orpanized company were about to be Igsusd.
Meny dealers had heen cerelsss in conflrming "vhen-issued” transactions
nnd had merely stated that they hed deslt In Lrie Eellroed Co. common
stock, The certificates which were to be issued wore certificates of
beneficial Interest for commen stock and these were selling, in the

over=tha-counter market, at a prices alightly lasa than the price of
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the actval common stock, which wme listed on the New Tork Stock Ex-
change., GSince tks Issuance of the certificetes of beneficinl intersst
me conteaylated, 1t was Iogical to conclude that the dsalers muat have
been troding in such certificates esven thovpgh meny of thelr conflrma-
tions 4id not actvally say so. In August, 1341, the Commities so ruled
and directed that "when-issued" contracte in Erile Railroad Common stock
could ba mattled by the delivery of certifigetes of beneflciml interest.,

In Jenvary, 1544 the Wational Uniform Practice Committes found it
noceseary to lesus a rulineg on when, a2 and If issued comtracts in
agcurities of the Misscwrl TPeeiflc DRaillroad Co, vhich were to be Ilssued
inder a plan of reorpanization dated April §, 1940, A Federal Court
hed etatad that the plan wee not ecceptable mnd directsd that another
plan be devieed to satisfy the claima of the creditore. In the interim,
the Court ressrved the ripght to determine the hasis upon which any
raymente to the old bond holders of the Misgouel Pecific Reilread Co.
should be applised. On the bapis of all the facts bhafers 1%, the Ha-
tional Uniform Fractice Committes ruled that the contracts pade under
the plan dated April 9, 120 could not be complated.

Athough thia ruling vas recelved with preat favor by dealera
generally, a dlfficulty arcee when the New Tork Stock Clearing Cor-
poration, which tee holding substantinl deposlts marking Missourl
Pacific contracte to ths market, declded that the ruling of the Aspo-
giation did not give the Stock Clearing Corporation authority to dle=~
sontinue the intermediste clearance of contracts and to return funds to
thoss who ked deposifted them. Thelr opinion wme based upen the belief
that the contracts should not have besn canceiled until It waa possible

to compare the plan with a successor plan which was slready in exlstencs
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and vhich ehowed that the securiiles which wers finally to be iasaved
bora na relationship to thoae described in the coniracts. Soma dia=-
cugsion followsd and the New York Stock Clearing Corporation was final-
1y convinesd that any plan which the Courts micht subssquently approve
could not result in the isouance of securities which were 1dsntical to
thope ealled for in the contracta.

In August, 1044 the Committes found it necessery to cancel when,
as and if issgued econtracts in sacuritles to ba leaved by the Chicapo,
Milwaukes, St. Faul and Paciflic Railroed Co, under a plan of reorpani-
zation apyroved by the Federal Courte in October, 1O40. Contracts in
these securdties #era aleo the eubject of intermediate clearance by
the New York Stock Clearing Corporation. No difficulty was experisnced
cn the dlscontinuance of thie clearance and derpcsita made with the
Clearing Corporetlon ware returned lmmediately efter lssuance of the
ruling by the Assoclation, However, in 1548 a member of ths public
filed = sult in the Suprems Cowrt of the Stete of New York In which
he claimed delivery of $10,000, Chicago, Milwaukee, St, Faul and
Pecific Rallrcad hé"’;: Bonds due 2019 in asttlement of a contract cell-
ing for delivery of St. Paul i3 Bonds due 201h, in epite of the faot
that the contract had been declared incompletebls by the Association.
In November, 1IS4E the Court ruled that the bonds which were iesuad
under the susceading plan were different froem those mentlioned in the
contract, and atated that the ﬁrokar—daalar wae ot required to make
delivery an claimed,

This declsion was luwportant since the polnte of difference between
the two sscuritles wers, to the mind of the laypan, somewhet difficult
to discern and, aince the Court vindlcated tha Judgment of the Com-
mittee In thile caee, Lt 1s ressonmble to believe that it will be lese

difficult tc subatantlisate the actlons of the Comittes 1n other instances.
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The declsion of the Court 1e alsc important becsuse it was stated
that the meomber of the public wms not bound, in this partlouwlar {rans-
astlion, by rules of tha N.A.5.0. The confirmaticone issued to the
plaintiff by the broksr wom purchased the ascurltles for him stated
that the trancaction sme sub)ect to the nemges znd customs of the rar=-
ket upon wkich the trensection syms mede, The plalntiff claimed that
the N,4.5.0, vme upkown to him and eince he had not been yut oo notlce
that hie traneasction wmo subject to the wulep of the Associetion ha
could not be bound by ite rulea. Anrtarently the Court concurred with
that point of view, The decislion apain emphasized what the Cormittes
hes repeatedly pointed out, thet la, that transactions in the over-
tha-counter merket botween members should be made subject sepscifically
to the riles of the Apsogistion snd that the customer should be put eon
notice of that fact.

Aag related to the matter is the importance of accuracy end com-
pletenecan in confirming transactiona, The Commities had from time to
time published adviscory memoranda onm this subject and in 1945 deemed
it mdvisable tc again bring 1t to the attentiﬁn.uf the mewbers, It
published a complete commentary om the confirmation of "when-issued"
contracta, in which wap stressed the importance of an adaquate deacrip-
tiocn of the eecurity which is the aubject of the contract, specifica-
tion of the plan cor document under which the eecurity wvas to bs issuasd,
and the Inclueiocu of a condition that the contract be made subject to
the rules of the N.A,S2.0., Uf such sscurity wese traded In the ovar-the-
counter werket. In additlion, the mesmorandum discuseed such subjecte
ag acerued Intereset on bonde, morking contracts to the warket and the
gegrapation of funde deposited on contracts. Twe types of "vhen-issued”

contract forms wers approved, Although this memorandum dealt specifi-
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cally with "whan-isaueﬂ" contracts the principles enunciated in it
applied slao to regular way contrasts.

In sddition to the cases cited previcusly there were cther wattera
involving "when-isausd" sescwurities ucon wkich the Committee was re-
mdred to weke rmlings direciing the pethods for settlement of con-
tracts. Hovever, activitiea of the Natlonal Uniform Practice Com-
wlttes wers not conficed to controversies on "wien-iesued" contracts.
Since 1ts inception the Natlonal Uniform Practice Committoee has iseued
116 rulings and anncuncemente coverilng all varlstles of aublecte,

One secticn of the Code which breuwght order out of previous chace
ls 8eetlon 5, which 18 Ilwwwnm &a the ex-dividend rule. This section
hag often been the means of avelding alaunderetandlnga.

Erny companles followed informal methods of declarlng and announc-
ing dividends. In an effort to improve this, the Commities, in co-
operaticn with the Quotationa Commities, hes written approximately a
thousand lettors in which 1t dlacuesed euch methods and suggested
ad justment, so that dividends would be armounced well in advance of
the record date, Except in isclated instances cooperstion from the
compeniesa has been gratifying and the methods cuwrrently used 1n the
declaratlion of dividends are greatly standardized.

Turing the entirse life of the Cods the Fatlonal Uniform Fractice
Committes hms been active in ita adminiatration and has euggested
several amendwents to tha Code,

In 1044, considerstion wes given to the mmendment of Section 1L
in order that it might atate clearly the partise who would be sxpected
to accept llabllity for tranafer taxea lhcwrrad upon salaa and dellverse

i3 of securlties. Pricr to its amendment, the rule was vagus on the
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poldnt., Neithsr tha Hationsl Uniform Practice Code nor the Committee
attempts Lo determine whethor & tax has been Incurred on 2 transacticn.
Such determination 1a the functlion of tha authority charged with the
administretion of a particular ateck transfer taz law, Section 1L

of tha Cods merely atteumpts %o stete who sball be expected to pay the
tax if one has been incwrrsd in & transaction.

Tn 1942 Saction 2 of the Code was amernded to outline the rowsr
of tha Committee to isaue ruliogs. In 1946 the section wae egain
apended to glarify it. From time to time cther amendments to the
Coda have been adovted.

The activity of the Hatlonsl Uniform FPractice Committes hep am=
braced two cvartlcular altuationa which required contimiing attention
over the rast alx or aeven yeara. Thesa related to Central Staten
Elactric Corporetion and Portland Zlectric FPower Coapsny. In the
first instance the Corporation had been placed Iin the hands of trustees
and in 1942 the Cowrt closed the tranafer “oois of the Corporation in
arder to save coats of tranafera which had served to diseiuvats further
the asszata of the Corporatlon, Complete raopening of the transfer
books wee not directed wntil 1548. In the interim, wany certificates
wore clrculated throughout the "Street” and controjeraiaa arcaa &3 to
whether esalgnments on thase certifilcates were adequats ln meetlng
the requirementes of Sestlon 31 of the Cods. The Complites wes called
upan to review all certificates upon which controversien had apisgen
and it Ig satipated that several thousand wWere s8¢ reviewsd. Since
the recpening of the transfer booke none of the certificates reviawad
by the Commlttes has been rejected by the transfer offlce for dsfic-

fencies in asaignment.
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In the matter of Portland flectrie Pover Cowpany, dleputes arcoe
betweon wombere over dellverles of bonds of thls company by reason of
the feilure of the conrany to male Iintersst reymente as they btecame
Aue., Twdlce a year from 1541 unt;l 1958 the Committes has lesusd notices
tc bthe memberetlp with respect to coupone becoming vold s&nd bends bailng
a "good delivery".

Cn Aprdl 15, 1946 the Committee approved a est of Notarlal Acimow-
ledgement forme whleh could be used by oembers when such forma were
reguired and 1ln ilne wlth 1ta objectlive of providing uwniformity of
practice for the benefit of membere, the Commities recently approved
a got of ailx due bill forma calling for the paywent of dlvidends snd
other dlstrivutions.

In April, 1947 the Philippine Goverrmsent passed ite Republic
Act No. 62 requlring proof of ownership on sll Fhilippine securitlea
including thope which were held by United States owners. The penalty
for fallure to register ouch securdtles was wltimate conflacation by
the Thilippine Government. The Commitiee lmwediately moved inte thie
sltuation end after sowe difficulty was Ilnetrumental fin hevinz the
effective dates of the reglstraetion postroned ssveral times. In the
meentime, it pave sufficlent publiclity to Amerlcan holdere of Chillip-
pine pecurities Lo enable them to accompllsh the regletration reguired,
with the veeult that American holdera of Fhilippine securities werse
net, deprived of their property.

The Committes was slec eble to be of gome assrvice to mewbera In
working out the problems caueed by governmental restrictions placed
apainet Zmerican and Dutch "looted” securities,

In 194G and 1947, ths Commitiee wam active in abtaining simplifi-

cation of many of the adminietrative procedurss followed by the New York
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State Tax Commission in the aasesswent and collection of transfer taxes,
Tnespmoch as the Now York tax low wap a model for the tex laws passed by
five other Statea, methode of sesesewent and collectlon of taxes by
State authorities hae tecn censwhat luproved,

Federal transfer taxee also recelvad ths attentlon of the Committee
over m periocd of years. In coopersilon with other orpganizatiocns many
tachnical improvements in the paymsnt and colleciion of Federal Stock
Transfer taxes were worked cut and acoerted by the Tremeuwry D'epartment.
Une of these eliminated an lrriteting end time-wmeting situstion when
the Treasuwry Derartment permitted the upe of the eo-called cimibue walver
goncerning whlch all meambers were actified In 1697, Other succeseful
attenpis were made to synchromize and eimpiify wverlouws tax »ulinge so
that couplications of tranefer were eliminated to some extent.

The Cowmitfes nmp been working for seversl yeara on a plan by vhigh
the major transfer officee willl zccept pu=rantees of sgslgnmonte wmade
by over-thes-counter houees., FProrreed Lze been slow becmuse of confllet-
ing views existing aponp tranefer agents, the Insvrance companies whe
vrite indermity bonds, and the AssosiatiOﬁ'itaelfi The Counittes s
continuing to probe for a eslution of the problems which heve arison
in capnection with 1t.

It iz aprarerd® that the problews and compliszatlons arlislng in the
settlemsont of contracts have mads necessary the adoption of sound and
practical rules which would serve as s guide for the mewbere end the

Committaa. The {cde has met that need,

CIEARING HOUSE FOR TUE OVER-THE-COUWITR MARKEY

The sublect of & clearing house for the settlesment of contracte
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between over-the-counter menbers has been breoached at vardoue {imee
aince the birth of the lAssoclatlon and prlor to that wvaes conaidered by
e speclal committes of the Investment Bankers Conference, Inc, Atten~
tion was glven primarily to the forwstion of such a clearing house in
the Hew York area and, 1f thot proyed puccensful, It was the intentlon
then to extend the facilities on a nntionel scale,

The prorogal was presenked to the Board of Governorse in the latter
part of 19hl a£ which tims the Board authorized the forsmtion of a com=
mittea to investigate and report on the feaslbillity of establishing a
tlearing house for members, Thes Committes was composed of members from
New York, Chieago, Fhiladelphia, and San Franclsco, with Edgar 5. Baruc
of New Tork ag Chalyman, At sbout thaet time thore existed wlde mcotivity
in the field of "wheon-iscued” tyansactions and it was contemplated that
should the clearing house, to be setablished initially for "when=-issued"
contfacts, prove successful these servicee could be further eztended and
developed to handle transesctlons in lssuesd securities.

As to the location of such a clearing house it was felt that the
rincipal offlce should be established 1n the clty of New York with
branch offlce fasilities to bLe avallzble in Chiecage and San Freancleco.
The inltiel cc¢et of establishing the ¢learing house, whethsr neiional
cr confined to Mew York was, natwally, & metter of great ccncern. The
mrovleme of orpenization alsc covered tha queatlon ap to whether all
the members of the Assoclation should be gasessed an amount reprosenting
& eubscrivticon to the capltal sfteck of the clearing house corporation
to serve as & "zusrantes” fund or whether the cost should be borme by
only thoes merhera who would use the facilifiee of the proposed clearing
houss. The oqusetion of wargin gusrenteses to bte depopited and maintained

by clsaring membera possed another problem. The cormittes advoceted that
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the mechanies of clearing ba handled by the already exlsting Stock
Clearing Corporation of the Wew York Stock Exchange, with reeponsibility
for contracts naturally to rewain with the clearing memrbers of the
Assoclation, A%t that tims Sha officlalp of the Exchange wors not aversa
to such a provosal,

In preparing thia report the compittes conferred with remresenta=
tives of various commodity exchangsas, the New York Stock Exchange and
Intareated spokesmen for the henking industry. It slso smpployed Cer-
tified Publlic Accountante, vho mwade a comprehsnslve study end submitted-
a repori coverdng the formetlon of tha prappsﬂd clearing house, Iine
of the larcest deslere in lNew York were regqussted to eubmit fipures an
to their aetivity over a glven peried in "vwhen-lmsued” securities.

These houses willingly cooperated and the figuras submitted were of
great assistance to the commities,

While the atudy wms in progress the exigencies of current war
Irobleme over-shadowed and to a preat extent undermined the plane for
setting up this over-the-counter c¢learing house, However, the committee
sontinued 1ta study and finally submitted a roport to the BRoard of
Governors in May of 1942, in which 1t was recoumended that the Associa-
tien sponasr & cleering house sorporatlon avalleble to all membere of
the fsecelation, The Committes wma of the opinion that the bensfita
to be derlved from the operation of a cleardng house would accrue to
the members of the Aessoclatlon aa well ae %o the Investing publio.
Javinge in oreration would te effacted by faciliteting the actual ra-
ceipt and delivery of securitice batween pembers snd certain protective
features would be afforded throupgh cﬂnﬁrﬂl of contracts by a central
osrganization and by epargin depoelts required to bte mede by cembere to

support these contracta,
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The Board of Qovernors reviewed the committes report and, feellng
that 1t should exort ceutlon in eponscsing a propoeal eo beset with
technicalities, cencluded that the material in the rewort should be
rresented to the members of the Asscclatlon ao that they, acting =e
individuals or as collective groups, could decids vhether the matter
should be pursued, Subseguently it sent to all pechers a brief out-
line of the proposal and vequested members to subelt thelr opinlona to tha
committas. The Board at the saps time stated that 1t dld not wish to
Infivence mewmbers in any way, bui that if the rpoposition had heen me-
eented in more normel tlmes 1t would have probebly been s atrong advacate,

tHembership reeponse was apparently apathetlc end not until J&nuﬂfg
1544 wme the matter again brought before the Board., It was evident by
this time that I1ittls interest could be raised by the Board or the nem-
berahip. It was agually obvious that the watter was of greater interest
to the membera In tha New York siea than to thoee membera aitusbed in
other parta of the country perticularly with regard to the "when-lasued”
thnae slnce activity in that fleld vwme greatest In the New Tork area.
The Bosrd then decided that 1tas membera frowm Wew York showld weet with
the complttes for dlscussion and repert to the Executlve Commlttes,
efter which the matter wme dropped. Frincipal factora in the lack of
enthusian were the war situatlon and the technicalities involved=-such
aa the 4difflculty of obtelning perecnnel, lack of adequete space In
the varlous fipanclal. centers, and the initlal expense,

A guite recent develorment, dsscribed hereafter, has hesn the
extenslon of the facllities of the Gtock Clesring Cormoratlon of the
How York Stock Exchanpe to overstheecounter dealers permitiing the

dellivery of sealed envelopes containling securltisa, checks, ete. betwsen
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such dealers, Successful operation under thia srrangsment could well
rrovlde the etlmulus necessary to revive Interest in the formation of

A genoral cleardng house for over-the-cowtter members,

CENFTRAL CELIVERY - ITEW YORT

Opergtlon of a cantrel dslivery eystem for ovor-the-counter dealers
vas insugurated In Wew Tork on Fov, 1, 10BB, representing the culmina-
tion of discuesione lb progress for many yesre, The cblecllves of
these discusslone were the lacllitatlng of dellvsries between dsalers
and the sffecting of economies In day-to-day operationa. Tha first
rositive action toward thess objectives wae teken in April, 1948, when
ths Uniform Practice Committss of District :713 operod mepotiations with
the Hew York Stock Qlearing Corporaticn end with the Business Procedurs
Cormlttes of the Asecclation of Stock Exchenpge Filvms., A4 saries of
geetlinge wae held and a formel plen evaelved which resulted in the Stock
Clearing Corporation asdopting an apendment to their rules on Oct. 6,
1948 which made the plan effectiva,

Actual Central Delivery operations ccmmancedipn Hovember 1, 19L3
with nine over-the~counter dealers and clearing spentsa for over=the=
counter flrme participating. Nine demslers pay nﬁt aapear Lo Ne repre=-
gentativa but 1t should be noted that ocne of the clearing agents, name~
ly, Tho Trust Company of Worth Amerlica, tlears for over sixty dealers,
and other clearance agente aleo perticipate on behalf of thelr clienta.
Furthermore, it is posalirle for over-the-counter dealers who partlcipats
In the plan to ceke dellvorles through the Coentral Delivery operation
to 182 firms which are already mewbers of the New York Stock Clearing

Corporation, and to receiva deliverdes from them tlrough the same channel,
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The mechanlce of operatlon of the Central Delivery 3ystem, lnasofar
ag over-the-counter participants le concorned, differa in one major re-
gpast from the normal processes follouwsd by reguler Clsering Msmbaore,
Instend of dellvering viaibls securities to Cencral Delivarx which are
vorifled by actual count, the over-the-counter dealers are required to
deliver securities and chackes to Central Dellwsary 1n esealed envalopesa
bearing the olearlng house number of the desler to whom they are con-
aimned, A momber delivaring envelopes to Centrael Dellivery ls given re-
ceipta for the nupber of envelopee so delivered and at the same T lte mey
rlck up envelopes whilch have been consigmed to hin by sending dezslsra,
Contonts of packages mre examlred by the recelving member and I deter-
mined to be catlsfactory me to dellvery the recelvins member then loaues
a check in peywent and delivers 1t in A sealesd envelope to Central De-
livery conalpnoed to the sending dealer. The Stock Clearing Corporatlon
doea not partlcipate in the eettlement of items delivered thrqugh the
Central Delivery eyetem and hee no reaponainility for the payment of
auch ltews. The plan, hewever, does afford & deslired convenlence in
facllitating the delivery of sacuwritles and shacks.

Particlrating over-the-counter dealera are assesoed & service charpe
of $25,00 per month vlus $.05 £ ench envelope delivered or recaived
with & minimm total assessment of $50,00 wonthly. Advice has basn
recelved that eince the inception of the plan on Novezber 1, 1548 an
averaps of 400 envelopes daily have been daliversd through the Central
Dellvery System and it 1e belleved likely thal the syatem will sxpand

and g=in in porularity.
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QUOTATIONS

Ona of the mest lnportant of the wany conatructlve setlons by the
NASD, in the public inferest, has been the development of a system for
conplling guotationa on over-the-cowmier eecuritlea. Frior to the assump-
tlon of reaponsibility by the FASD euch gquotabtloms ware slmost entirely
those eupplied by indlvidusl dealera through epsclel arrangements with
newepapers in thelyr reopective fterritories.

The firat crganized dealer erffort io improve the quotetion situation
was undertsken by the Hew York Security Deslers Asscciatlon in estab-
iishing its ovm wachinery for gathering and dlstribhuting auch guotationa,
In dus time thiz responelbility wee underiaken by ths Fatlonal Assoolia-
tion of Securitles Dealers, Inc,, although 1% wes not until September
29, 1941 that the assoclationle National duotations Comnittee announced
policles governing compllation of neweparer quotations for the puldance
of District Auotztions Complttess. These policles ere set forth hore:

1. The protactlon of the puplie interest shall ba the

sarnmount consideretion of all wewbers and committess of
the NASD 1n the compilation end ewpervlaion of newepaner
quoctablone,

2. The liat of securitises to be quoted in muy newepaper

within a Dstrict shall be determined by the District
Ruotations Cozmitiee or a sub-qpmmittea thereof,

3. The actual compllation of the quotaticons, whether done
by cormlitees or individusl firme or olherwiee, shall
be gupervlaed and approved by the Dlstriet Juotaticne
Ccmmit#ae or gpprovriate sub-commlittee theraect.

L, Each quoted security shall be serarately considered
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by tha Dlstriet Quotaticns Committes or eppropriate
sub-coepittes thereof, They snall asaign a apread to
gach seeurlty based on the committee'a kowledpe of
looal markst conditions wlth respect to such escurity,
1ts mctivity, type, slze of laaue, price and other
pertivent attributes,

5, In computing tha published bid price of a eecurlity, two

or more of the best actual bida shall be taken into con-
sideration, The bld price to be publlshed ah;ll not ba
less than the actunl bida by more than the eguilvalent of
nowinal eelling commfssion.

6. The published seked price shall he deternined by adding

to the bid price determlned pursuant to paregreph 5, the
spread which has previcualy bsen aselznad to the security
by the dYuctatlons Committee pursuant to the provisions of
naragrarh Y.

T. &y wmember or other peraon who desires to offect = change
In the spread aseslmed to any security way after showlng
evir.’:_enca tkat he hee a substantlal iotersst in the securifty
In question, petition for euch a ghange to the Quotatlons
Comittee or appropriate aub-commltiee superviaing the
quotatlon,

Tarly in the yeer 1543 the Securiflee snd Exchange Commisaion began
taldng exception to the wethed used by the HASD In complilling 1fta quota-~
tiens for publicstion, becausa they wers based upon a fermula syetem
suverimposed unon the dealeral! marlet, Furthermore, the arpument waao

advanced that in quoting over-the-counter securitlee, the dealerse’ market
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only should be used, In the followling wonths the subject vms debatad
at gome length by parties directly concerned, representing both the
Securltlea and Exchanege Comnleaion end the Hatlonal Arsociatleon of
Securltliea Deslsre, Ine, The eublect of fixed eorende flnelly came up
for conslderatiom by the Board of governors at the neeting in September,
1543, end was referrsd back to the Watilomsl Suotaticne Committes,

Upon further consideration and etudy of the published guotations
rroblem the Hationel Cuotatione Committee comeludsd that, first of all,
1t ehouid be recogmized that thors are two dletinct markets involwved -~
dealsr or proefesaionsl traders! market and the retsil merket. And,
socondly, that because the over-the-counter merket 1s priwmarlly mer-
ehandizing In character, 1t ehouwld be Auoted on & retall btasle. And,
finally, In order to meet the criticlem that guctatfone under the syvon-
gorship of tha Aassoimticon were, hecause of fixed spreada, fletiticus,
auotaticne for publicatlion hereafter showld he ovtelined directly from
the dealers, vhich dauotetions In each caee should repreaent prlcee at
which said dealera are wllling to trade with the public. These viewe
resulted in the following resclution whkich vwas adepted by the Board of
fSovernors at thelr mesting Octeber 2.3, lchh:-

"l. It is the wanirous recommendation of the Nationsl Quote-

tlona Committee that all nevsraper quotatione sponscred
by the Aseosiation be actual prices at which menbere will
trade wita the gemeral public.

2., The Board of Covernors adviss all Distrizt and Local

Tuotatlons Committees of ite adoption of thie policy.

%+« That the Board of Governors Inatruct ths Hational Quota-

tione Comittes to counsel with Dieftrict and Local Quota-

tiona Commlttess to the end that this recommendstion be
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continously in force,

4, Thet the Board of (overnors authorlze a reasonable ap-
propriation lo underwrite any additlonal expenee incurred
in initisting thls program with the previsicon that the
Hationsl Suosbatlons Comnlttes report back to tha Beard st
ite next wmesting on poogross nadse and on prospective neesda
for fundse.”

In accordance with the foregoing the Chairman of Dlatrlct and Local
notetions Committecs wore advised by the National Quotatlons Committes
as of November 17, 1944 of the action taken by the Hoard, together with
suggeetione ae to weys and means for implementing the new policy and
aleo & copy of the masthead to be used, eald mastinead velng as followa:-

"'hese bid and asked guotations represent trices at which
one or more dealers, members of the Mational Asaceciation

of Securlties Dealers, Inc., would trade with the goneral
public at the time the guotations were gatherad, 12 noon

{today){vesterday},"

For the most part, thera belng but one sxception, the new aystenm of
wompiling tuotations for release to the Prasa under ths sponscrship of
the Assoclation recelved the approval and support of the Distrlcts of the
Associntlion, At the Board mesting held January 14-15, 1546 the Chalrman
of the Hatlonal Suctations Cnmmittae waa able to report that the new
program hed been carried aut satiafacteortly throupghout the Associatlion
with the sxcoption of one diatrict,

On Januery 5; 1C4T under fh& directicn of the Maticral Quotatlona
Cormmittens a new project vas offlcilally begun with the publication in the

Wall Street Journel of the approximats weekly ranges of about 450 less
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actively traded unlisted securitles, Both the Wall Street Journal end
the Committas falt that these 450 conatituted a group of over-the-counter
securities which, although not of sufficient interest to warrant daily
published quotsations, merlted some parket representation pericdically.
The Aepoclation agresd to provids this weeltly range compllatlon, the re-
teil pricea of whiczh wers to be baasd upon daily dealsr marksts, and the
Wall Steest Journal agrsaed fo publish same in thalr Honday sorning sdi-
tione, It waa felt to ba very luportent thet the nature of this couwplla-
tion be very expllecit and carefully sxplalned. Thersfore the followlng
zasthead was deslgrnataedt

"Tha following 'bida’ end 'asiede’ do not represent actual

traneactlions, They ere Intonded as a gulde to the approx-

imate ranga within which thess ascurities ¢ouli have besen

sald (indicated by the 'bid'} or bought (indicated by the

'agked!] durlng the preceding week."
This weekly range warket bas been publlsked rezulsrly to date and has
been recelived with ao wuch interest that ite coveraga haa been materially
incressed to approzimately &00.

“hen the weekly range 1ist came %s the attention of some of the
pergonnel of the Securdtlee and Zixchanpe Covmileslon, the Firet reaction
wea that the range markets were actuslly flictitlous gquotetiona. Howevar,
1t wves peointed out that this claim of fietitlous guetations could not he
anplied to the woekly ranpge wariets becauss tya yide! and 'eskads' as
dafined in the explanatory mesthesd were not duotatione, Upon analysls
it became apparent te tha Mational Tuotetlons Committee that there wme
littla difference between the weekly renses and the dally quotations
axceyt that cne wos on a weekly baeis and the other on a dally basis.

Tha Commities conclufed that a aimdlar explanatlon for the aske of



+ L -

accuracy should be used for HASD dally published markets. Also 1t waa

felt that in ao doing, the Association could not In sny roeaibls way be

accused of publishing flctitious gquotaticone, Therefore, upan authority

voated In the Fational Quotatlone Committes by the Board of Covernors,

the followlng wasthesd wes adopted at a meeting of the Hational Quota-

tiona Committes on April 18, 1947 as officlal for NASD published marketsa,
"Me following 'bids® and ‘askeds’ do not repreeent actual
trannactions. They are intended as & puide to the approxi-
pate range within which these securities could have been acld
(indiceted by the 'bid!) or bought (indicated by the 'asked')
at the time of each day?e complilation.™

In accordance therewlth gll distrlct guotatlons committiees wers
requested to print this maptherd at tka top of their relesee gheets and
to urge the newapapsrs In thelr reapestlve localltles to conform with it
in their respective headings.

In comection with its quotations work the fAssccietlion hms elusys
recognized the velue of poblished guotations to the over-tie-counter
market, Ilaturdlly the Asecciaticon dapends upen 1ta Hetlonel Guotatlons
Committee to sesk the ways and means of increasing and extending overs=
tha-counter rarket reprassntation in the flmsnclal columns of the prose.
Uith this thourht in mind the Natlional Quotations Committee hes bean
sonducting a survey, the garpose of which Ia to obtzin atockhelder dls-
tribution data by states ocn a selected liat of Over-the-Counter securi-
ties, 3So far data covering nearly LCO aver-the-counter stocke hae been
obtained. The Cogpmittes feela that thla information should be of help
to Local fuotaticne Committesa 1n obtalnlng representation in the flnan-
¢ial columns of Individual newsispers on those stocks which, by reason

of the respectlve nusber of resldeatial stockholdsra, ars indicative of
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sufficlent resder interest. Much of thils informatlon has recently been
placed in the handa of Distrlct Secretaries and thelr cooperatlion hae
been ranuested for effective use thereof. It 1e hoped and expactaed

that thie will result in Incressed repressntation in the over-the—ceounter
market in the newapapere throughout the country.

The present reaultant status of activities in comnectlon with the
publishad rarketa of over-the-counter securltiss under the sponscrehlp
ﬂf ths Asscclation la na follows:

1. The rvresent aystem 15 in operation throughoul wost of our Dis-
tricts with the oxcaption of a few localitiee where either intersst In
quotationa eppears to be wore or lses dorwent or where they are belng
provided through local trade asecclationa uf individusl dealers.

2. DBessd upon data which is atill incomplets, 1t is reascnabla to
ostimate thai market-releases fo the Preas on Odver-ths-Counter securitles
under the svensorshlp of HASD covers sbout three thousand issuee end
sppesr in about 9% newsperers., Helenpses sre pleo made to four Preas
Associntions through which services a wlde dlatribution of published
markets ls obtained.

It {a evident that very great progrose has been made In the publica-
tion of aver-tha-counter securitise markets in recent yeare, More unl-
formity of policy and methoda of operstlon have been achlaved, Trusr
and more realistic warketo are belng reported. Increeslng representaticon
of the Cversthe=Counter Market In the Press has been obtalned,

Further progreas la poselble and deslrable and can be counted upon
through the Asecclatlon's continued active intsrest 1n snd sponecrahlp

of yublished marlieta on ever~the~counter securitiles.
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GROUF THEURANCE

LY

The subject of Group Insuvence arcsa freguently at mestinge of the
Board almoet from the fesoclation's beglnning but 1t waa not until 1947
that dlscusslons crystallizad intoe action. At the d'rectlion of the
Chairman of the BEeard, the Exeoutive Director opensed dlscuseiocne at that
tims with varlous insuwrance conpenles on an exploratory basta,

Savaial lnsurance compenles were canvassed and &2 plan wes finalily
worked out with the State Mutusl Life Assurance Company of Worcester,
Vase, which was approved by the Board in January, 1348, for eubmisston
to the membership.

The State Hutual I1fe plan Pinally accented wae a Group Life and
Group Accldental psuth and Hemeoberment non-contributory type ¥hareby
smploysre were regulred to ineure all full-time employees, and to pay
the sntire premium In order to participate. The plan was to be conducted
without axpense to the Asaocclation, and was to be adminlstored on a
"frustee" basls vhersby the trusteea appointed by the Board would receive
and accept payments frowm the membora which would he held Iin a trust fund
to movide for payment of premlivme due the lnevrance compeny. The in-
gurence cooparny agreed to provide an experlenced employes, who, inltelly,
would take sare of the mechanles of sdministration and accounting. The
initial effactive date of the plen was aet for May 1, 1043 at which time
159 flrma had declded to partlcipate with the inawrancs coverage smount-
ing to §,348,500. On January 1, 1540, sight months later, 562 firme
vers partleirating. VWearly 3,500 employeses on that date were covared
by insurance in the amount of §19,027,000.00.

The insurence is avallable to all full-time smployess, actively om-

ployed offlicers, partners, and propristors irrespective of amge and without
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wodlcnl exemination, The plen provides life Insurance ranging from

51,900 to 35,000 for empleyess depending upen wage claselflcation, and
510,000 for sctively employed officers, parinsre, and proprietors with
glmiler smounte vayable for acelidental death or dlsmesherment. One
feature of the plan la the simpllcity of the bookkeeping neceeeary In
adminiatration. This simplification of edminletretion wekes posalble

the premium rate of $1.%0 per $1,C00 per wmonth, which covers both types
of Ilnsurence., Among the benefi1ta provided by the plan are opticonal modes
of settlement, the privilege of deslgnoting ome or more benefliclaries or
changlng thelr designstion at any time, welver of premium clauee, end

the converalon of policles, upon termination of employment, %o any normal
ordinery policy, issued by the Inaurance company, sxcept term 1nﬂu£ance,
at the then attained age without medical examinetion,

Operation of the plan eslnece 1ts incepticon hae been satisfactory, and
the rayment oF c¢laims hema been handled expedlitliously. Letters are on
file from beneficlarise expreasing gratltuis far the foreelght of the
Aapociation in making the insuwrance evailable end for the promuptness with
which claips have besn settled, As of Janusry 1, 1549, 16 death clelims
kad been paid in a total amount of 311h,500,00.

I% glowld be noted that the ;ataﬂ mentloned wreviously are thoae
which were In effect for the firet pelicy year. Amnually thereafter the
cenblned locy experience of all participating firme will be ascerteined
by thas Ineurance company and the rates for the emepulng year will be
determined on the basls of such experience, Any divislble eurplus will
be npportlonsd annually by the Trustess,

An anfavorable loss experience protebly would reeult in higher

prawivm ratesa, An spproximeticn of the averege age of thoes Insured ae
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of Januwary 1, 1949 was 47 yearse vhich is higher than the estlmated age
upen which tie 1948 premium rete was based. This average age of those
inaured hasa been decreasing aa the larger firma have participsted in the
Plan and it is hoped thet the trend wlll continus ec that any necesalty

for increaeing the premium rate w1l be eliminated,

GOVERIMAGTT EIATIONS

1. SECURTTICS AND FRCHANCE COMIISSION

Any dlecusslon of the Aseceiatlion's relstlonships with governmental
arenclea of alther state ox .na.tinna]. character muat, naturally, be large-
ly & dlacugelon of dealinge wlth the 5,E.C,, conferences with respect
to varlous types of proposed statutes, rulee and regulatiecns, as well as
the lmpacst of the 5,E.C., under the laow upon the Assoclation's owm rulea
and procedure, Closa contact 1 maintzined with the Commieeioners end
the staff at g1l times,

In the firet Instance the representatives of the Investment Bankers
Conference, Inc., and the representgtivea of the 5,E,.C,, Jointly worked
aut the Maloney Act mmendment and substantial copprowises on both sides
were made befora sufficient agreewent could bte developed to submit a
statute to the Congress,

With rearect to tha Assocciatlon itself the statute provides that the
Commiseion shall have the ripht to review diaciplinary proceedinga of the
Aaancie_tic}n_; that it shall have the right to reviev eny deniel of merber-
ship; thet it hes the arecific duty to amcartain thet dues ere falr and
acuitably sanesasd; =nd thet ths Cemmieaion shall hewe the power to dis-
approve any amandment or addition to the By-Lawe and Fules oF the fLeao-

clation even after adoption therasaf by the membershin.
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The Commiseion, of course, had to approve the original reglatration
of the Association as a rogistered eecuritles ssesclation and te aprrove
the By-Lawe and Dules, Since then there have been a number of amendments
to the Rules and By-Lawa, Coda of Procedurs and Uniform Praetice Code
vhich have been submitted to the 5,E.C, Only one of theas has been
dieapproved by the Commission. That one wae the propesed capltal require=
wente rule in 1942,

It is evident that the work with the Commission has involved a day-
to-day contact in the handiling of affairs of mubial Intereet but even
oore than this hne besn Involved. The Aragcietlon hae aver tThe veara
besn & Tocal peint throuvgh which WACD cembershlp, repraaenting the 1n-
vestpent husiness, could bring their cblectiona or suppestions to bhear
for changee in rulee and regulations or administration of the statute.

The Aspociation, together with the L.B.A., the Fow York Gtock Ex-
change &nd Wew York Curb Exchenge, and in conjunction with the Com-
miealon, hae aince 1040 attempted to-find common ground for the sub-
olealon to Congress of a yrograwm for a broad reviaeleon of the Securities
Acts., The preater necessltiea of the Uar program forced abandonment of
auch efforts In 19L2 but discussions were revived in 1946 and have eince
been in vrogreea. any msetings have been had by the Commitiee mambers
and by the ataff with Commiseionsra and ataff of the Commiasion, It is
hopad that as & reenlt of those conferences some amendmente may be subw
mitted to the preeent Congress which will meet the difficultiez inherent
in Sectlon 5 of the 1955 Act, If this hope 19 resilzed then other prob-
lemzs will be similarly deelt with in a comsultation propgrawm.

Probleas relating to propesed rules and repulations of the Commlasion
have alweya h&ﬁ the full conalderation of the staff and the appropriate

committeos of the Association. Cuatorarlily conaultations are held with
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the Commission or ita etaff iz which tha Apmcclatlon hmg been able to
present constructlve suggestions on behalf of the membera. The normel
oblective of the Apeccilation has been to oppose any proposed rule which
was consldered to be unnecessary and wnworkuble, and to endeavor to
amelicrate tha impact of rules which, in the opinion of gqualified per-
aone from %he bualneas, wight perhape be neceasary, but which wers not
praclaely vorkable in the terma sa originally propesed, Probably the
most effactive manner of presenting the Assoclation's work with the Com-
misslon 18 to review briefly the core important mattere of the past do-
cads In which the Aasociatlon, in the Interast of the induatry, has asen
f1t to take actlon, sither sa conculbtant, supporter or opponent.

Much of the Aeeoclatlion's work wlth the 5,E.C,, hae Beéen in connec-
tion with the so-galled "%-15 ¢" rules adopted or proposed under Section
15 of the 1935% Act which, ta general, are rules applicable to the over-
the-counter industiy. One of the wost controverslsl proposale was that
rule to be classifled aa H-lfcl;lﬂ, or a3 commenly termed the "disclosure"
rule, The rule was offered for comment by the staff of the Commission
snd was not, by its Initial terms, a provosel of the Commission itself,
It purported to require the disclooure of market prices on transactions
with custopers under cartaln clrcumetancess. Many conferences betwoen
the steff of the Assocliation and the ataff of ths Commlsaion vers held.
The entirs werbophip of the Asacclsatisn wma furnlshed with a copy of the
Troposal and comments wers recelived which aiscloeed that the membership
wae overwhelmingly opposed to any such rule, In the letter part of 19h2
a Joint meetlns of the Commleslon and the Zxgcutive Committea of the
Aspociation was held et which the Executive Committee rresented, on
behrlf of the rembershilp, s wemorsandum sxpressing the views of ths Azso-

clation in oppesitlen to the prowessl, The meworandum, together with
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the letter of transmittal, is attached %o this report as Exhibit ;6.
The rmule vas never adopted and the Cormissien stated, In a relesae dated
April 2, 1947, “As a result of the comments received in 1942, the Com-
nission determined not to adept the proposed rule F-15C1-10". It 1a
guite ebrious thet the efforts of the Asscelatlon and 1ts representatives
in this inatanoe are responsible for permitting the industry to orerate
to-day without having to bear the omus which would have resulted had the
rulae besn adopted.

tnother rule under Sectiom 15 of the 1954 Act, listed as Rula
X=15CZ-1, relates to the reguirements which muat be met 1n comnection
vlth the hypothecation or commingling of customers'! securitles, Thia
rule was made effactive on February 24, 1941 snd created numerous tech-
nleal problems. Because of the tochnlcelities involved, the Assoeistion,
sfter weeks of concentrated work with the (ermission staff, sponsored
snd conducted dealer forums throughout the country to oxplain the lmport
and remificetions of tha rula. 4t the sams time the Aassoclation pre-
- pared BFd sent to the mewbers a memncrandum which endeavored to clarify
the requirements of the ruls,

Ap stated slsevhere in this review, the Commlesion, after lndicat-
Ing Initlal aporoval, saw it to disapprove a pinloum capital require-
mentt rule of the fsscciation and then procesdsd to lseue lts own Rule
X«15C%-1 covering net capital ratic. The 5,E.C, rule, howevsrs, waa
implemented by definiition after continuing consultations over & two-
yeay pericd between the Commlselion ataff and & special Assoclatlion com-
mittes and the staff of the fssoclation during which there was an en-
degavor to rake more workeble the accounting requlresmsnta and procedure
originally sei forth In the Commlselon preposal, as well as the definla-

tions contained theraln,
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Mettere under other sections of the Act were given comparable atten-
tion, On Jenuery 2, 1240 Rules X-17A=3 and X-17A-4 becawe effective.
These rules ralate to the maintalning and preserving of specifled buaks
and rocords by brolers and deslers, Yers, as in the cass of the hypo-
thecation rule, the Assoclatlon Issued an explanstory memorendum to the
members describing in detail the nature of the records which the Commla-
slon ruled aa necessary and, to supplowent this, the Aseoclatlon, In 1gk8,
with the approval of the Commisslon, made avallable to members a "ki1t"
containing 11lustrative exsmples of the manner in which baoks and records
wirht bo kept to comply with the rales.

Rule [«1TA-5, which appearsd in 12243, covered the annual statements
of Flnancisl condition to bs submitted by brokers and deselers to the
Commieslon. The rulse, as it was {inally loeued, was the composito re-
eult of conferences between the etafl of the 3.E.C., state securities
cormissionera, the steff of wmriows stock exchanges, the IBA and the
gtaff of the Association. The sfforte of thess pgroups were concertrated
on the formiation of a tyre of reporting which, in form end procedurs,
would be apollicabls to all brokers and dealers repardlesa of the syatem
ueed,

The rules zdonted by the Commilssion undsr Section 9 (a) of the 1934
Aot relatlng to mering, fizing =nd ztabilizipps were made effective Iin
1540 and were snotlier exarmle of collsboratlon with the Commisslon during
the course of 5 long and coopsrative etudy Io ettempting to bring about
rules which vould be workable and with which the Industry could comply.
Fore recently, and arieing from the ¥{alser-Frazer offering, the practical
operstion of Section 9{a) provided thks reascn end the basis for confor=
encea hetween the fsscciatlon and etaff of the Commlssion. In the bellef

that the nrefent provisions of the ruwles were lnadequate, insofar ma
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ctebllization wae concerned, the Comeiseion called for submleslon of
proposals to modify the yiles. A epezlal commlttas composad of ‘reprs-
sentatives of the Associetion, the IBA mnd the Assoclation of Stock Ex-
change Tirme "8 formed and met with members of the Commission staff to
discuag the need, if any, for changes in the rulea to cover epacific
pituatione which were of concern to the Commisaion, It was recognized
that certatin problems 4id exist but 1t was the unanimous cpinlon of the
Committes thot to attempt to institubc more restrictive rulea would only
gerve to create wore problems. The Commisslon staff has apparsntly con-
curred with this opinicn.

Other propesals of the Comipsion have been similarly suppressad
befora reaching the operative stage through the abllity of the Assocla«
tion to convince the appropriste representetives of the Commieslon fthat
a sugpested ruls or change in rule waad not regulred. One notable sxample
vas the proposed ruls, offarsd in April 194G, relating to so=called "froe
riding"”. The proposed rule was presented at a time when undsrwritinga
ware uhusunlly humerous and offeringe of securities were being dlepored
of rapidly in a rising merket. Conelderation of the Diatrlct Committeen
and the Board of Governmore resulted in the opinion that the problem, If
one exlsted, covld not ba handled properly in the manner contemplated
by the provosed ruls. Subsequently, dlessussiona were had with thse Com-
misaion and the fAssoclstlon asserted that, through 1lts powars under Sec-
tione 1 and 24 of Article IIT of the Rules of Falr Practlce, it could
adequately control tho altustion. Shortly thereafter the paneral daclina
in the merkets ellminated much of the problem, The rule wmeg not adeptad.

Another phase of the Assoclation work with the Commisalon which 1s

of interset to a very large mubar of members conelstied of negotiatlons
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wlth the Commlspnion resulting in the adoption of the Investment Company
Aot of 1940 which generally repulstes the manner and mechanics of regis-
tration and sales of ilnveatment compeny securitles, Secilon 22 of that
Aot providee that a reglstered securdtles association may adoept rulee
roleting to methods of pricing, redemption and cellateral matters, An
Invaetment Trust Undermmritera Comnittee hes been in exiastence since the
bteglmming of the Assoclatlon and that committes worked cluesly with re-
pregentatlves of the Coxmission and the Congress in the preparation of
the statute, Thereafter, the Investwent Truat Underwriters Committes
prepared, and the Board of Governors recoumendsd for adoption, Sactiom
26 of fxtilele TIT of the Bules of Feir Practice. The rule was mdopted
by the memberahlp and preovides for general mschenics to be ussed by mem-
bera in dealing In securitias of Investment companies, The Commiwslon
haa never adopted rules, as 1t haa the power to do under the etatute, to
duplicate or in any w%ay sxerclse 1t3 vowers under Secticn 22 {¢)} of the
Investment Company Act of 1940, primarily bezaues of the effective opera-
tion of the Aseccistion rula,

More recently the Investment compeany fleld has provided the basis
for further consultive relmtione with ths Commieelcn vhen, In April,
1948, 1t eritlclized charts which purported to deplet, in cumulative
fashion, the performance of an inveetment company, Conferencea were
erranged between the Commlesion ataff snd the ifnvestment Trust Under=
vriters Comnittes vwhich reevlied In Commiseion permiseion to use a
apeciflc type of chart, with the undsrstanding thet sdditional charte
may be used 8o lomg as they do mot tond to mlelsad prospectlve purchasers.
The {final solution was a falr one and of materiel walue to the securities
induetry aa & whole, as well as to the Investment trust underwriters and
it gerved to creaste better understanding between the Associstlon and the

Compiesion etaff.
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In 1545 a epecisl committee of the Board of Covermore informed rep-
ropentatives of the Commiselen of the serlausneas of a problem erlaing
from ths lack «f dlessmlnatlon tc dealers of Informetlon on new laaues.
fuestlions surrcunding the utilization of the Red~-herring Praapectus prow
vided grounds for contlnulng discuasion between the spacial coumittee
and the Commissicn staff until the latter part of 1946, The discuesion
culminated in promulgaticn of Rule 131, effective on December 6, 1346,
which, in gensral, permlte advance distributlon of information without
the denger of having such distributlion claseifled as & solicltation.

Ancther important phase of the Asecciatlion™s work which has hed =
direct bearing upon relatlonships with the S,E.C. hea been the oppositicn,
in certain specific cases, by the Assoclation fo applicaticne filed by the
How Tork Cuwrd Exchange with the Cormmieslon for the extension of unlleted
trading privileres, pursuant to Sectlen 12 (f) {3) of the Securitles
Exchange Act of 1934 se amended, te securities not listed on any ex-
change. Acting upon instructions of the Bosrd of Governors, the Exsscu-
tive Dirsctor snd Couneel have exemined all applicetions £1led by the
Curh Excbange under thls mection of the atatute. Conseguently, there
has besn a cossation In the grest flood of such applicaticna, exercise
of preater seleetivity, stronger supvorting evidence and wore careful
supervielion by the Commission iteelf,

The ferepcing examplea do not purport to discloss the full extent
to which the Asaocisation hes met with the Commiszeion but they are in-
dicative ﬁf the wanner in which the Asscciation hae ssrved as a focal
polnt for the membership in the yresentation of suggestions or cbhjections
to changes 1n the Rules, or the administraticn therecf, under the stetute.

2. FIDFERAL RLCSCRVE BOARD

The Assoclation’s relationshin with the Federal Reasrve Board hes
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rrinerily relatad to the prouulesation znd enforcement of Regulatlion T,
adopted pursuant to the Sacuritles and Bxchange Act of 1934, as amsnded,
thile this reguletion was drafted and edowted pursusnt to the Sacuritles
Exchange Act of 193k and the Commiasion has the duty of enforcement, the
Fedaral Tasarve Board alone hae the vower of amendment and Iintsrprata-
tion, a fact which at tizes has caused both confueion and complication.

The malor Interest of ocur membere In this regulatlen ariees under
Section 4 (¢) 2 and sectlons relating to specisl cash emccounts, Section
L {e) 2, in effact, provides that a customer ekell make paymweut promptly
For securitles purchased in a speclal cash account, If such prompt pay-
ment 1e not mede, the dealer, after 2 gisted pericd, ls placed under
certaln apecific obligatlons by the Regulaticnm,

The Asagclation hae been Instiumental In having amendments adopted
bearinz upen yhe rranting of time extenslons by WASD offleee, It has
confarred freousntly with the Board on matters related to enforcowment
of the Repulation and !s continulng discusslons aimed to extend tha
poriod to include meven full buainess éays ms distinguished from seven
calendar days, Relatlons with the Federal Heaserve Board have at all
times beon satiefactory,

3. THEASTURY

Eslaticne with the Unlted Gtates Treasury vere cloeeset during Vorld
Tar TI, rartlcularly in the early yesrs, when the Aesoclaticn coonerated
In every pasalble way 1n the wverious loan drives. Subsequent contact
hap been alovet vhelly with the Buresn of Internal Rovenue, Construc-
tive mctlon wag possible In two lwportant instances, one concerning
the epplicebility of capltal gailns taxes and, the othser, the use of

exenptlion welver forma.
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As to caprltal paina taxes, the BDureau, 1n December, 1946, 1seued
inetructioms to field agents which, in effect, would have mads normal
incowe tax proviaions applicable to canital pains realized on the eals
of all gecurdtles by daalsre, The Mescclation pacticipated In confer-
ences resulting 1n en amendment which provided that, undsr aprropriate
circumstancesa, where capitsl peins were realized on the esle of securl-
ties gold out of investment account, only the cepltal gains tax provl-
plone wowld spply.

The Bureaw, in 1546, lssued an cmmibue type of exemption waiver
form which eliminated the necessity for 18 differsnt exemptlon wvalver
forme previously wsed, This actlion reculted from representatlone pada
by the Assoclation and other organizatione &t confersnces held with the
Bureau,

E:ffcrta have been made to obteln relisf from the cumberecme method
of handling federal tex siamps, eo far without avall because of the
rigldity of the law.

b, INTERSTATE CCIMERCE CCMMTISSTON

Aamocletion dealings with the Interstats Commerce Commissicn hawa
been limited to oproslng the rules proposed in 1943, reguiring competi-
tive bldding on rallread securltles issuse, Despite the opposlitlon of
thia and other epsoclatlons the rules were adopted.

5. INTERWATICIIAL BAWK

The Asaccisticn hae maintained cleose centact with the Internstlionsl
Rank for Roconetruction and Development since the Spring of 1547 when
initial gteps ware taken for publiie financing., The Assoclatlen supplled
detsiled infermation ebout Ita membership in crder to cooperate in ef-

fecting proper distribution of the pecurities to obe offered.
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Subsegquently, the Pank sought sxemption for its securitles under
Section 3 (&) {12) and Section 15A of the 1934 Azt. Upon request, rep-
resentativea of the Assoclatlion =preared befors thes 5.,E.C. to offer
comment. Thess comuente were not of & formel netwre and mersly polntad
out aéme of the matters which the Assoclatlon thought the Commisalon
should consider in acting upon the Benk's reguest, The exempilons vere
subsaquantly sranted,

In ths Spring of 1048 the Asscclation made repreeentationa to Con-
gregslonal commlttoes which conducted hearings upon proposed leglislatlon
which would have exempted Internationel Bank securitlea from the Banitlng
Act of 19%3, the Sscurlties Act of 195% end the Sscuritlies Exchange Act
of 195k, s&nd would have plven their securities substantially the status
of exenpt securitisa, The Assoclation advised that 1t toock no position
lnecfar ae any diresct oblipatlon of the Bank was concarned, but opposed
exemption on eecurities of forelgn corporations or foreign govarnmenta
guaranteed by the Internatlonal Pank, and cpresed swendment of the Bank-
lng Act to permit banke to underwriioe and deal in theee securitles, The
HWASD wm2 the only securltles organlcotlon which expressed ltself at the
hearings. Just prior to the start of the hearingas Internatlonal Bank
representatives proposed alternatives to ﬁhe propesad leglalation which
justified the Asscciation in withdrawlng its cppoeltion., The leglala-
t1lon wae not reported favorsbly by the Commlities of the House of Repra=
pentativea at that time.

EASD relemtiona wlth the Imtormational Bank have remained cordiasl
and our attitude I1s ome of cooperation,

&. DEPARTIENT OF JUSTICE

Assoeintion reletions with the Lepartuent of Justice have been 1n

connectlon with cesea In which the Uerartment wvme Interested, one as
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Intervencr in the Fublic Service of Indlana caee and the cther in con-
nection with the investipation of the invesiment banking and securlties
businees, prior to the filing of the enti-trust suit, During such In-
vastlgation the WASD f1lsa wore examined end photostated.
T. CONGRESS

The tesociationts relationahip with the Conpress is preperly limited
to the preesntation of the attltude of the memberahip concerming legia-
latlion, yropused or peanding. OFten MASD hee jolned wfith other groups,
such a8 the Invesinment Bankera Asscciatlion or ths Securitlss end Ex-
change Commiesion in offering such rewvesentations to the Congrese.
Tnatances vhere the Asmoclation lwma acted in mattera before the Congrosae
aroal

The amendment to Section 8 ()} of the Securitles Act of
1933, pertaining teo the 20-day vaiting perloed, which was tha
result of the combined revrssentation of the HASD, TBA and the
SEC to the Congress.

The proposal, in 15k1l, by the Assoclation of an amend-
ment to Section 3 (B) of the Securitiee Act to Incremse the
Regulation A exemption from $100,000, to $300,0C0. On Hay
1%, 1945 thie amendment was adopted,

The Joint studles of the industry and CommleaiZon In 15Lo-k1
vhich led to the White Book, and the eppserances before the
Songreea in L9k2 with rﬁf&rﬂnﬂé to the amendmente to the
Securlties fAct, and the Seourities Exrnhance Act.

Ifferts oy & speslal committes appelnted to work on the
Hobbs and ‘heeler 8llls, eventuelly vetced by the President,

The Investoment Company Aot of 1040--Ssetion 22 {d}-- re-
sulted in Aspociation powers with respect to dealings in 1in-

vagtment truat mecurities asm previcualy discusaed herein,
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Consultatien with the Commisalen and with the Congress

concerning drafia of the Juvestrent Advisars Act in 1940,

Coneultntions wilth the Smpall Buelress Comiittes during

the war perlod, As for example, in ey, 1943, consultations

were hed with reference to Reglonel Stock Ezchange, thelr

acope and functlons,

Action heforoe the Congress ie contemplatsd concerming revision of
the Securities Acta and conferencea have been held wilth the TBA and the
SEC since 1944 in this matter. The nature of tho prohleme involved ie
Bo complicated that it wes folft that if leglelatlcn could be intreduced,
on & @tep-by-sien basls, by repreeontatlvee of the business and {the
Commleslon In agreemsnt, thore wme preater llkellhood that gome satis-
Factory amendwent could be cbtalned. It was sgrsed that the flrst
gection and fivet wvroblem In the vwhole agendment program should be pra-
spectus dellvery refulirements end Sectlon 5 of the Securltles Act of

1333.
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Qetober 20, 1042

Mr. Ganson Pureell, Chairman,
Securities and Exchange Commissaion,
18th and Locusat Stresets,
Philadelphia, Pa.

Dear Mr. Chairman:

The undersigned, being the Executive Committes of
the National Association of Securities Dealera, Inc., here-
with submit in the name ¢f the Board of Governors a statement
of views of the Assceiation in cpposition to the proposed
Rule X-15¢£1-10.

The views set forth 1in the memorandum are those of
2 substantial majority of the members of the Asscciation and,
ap far as we know, are unopposed by any element of the business.

The ultimate objective of the proposed Role, we pre-
sume, i8 to secure universal conformance with standards of
practice gbserved by the great majority in the cover-thes-counter
business. We wheoleheartaedly subsoribe o thiz cbjective, but
we are oponvinced that neither the immediate nor the ultimate
chbjective sought by the Commissiocn can he attained with this
Rule. Our experience of the last two years in self-regulation
fortifies our belief that the satandards of the securities buwsi-
ness can be placed on a high professional level without imposing
upon that business further restrictive rules and regulations and
that adopticon of such further rules and regulations may, indeed,
sericusly interfere with the process of self-regulaticn.

The securities business has not just given lip-service
to the idea of self-regulation represented by this Assoeciation.

EXHIBIT #6



Mr. Janson Pursell, Chairman Page 2. Oaotoher 20, 1942

On the eontrary, thosée whe have sponascred and supperted this
idea have invested liberally of their time and money to make
it a vital force in the busineas. They now see, in spite of
ths convineing result= attained, that these efforta, if the
proposed rule is adopted, will have been in valn.

If thia, or any similar rule, were zdopted it would
cbviate the need for that part of the work of the Assopiation
whioh has represented the greateat part of our service to the
industry and the investing publie. Therefore, the industry
wonld not support and eould not be expected to support an
Aasgpiation whosze remaining field of serviee would be so
limited.

Singerely yours,

H. H. Dewar, Chrm,

Lee M. Limbert, ¥, Chrm.
Robert W. Baird, Treas.
Hermpanm F. Clarke
Laurence M, Marks

Mark ¢, Elwortihy



MEMORANDUM

rve

PROPOSED RULE X-15C1-10

Submitted 1o the

Securities and Exchange Commission

by the

BOARD QOF GOVERNORS

National Association of Securities Dealers, Inc.
OCTOBER 20, 1942

{ Transmittal lerer, dated Crorober 20, 1942, addressed o My, Ganson Purcell, Chairman,
Securiries and Exchange Commission, should be read io copjunction with this memorandum}

N QUR opinion this proposed Rule is

unwaorkable and 1mpracticable bug s

not our purpose to discuss technieal

and mechanicai derails in this memo-

randum. MNor, for the purpose of chis
memorandum, do we intend to examine its
legal authority in the light of the intent of
Congress and the provisions of the statute.
We take issue with the proposal on more
fundamental grounds and deny that chere is
any necessity far such a rule.

We take that position not because of any
sentimental urge to defend the securines
business against renewed public indicement
of its rreatment of investors, We take that
position as a result of practical experience and
out of a knuwledge of conditions as they
truly exise,

The Commission has been regularly in-
formed of our actions but it would seem

appropriate to review again the nature and
extent of them as chey bear upan the subject
of this propesed Rule.

This Association was a little more than z
year old when, in April, 1941, it underwwok
an intensive program of examination of ail
members and aggressive enforcement of its
Rules of Fair Practice.

This program was instituted for two
reasons: in the first place, it was believed that
such a program was necessary in order to
agcertain the nature of the Associadon's
prablems; in the second place, 1t was believed
at the time that such a program was neces-
sary to carry out the concept of an industry
attempting, with governmental cobperatian,
to put and to keep 1ts house in order. The
word “artempt” is used advizedly. At chae
ume “self-regulation™ was only an attempe;
taday we believe the concept of self-regula-



tion originally held by the Congress;, the
business and the Commission has justified
itself.

In a period of seventeen months well over
2,500 members of the Association have been
examined at least once in respect to financial
condition and business practices. The Aszoci-
ation's staff has employed several means in
conducting these examinations.

The Association’s staff has persenally ex-
amined over 5o member firms. In addivon,
approximately 300 member irms have been
examined by Certifed Public Accountants
trained in respect to brokerage accounting
and brokerage practices. Since it was our
desire to complete this Job of examining the
entire membership before the end of the last
fiscal year on Scptembcr 3o, 1942, 1t was de-
cided to examine the remaining members of
the Association by questionnaire. The ques-
tionnaire employed consisted of two parrs,
the first covering fnancial conditions; the
second dealing with business practices in
general, including questions which would dis-
close whether the member broker-dealer
understood and properly disclosed to his
customner the capacity in which he was acting;
whether the member understoed 2nd com-
plied with governmental rules and regula-
ticns concerming the keeping of books and
records, the hypothecation of customers’
securisies, ecc.; and whether the member was
complying with the Rules of Fair Practice of
the Association. The fnal phase of this
second part of the questionnaire included dis-
closures in respect 1o sales and profit policies.

The question of fair profit policies and the
sale of secuninies at prices not reasonakly re-
lated to the market for such securities has
been but ane phase of the business practices
which the Assaciation has carefully examined.

What have been the results of this exami-
nation prograrm? In the first place, the Associ-
ation, acting through its District Business
Conduct Committees, has taken disciplinary
action against Arms in those instances in
which their sales and profit policies appeared
to be inconsistent with good business ethics.
This action has taken several forms. Business
Conduct Committees have expelled members
from membership in the Association. They

have suspended members according as the
facts and circumstances warranted. In many
instances, members have been fined. Districe
Business Conduct Committees have on oc-
casions been able to effece substantial resti-
tution to customers. [n addition to the fore-
going, the Association, through its Business
Conduct Committees, has, as a result of the
examination and study of these reports of
examinations and questionnaires, dirscred
letters to firms cautioning them and further
advising them concerning the mandates of
the Rules of Fair Practice and urging cthem
at all times to consider first and foremost
thetr customers’ welfare and secondly the
question of their own profits.

Thus, this phase of the Assoclation’s work
has taken three forms—first, appropriate
disciplinary action; second, restitution where
feasible and possible; and thnrd the continued
efforts to promote a universal awareness of
the responsibility of brokers and dealers to
deal fairly with their customers.

The Asscciation, thrﬂugh its Business Con-
duct Committees, is engaged in advancing
the theory that a profit in this business must
be based on service. This has been the esrah-
lished pelicy of this Association in order
properly to inculcate within the membership
and the industry that professional spint
which the great majority of the industry
wishes 10 promote.

From a stanstical standpeint, the results of
the Association’s examination program are
as Follows: It has besn found necessary to
take disciplinary action against approxi-
mately § % of the membership of the Associa-
tion; 1n all, 170 complaints have been filed
since january 1, 1941. Of these, o9 involved
violations of our Rule which provides that
members shall deal fairly with their custom-
ers in the purchase and sale of securicies.
Thus, as a result of a concerted, well-organ-
ized effort on the part of the Association to
reot out such bad practices within the
membership as do exist, the Association has
found it necessary to file complaints against
approximately 2.6% of its membership where
the matters concerned involved allepations
of dealing unfairly with customers in the
purchase and sale of securicies, which, of



course, includes the matter of dealers’ buying
ot selling secunties at prices not reasonably
related to the markec.

Our knowledge of the practical nature of
this matter does not end with this report of
what our program hag disclosed to be the size
of the problem and the steps taken to solve it.
The Association has prepared a detailed
analysis of profit policies of pracecaily all
members. [t knows the number and the loca-
rion of members whose polictes are in need of
policing, Their number ts small in relation ro
the total of ocur membership buc the im-
portant facr is that we know who they are
and whete they are and we have already
demaonscrated our capacity to deal with chem.
We are not winking at abuses and we do not
deny that a minority 1n the business perpe-
trate them, but we repeat: we know who they
are and where they are.

We are not whollly satisfied with our exam-
iming processes, effective as they have been
to date, As the Commission has been notified
previously, examination of each member ac
least once a year is our program for the
future. YWe have developed a plan to improve
upen investigations into members’ business
practices which will bring to light informa-
tion upen which the Association can move
promptly against all types of improper acts
and practices.

We are, as always, prepared ro discuss
these maiters in detail with the Commission.

Representatives of the staff of the Com-
mission have stated this proposed Rule 1o
be the result of an increasing awareness of a
practice growing in the over-the-counter
market for dealers to buy from or scll to their
custorners at prices bearing ne reasonable
relationship to the market. [t has farther
been said by representatives of the staff that
this practice has been indulged in by many
over-the-couniter brokers and deslers. These
staternents of purpose, in our ~pinion, con-
stitute zn indictment and cast a reflection on
the entire industry, which we do not believe
to be either true or warranted by the facts.
It has been the Association's experience that
there is a group in the industry which en-
pages in practices not consistent with good
business ethics. The Association and the

mermbership are presently and have been in
the past engaged in a sincere endeavor to
eradicate and to eliminate from the industry
the practices of this group, not only in the
interest of the publie, but also in the selfish
interest of the business i1tself, The previous
statement of the examination work of the
Association substantiates the opinion that
only a small group in the business has been
transgressing the bounds of pogd business
ethics in respect to their sales and profit
policies in the business transactions.

The staff of the Commission has furcher
stated that this alleged practice which moti-
vated this proposed Rule is 2 growing prac-
tice and that the Rule is o protect {nvestors
who are frequently charged prices for securi-
ties which bear no reasonable relationship to
the existing markets. We submit thar the
Association cannot bur conclude, because of
our awn experience and information in their
hald, that the record does not bear out these
contentions and statemencts of the Com-
mission's staft that the alleged practice s
either @ pracrice within the industry, thatitis
an tmereasing praciice, ar that investors are
Sfrequenily charged prices bearing no reason-
able relavonship to the market. We furcher
submit that those few who are in the marginal
element of the industry consticute a small
and dimimishing mrnority; that this proposed
Rule may very well harm the presenc trend of
investigation and examination work within
the industry being done by the Association
and the Commission; and completely dis-
orgamize the work which is presently being
done to promote high standards of business
and commercial ethics within this business.
Authorities wha have had experience in this
field fornfy us in our opinion that rules such
as this proposal are not self-enforcing and, in
and of themselves, will not eradicate bad
ethical practices. These aunthonties furcher
say that no rule is as effective as correction
and enforcement chrough examination work.

The Executive Committee, in the foregoing
statement, has attempted to demonstrate
that the objectives of the Association and the
Commission can best be atcained by a con-
tinuation of the codéperative work by the
Associatton and rthe Commission n an en-



deaver to advance and enforce high standards
of commercial honor and integrity, just and
equitable principles of trade, and business
erhics. We are of the cerrain opinion that the
Association can demonstrate to the Com-
mission, to the industry, and to the public
that the public interest, the 1nterest of the
Commission, and the selfish interest of the
industry ac large can better be served by this
codperative effort than by a rule which, in
our considered opinion, is unnecessary and
which will take from the Commission as well
as the Association many of the tools so effec-
tvely used to date.

The members of the staff of the Com-
mission do »et claim that the membership of
this Asseciation has nof been adequately
policed, nor that the problem the staff 15
endeavoring to solve s one which s a
prevalent practice within the membership of
the Association. It has been suggested that
this Association is the proper vehicle for the
solution of sach prablem as daes exist. The
staff of the Commission, in answer to this
suggestion, has stated that there is a primary
objection to this suggested solution, inas-

In conclusion, the position of the Executive
Committee in this statement 1s as follows:

{r) Association experience has demon-
strated that only 2 small marginal element
within rhe business has engaged in the prac.
tices which the proposed Rule would seek to
cure;

{2) the purposes of the Association and the
Commission can best be served in the in-
terests of all concerned by further codperative
effort;

{1} the Associatton will demonstrate that
the problem can be mer most effectively in
the interest of the public and the business by
continuing cur coéperative work in an atmeos-
phere of mutual confidence;

much as there are a great many registered
brokers and dealers who are not members of
the Association and.who are undoubtedly
guilty of the practice of over-pricing and who
wouid be able to operate without supervision
comparable to that of the Association during
any period of experimentation with this
suggested solution,

The Assomiation has made a spot check of
the list of registered brokers and dealers who
arc not members of this Association and who
are not members of Stork Exchanpes to de-
termine whether, in fact, these non-members
registered with the Commission are actually
engaged in the securiries or investment bank-
ing business. Qur inquiries disclose that 2
very large propartion of these non-members
actually are not engaged in the securities
business. We have ascertained that many of
those registered with the Commission are
registered only inadentally to other acpvi-
ties and are not, in fact, engaged in the
securities business; many still registered are
now deceased, many have left the business
for innumerable reasons and have merely
neglected to withdraw their regiserations,

{4) to put such a role inta effect would un-
doubtedly hatm a large portion of the busi-
ness and not reach those at whom the pro-
posed Rule is directed, it being our considered
opinien that the proposed Rule, if promul-
gated, would be gasy ro evade;

{5) the number of registered brokers and
dealers outside of the Association is not large
enough nor is their volume of business im-
portant cnough to justify such a rule on the
grounds that they are beyond N.AS.D.
policing and therefore constitute a major
preblem for the Commission; and

(6} there would ke no further need for the
Assooiation in the field of work in which it
has been most acrive and successful,
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