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CHAPTER I I I  

SELLING PRACTICES 

In a Repor t  on the s tudy  and i n v e s t i g a t i o n  o f  "sellinspractices" in  the s e c u r i t i e s  
i n d u s t r y  conducted  by i t s  S p e c i a l  Study o f  S e c u r i t i e s  Marke ts ,  which was d e l i v e r e d  to  Congress  
today by the S e c u r i t i e s  and Exchange Commission, the S p e c i a l  Study no tes  " the  e x i s t i n g  gap be-  
tween the  l n d u s t r y  es s t a t e d  goa l  o f  high s t a n d a r d s ,  and the e x i s t i n g  c o n d i t i o n s  in  ~he market  
p l a c e , "  and c a l l s  f o r  p o s i t i v e  a c t i o n  by the i n d u s t r y  and the r e g u l a t o r y  o r g a n i z a t i o n s .  

In a broad r e v i e w  o f  the  p r a c t i c e s  i n v o l v e d  in  the s a l e  o f  s e c u r i t i e s  o t h e r  than mutual  
funds ,  the Study o b s e r v e s  t h a t  i t  gave p r i n c i p a l  a t t e n t i o n  to  abuses  and improper  p r a c t i c e s ,  
but  no " q u a n t i t a t i v e  measurement o f  the e x t e n t  o f  t he se  p r a c t i c e s  i s  i n t ended  to  be r e f l e c t e d . "  
N e v e r t h e l e s s ,  i t  c o n c l u d e s ,  " s e r i o u s  abuses have o c c u r r e d ,  and problems e x i s t  which u n l e s s  
c o r r e c t e d  could  cause  g rave  damage to  the i n d u s t r y  as w e l l  as co the p u b l i c  i n v e s t o r . "  In  a 
d i s c u s s i o n  o f  " s p e c i a l i s t s  in  s p e c u l a t i o n , "  or  b r o k e r - d e a l e r s  who c 0 n c e n t r a t e  on s e l l i n g  s t o c k  
o f  p r o m o t i o n a l  and unseasoned companies ,  the Study s t a t e s  t h a t  " the  merchand i se  they  o f f e r  and 
the s e l l i n g  methods they use p r e c l u d e  concern  on t h e i r  p a r t  f o r  the i n t e r e s t s  o f  t h e i r  i n d i v i d -  
ua l  c u s t o m e r s . "  The Study a l s o  d e s c r i b e s  b o i l e r - r o o m  o p e r a t i o n s  wi th  t h e i r  c h a r a c t e r i s t i c  
s a l e s  by f r a u d ,  m i s r e p r e s e n t a t i o n  and m a t e r i a l  o m i s s i o n s .  I t  no te s  t h a t  " b o i l e r - r o o m  p r a c t i c e s  
a r e  c l e a r l y  not  e x t i n c t ,  and whi l e  the Commission has made g r e a t  s t r i d e s  i n  r a p i d  d e t e c t i o n  
and e l i m i n a t i o n  o£ b o i l e r - r o o m s ,  in  most cases  the  unsc rupu lous  o p e r a t o r  has succeeded  in  d i s s i -  
p a t i n g  the c a p i t a l  o f  s e v e r a l  y l c t i m s  be fo re  the Gun, l e s i o n  can a c t . "  

Among the  l a r g e r  f i r m s ,  the  Study notes ,  r e g u l a t o r y  problems p r i m a r i l y  i n v o l v e  i n a d e q u a t e  
c o n t r o l s  and l a p s e s  in  s u p e r v i s i o n .  These f i r m s ,  a c c o r d i n g  to  the  R e p o r t ,  g e n e r a l l y  a t t e m p t  
to  s e l l  s e c u r i t i e s  in  an e t h i c a l  manner. N e v e r t h e l e s s ,  i t  s t a t e s ,  abuses  have o c c u r r e d  which 
in  some cases  have r i v a l e d  those  caused by b o i l e r - r o o m  sa lesmen ,  and d e t a i l s  c a s e s  which a r o s e  
in  p a r t i c u l a r  b r a n c h e s  o f  t h r e e  l a rge  f i rms .  I t  says t h a t  " t h e r e  i s  no e v i d e n c e  t h a t  t he se  
p r a c t i c e s  a r e  t y p i c a l  o f  how bus ine s s  i s  conducted  by most o f  the  l a r g e r  f z c m s , "  but  t h a t  r e -  
g a r d l e s s  o f  t h e i r  f r equency  they r e p r e s e n t  problems " t o o  impor tan t  to be i g n o r e d . "  

B r o k e r - d e a l e r s  a re  c h a r 8 e d w i t h  r e s p o n s i b i l i t y  f o r  s u p e r v i s i n g  t i e  a c t i v i t f e ~  o f  t h e i r  
employees ,  the  Report  n o t e s ,  and i t  rev iews  the systems which they have i n s t i t u t e d  to d e t e c t  
c e r t a i n  common abuse s ,  p a r t i c u l a r l y  o v e r t r a d i n g  o f  c u s t o m e r s '  a c c o u n t s ,  m i s r e p r e s e n t a t i o n s  , and 
recommendat ions o f  s e c u r i t i e s  not  s u i t a b l e  fo r  t h e i r  cus tomer s .  A~cording to  the  Repor t ,  
" d e s p i t e  t h e  heavy burden o f  a d m i n i s t r a t i v e  d u t i e s  and s u p e r v i s o r y  r e s p o n s i b i l i t i e s  c a r r i e d  by 
branch managers ,  few f i rms  have chosen to r e l i e v e  them of  the burdens o f  s e r v i c i n g  t h e i r  own 
cus tomer  a c c o u n t s ,  and most c o n t i n u e  t o  compensate them f o r  such b u s i n e s s  on a c o ~ i s s i o n  b a s i s . "  

C e n t r a l i z e d  s u p e r v i s i o n ,  the  Report  s t a t e s ,  i s  " f a c i l i t a t e d  by, o r  p o s s i b l e  on ly  because  o f  
e l e c t r o n i c  da t a  p r o c e s s i n g  e q u i p m e n t , "  but i t  adds t h a t  the i n f o r m a t i o n  produced by the  machines  
must be rev iewed  by pe r sons  wi th  the  s k i l l ,  e x p e r i e n c e  and t ime n e c e s s a r y  to  make optimum use o f  
o f  the  d a t a  p r o v i d e d .  While such c o n t r o l s  have been most e f f e c t i v e  in  d e t e c t i n g  c h u r n i n g ,  the  
Repor t  no te s  a g e n e r a l  absence  o f  f i x e d  p rocedures  to  uncover  abuses  wi th  r e s p e c t  co s u i t a b i l i t y .  
I¢  f u r t h e r  n o t e s  t h a t  d u r i n g  the l a s t  yea r  " r e p r e s e n t a t i v e s  o f  a s i g n i f i c a n t  segment o f  the  
b rokerkge  community have e x h i b i t e d  a growing awareness  o f  the impor tance  o f  adequa te  s u p e r v i s i o n . "  

(over) 
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The r u l e s  and s a n c t i o n s  c o n t r o l l i n g  s e l l i n g  p r a c t i c e s  which a re  a d m i n i s t e r e d  by the Com- 
m i s s i o n ,  the N a t i o n a l  A s s o c i a t i o n  o f  S e c u r i t i e s  D e a l e r s ,  I n c . ,  the  exchanges  and the s t a t e s  a r e  
a l s o  e v a l u a t e d  in  the  Repor t .  Conunission d i s c i p l i n a r y  p r o c e e d i n g s  r e l a t i n g  to  s e l l i n g  p r a c t i c e s ,  

i t  o b s e r v e s ,  have been p r i m a r i l y  d i r e c t e d  a t  s i t u a t i o n s  i n v o l v i n g  f i rms  engaged in  a c o u r s e  o f  
conduct  des igned  to  s e l l  s e c u r i t i e s  by i l l e g a l  means o r  b o i l e r = r o o m  t a c t i c s ,  a l t h o u g h  they  a re  
not  e x c l u s i v e l y  d i r e c t e d  a t  b o i l e r - r o o m s .  Les se r  abuses a r e  more o f t e n  handled by t h e  s e l f -  
~egula~ory  b o d i e s .  The NASD, the Repor t  s t a t e s ,  "has in e f f e c t  a framework o f  r u l e s  which a re  
in t ended  to c o n t r o l  the  most p r e v a l e n t  o b j e c t i o n a b l e  s e l l i n g  p r a c t i c e s , "  and i t s  r u l e  on s u i t °  
a b i l i t y  undoub ted ly  "has the  most  f a r - r e a c h i n g  p o t e n t i a l  f o r  d e a l i n g  w i t h  improper  s e l l l n g  
p r a c t i c e s , "  but  i t s  methods o f  d e t e c t i o n  o f  such p r a c t i c e s  are  not  w e l l  d e v e l o p e d .  The New 

York  Stock Exchange s i m i l a r l y  has adequa te  r u l e s  and s a n c t i o n s ,  a c c o r d i n g  to the S tudy ,  but  i t s  
methods o f  d e t e c t i o n  "have l e f t  much to  be d e s l r e d , "  and i t .  h a s  t r e a t e d  c o m p l a i n t s  from p u b l i c  

c u s t o m e r s ,  o f t e n  a f r u l t £ u l  sou rce  o f  i n f o r m a t i o n  on improper  conduct  o f  s a l e smen ,  " i n  a manner 
which a t  b e s t  c o n t r i b u t e s  l i t t l e  to  the  e f f e c t i v e  enforcement  o f  i t s  r u l e s . "  

In i t s  c o n c l u s i o n s  the Repor t  s t a t e s ,  "some segments o f  the  i n d u s t r y  appear  to  be e a r n e s t l y  
promot ing h lgh  s t a n d a r d s  o f  s e l l i n g  w h i l e  o t h e r s  seem only to  be e a r n e s t l y  p romot ing  s a l e s . "  
I t  recommends t h a t  the  s u p e r v l s i o n  by b r o k e r - d e a l e r s  o f  the  s e l l i n g  a c t i v i t i e s  o f  t h e i r  p e r -  
sonne l  should be s t r e n g t h e n e d ,  and s u g g e s t s  the d e s i g n a t i o n  o f  a s e n i o r  e x e c u t i v e  i n  t h e h o m e  
o f f i c e  to  be r e s p o n s i b l e  f o r  i n t e r n a l  s u p e r v i s i o n  and r e g u l a t o r y  m a t t e r s ,  i n c r e a s i n g  the  b r a n c h  
manager ' s  s u p e r v i s o r y  r o l e  w h i l e  d e - e m p h a s l z i n g  h i s  se111ng a c t i v i t i e s ,  and t i g h t e n i n g  home 
o f f i c e  c o n t r o l  p r o c e d u r e s .  I t  a l s o  c a l l s  on the s e l f - r e g u l a t o r y  a g e n c i e s ,  P a r t l c u l a r l y  the  
NYSE and the NASD, to  " e s t a b l i s h  c l e a r e r  s t a n d a r d s  and s t r o n g e r  s u r v e i l l a n c e  and e n f o r c e m e n t  
p rocedures  to  a s s u r e  more e f f e c t i v e  s u p e r v i s i o n  by t h e i r  member f i r m s . "  I t  recommends t h a t  the  
Commission adopt  a d d i t i o n a l  r u l e s  r e l a t e d  to  d e t e c t i o n  o f  improper  s e l l i n g  p r a c t i c e s ,  i n c l u d i n g  
r equ i r emen t s  t h a t  r e t a i l  t r a n s a c t i o n s  be marked " s o ! i ~ t e d "  and " u n s o l i c i t e d , "  t h a t  f i rms  main-  
t a i n  a c e n t r a l  f i l e  o f  cus tomer  c o m p l a i n t s ,  and t h a t  f i rms r e c o r d  c e r t a i n  b a s i c  i n f o r m a t i o n  
r e g a r d i n g  cus tomer s .  

I t  a l s o  s t a t e s  t h a t  " G r e a t e r  emphasis  should be g iven  by the Con~i s s ion  and the  s e l f -  
r e g u l a t o r y  bod ies  to  the  concep t  o f  s u i t a b i l i t y  o f  p a r t i c u l a r  s e c u r i t i e s  f o r  p a r t i c u l a r  c u s t o -  
m e r s , "  and urges  the  a d o p t i o n  o f  " S t a t e m e n t s  o f  Pol lcY" which "can p r o v i d e  the  n e c e s s a r y  ba l ance  
between g e n e r a l i t y  and s p e c i f i c i t y . "  Not ing  " the  importance o f  d i s c l o s u r e  f o r  the  p r o t e c t i o n  
o f  i n v e s t o r s , "  i t  conc ludes  t h a t  o f f i c i a l l y  f i l e d  company r e p o r t s  and proxy s t a t e m e n t s  " shou ld  
have much w l d e r u s e  in s e l l i n g  a c t i v i t i e s , "  and t h a t  b r o k e r - d e a l e r s  should  be o b l i g a t e d  a c t u a l l y  
to c o n s u l t  such d a t a  b e f o r e  recommending s e c u r i t i e s ,  to  f u r n i s h  c o p i e s  to  cus tomer s  in  a p p r o p r i -  
a t e  c a s e s ,  and to  a d v i s e  cus tomers  when i t  i s  not  a v a i l a b l e .  

As to the p r e v a i l i n g  i n d u s t r y  p r a c t i c e s  o f  compensa t ing  sa le smen  in  p r o p o r t i o n  to  the 
volume o f  b u s i n e s s  produced in  a g i v e n  month and paying v a r y i n g  r a t e s  o f  c o e n i s s l o n  f o r  
d i f f e r e n t  types  o f  s e c u r i t i e s ,  the  Repor t  conc ludes  " t h a t  c e r t a i n  o f  i t s  p a r t i c u l a r  a s p e c t s  may 
tend to i n t r o d u c e  undue p r e s s u r e s  and b i a s e s  i n t o  the s e l l i n g  p r o c e s s . "  Among p o s s i b l e  measures  
f o r  c o n s i d e r a t i o n  by the s e l f - r e g u l a t o r y  a g e n c i e s  sugges ted  by the  Study tO " e l l m i n a t e  o r  r e -  
d u c e t h e  more ex t reme  forms o f  p r e s s u r e  or  b i a s e s  in  s e l l i n g "  a re  making monthly compensa t ion  
l e s s  s p e C i f l c a l l y  dependent  on each mon th ' s  p r o d u c t i o n ,  e l i m i n a t i n g  c o m l s s i o n  r a t e  s t e p - u p s  
based on p r o d u c t i o n  in  a g i v e n  month, d i s c o u r a g i n g  undue compensa t ion  d i f f e r e n t i a l s  f o r  s a l e s  
o f  d i f f e r e n ~  c a t e g o r i e s  o f  s e c u r i t i e s  where a d v l s o r y  ~ b ias  may r e s u l t  from the  compensa t ion  
d i f f e r e n t i a l ,  and r e q u i r i n g  d i s c l o s u r e  tO cus tomers  o f  e x t r a  compensa t ion  in  some s i t u a t i o n s .  

The Report  f i n a l l y  no t e s  t h a t  the s a n c t i o n s  now a v a i l a b l e  to the  Commission in  r e s p e c t  o f  
s e l l i n g  p r a c t i c e s  a re  sometimes u n s u i t a b l e  to  the  needs o f  p a r t i c u l a r  c a s e s ,  and recommends 
more f l e x i b l e  powers fo r  the  Con.niss ion,  "so  t h a t  i t  may invoke measures  a p p r o p r i a t e  f o r  d e a l i n g  
wi th  p a r t i c u l a r k i n d s  and d e g r e e s  o f  misconduct  r a t h e r  than  be ing  l i m i t e d  to  the  c h o i c e  between 
no s a n c t i o n  or  an e x c e s s i v e  or  i n a p p r o p r i a t e  o n e . "  

(C ont inued ) 
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Research and Inves tment  Advice  

As a r e s u l t  o f  i t s  i n v e s t i g a t i o n  o f  the n a t u r e  o f  p u b l i s h e d  i nves tm en t  a d v i c e  d i s t r i b u t e d  
to  the  p u b l i c  by b r o k e r - d e a l e r s  and r e g i s t e r e d  i nves tmen t  a d v i s e r s ,  the  S p e c i a l  Study c o n c l u d e s  
t h a t  i r r e s p o n s i b l e  d i s s e m i n a t i o n  o f  adv ice  has been r e s p o n s i b l e  f o r  i n j u r y  to  p u b l i c  i n v e s t o r s  
and to  the  r e p u t a t i o n  o f  the  inves tmen t  community and "should  r e c e i v e  more p o s i t i v e  and e f f e c -  
t i v e  a t t e n t i o n  from the  s e l f - r e g u l a t o r y  a g e n c i e s . "  The S p e c i a l  Study a l s o  reconmends t h a t  
r e c k l e s s  d i s s e m i n a t i o n  o f  w r i t t e n  i nves tmen t  a d v i c e  "should  be e x p r e s s l y  p r o h i b i t e d  by s t a t u t e  
o r  by r u l e s  o f  the  Commission and the  s e ! f - r e g u l a t 0 r y  a g e n c i e s  and should  be made e x p r e s s l y  
s u b j e c t  t o  c i v i l  l i a b i l i t y . "  

Not ing  the  i m p r e s s i v e  volume and v a r i e t y  o f  w r i t t e n  i nves tmen t  i n f o r m a t i o  n o r i g i n a t e d  by 
b r o k e r - d e a l e r s ,  f o r  many o f  whom i t s  d i s t r i b u t i o n  has become an i n t e g r a l  p a r t  o f  t h e i r  b u s i -  
n e s s e s ,  and the l e s s e r  but  f a r  from i n s i g n i f i c a n t  amount o f  m a t e r i a l  p u b l i s h e d  by i n v e s t m e n t  ad-  
v i s e r s  who a r e  no t  engaged in  the purchase  and s a l e  o f  s e c u r i t i e s ,  the S p e c i a l  Study o b s e r v e s  
t h a t  the  m a t e r i a l s  " r a i s e  broad i s s u e s  o f  the  n a t u r e  o f  the r e s p o n s i b i l i t i e s  o f  t h e i r  d i s s e m i n a -  
t o r s  to  those  whom they  a d v i s e . "  The impact o f  such a d v i c e  on the s e c u r i t i e s  marke ts  and the  
i m p o r t a n t  r o l e  o f  the  s e c u r i t i e s  a n a l y s t ,  a c c o r d i n g  to  the Repor t ,  a r e  " d r a m a t i c a l l y  i l l u s -  
t r a t e d "  by the h i s t o r y  o f  the  Dunn E n g i n e e r i n g  C o r p o r a t i o n ,  which went i n t o  bankrup tcy  s h o r t l y  
a f t e r  i t s  e n t h u s i a s t i c  recommendation by b r o k e r - d e a l e r s  and s u b s c r i p t i o n  p u b l i s h e r s .  The case  
d e m o n s t r a t e s  , the  Repor t  s t a t e s ,  " the  broad gap which can e x i s t  between r e a l i t y  and the  rosy  
reconmmndatlons o f  the a d v i s e r s ,  and the i n j u r y  to i n v e s t o r s  which can r e s u l t . "  

In r e v i e w i n g  m a t e r i a l  d i s t r i b u t e d  by b r o k e r - d e a l e r s ,  the  S p e c i a l  Study n o t e s  t h a t  d e s p i t e  
d i f f e r e n c e s  in  emphas i s ,  s t y l e ,  q u a l i t y  and q u a n t i t y ,  the m a t e r i a l  i s  b a s i c a l l y  d e s i g n e d  to  
s t i m u l a t e  p u r c h a s e s .  Recommendations to  s e l l  a re  f o r  the most p a r t  d e l i b e r a t e l y  a v o i d e d ,  a c c o r d -  
i ng  to  i t s  Repor t ,  and •beyond a g e n e r a l  c l a s s i f i c a t i o n  as to  i nves tm en t  g o a l s ,  l i t t l e  e f f o r t  i s  
made to  e v a l u a t e  r i s k s  f o r  the  i n v e s t o r .  Nh i l e  the  r e s e a r c h  which the m a t e r i a l  r e p r e s e n t s  may 
be  " t h e  r e s u l t  o f  a n y t h i n g  from the  u l t i m a t e  d i s t i l l a t i o n  o f  a long and p a i n s t a k i n g  a n a l y s i s  o f  
the  reconnnended company, i t s  i n d u s t r y  and the economy as a whole ,  to  mere ' c r i b b i n g '  , "  o r d i -  
n a r i l y  l i t t l e  i n f o r m a t i o n  i s  g iven  about the  e x t e n t  o r  method o f  r e s e a r c h ,  the  pe r son  r e s p o n -  
s i b l e  f o r  the  recommendat ion ,  or  any i n t e r e s t  in  o r  i n t e n t i o n s  as to  the s e c u r i t i e s  recommended 
on the  p a r t  o f  the  f i rm  d i s t r i b u t i n g  i t .  H a t e r i a l  produced by s u b s c r i p t i o n  p u b l i s h e r s ,  the  
Report  i n d i c a t e s ,  was s i m i l a r  in  many r e s p e c t s ,  p a r t i c u l a r l y  in  the predominance o f  recommenda- 

t i 0 n s  to  purchase  ( a l though  reconunendations to  s e l l  a re  not  as s ca r ce )~  and in the  l a c k  o£ i n -  
f o r m a t i o n  on the s u b j e c t  o f  the p u b l i s h e r s '  p o s i t i o n s  and i n t e n t i o n s  as to  recommended s t o c k s .  

Connnon to  m a t e r i a l  o f  a l l  k inds ,  the Repor t  o b s e r v e s ,  i s  the s u g g e s t i o n ,  e x p r e s s  o r  i m p l i e d ,  
t h a t  the  reconnnendations a r e  the  product  o f  r e s e a r c h ,  but  a survey  o f  r e s e a r c h  p r a c t i c e s  " r e -  
v e a l e d  wide v a r i a t i o n s  in  the  p r a c t i c e s  fo l lowed  and the adequacy o f  r e s e a r c h  s t a f f s  t o  p e r f o r m  
the f u n c t i o n s  they  were c a l l e d  on to p e r f o r m . "  The Study adds t h a t  " the  o c c a s i o n a l  c i r c u l a t i o n  
b y • b r o k e r - d e a l e r s  under  t h e i r  own name o f  m a t e r i a l  p repa red  by p u b l i c  r e l a t i o n s  counse l  o f  the  
company whose s t o c k  i s  recommended or  by a d v e r t i s i n g  f i rms  or  o t h e r s  r e p r e s e n t s  an a b d i c a t i o n  
o f  r e s p o n s f b ~ l i t y . "  

The R e p o r t ' s , a r e s  t h a t  wh i l e  i n v e s t o r s  e x p e c t  the  adv ice  they r e c e i v e  to  be r e s p o n s i b l y  
p repa red  and i m p a r t i a l ,  o r  t h a t  any b a s i s  f o r  b i a s  w i l l  be d i s c l o s e d ,  because  o f  the  c o n f l i c t s  
o f  many a d v i s e r s  t h i s  i s  no t  always what they  r e c e i v e .  I t  no te s  i n c o n s i s t e n t  v iews among 
b r o k e r - d e a l e r s  on the p r o p r i e t y  o f  recon~ending  s e c u r i t i e s  i n  which the f i r m  i s  d i s p o s i n g  o f  
i t s  p o s i t i o n ,  and r e p o r t s  e v i d e n c e  among b r o k e r - d e a l e r  and inves tmen t  a d v i s e r  f i rms  o f  " s c a l p -  
i n g , "  o r  buying o f  s e c u r i t i e s  about  to  be recon~ended in  a n t i c i p a t i o n  o f  the  market  impact  
o f  the  recon~endatL?n  and s e l l i n g  immedia te ly  t h e r e a f t e r .  

( ove r )  
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"The investing public gets only modest protection from existing government and industry 
controls over the form and content of investment advice," the Study says. It notes that the 
Commission concen t ra tes  on s e l l i n g  l i t e r a t u r e  of  b o i l e r - r o o m  type b r o k e r - d e a l e r s ,  and adds 
t ha t  " the  s e l f - r e g u l a t o r y  agencies  have been slow to accep t  t h e i r  r e s p o n s i b i l i t i e s  in  the . 
a r e a . "  Reg i s te red  investment a d v i s e r s ,  i t  comments, "opera te  l a r g e l y  in  an a rea  which l a c k s  " 

any gu id ing  s e l f - r e g u l a t o r y  o r g a n i z a t i o n .  ~' 

The Study concludes tha t  a minimum p r o t e c t i o n  fo r  i n v e s t o r s  i s  t ha t  " f i rms  should not be 
pe rmi t t ed  to represen t  t ha t  they perform resea rch  and adv i so ry  s e r v i c e s  which they a re  not  
r easonab ly  equipped to  perform,'* and t ha t  the NYSE, " i n s t e a d  of  I n d l s c r l m i n a t e l y . e n c o u r a g i n g  
i t s  members tO a d v e r t i s e  t h e i r  r e sea rch  and adv i so ry  f a c i l i t i e s ,  shou ld . adop t  s t a n d a r d s  govern- 
ing the r e p r e s e n t a t i o n s  i t s  members may make I n . h i s  r e g a r d . "  The NASD, i t  adds ,  should p ro -  
v ide  s i m i l a r l y  for  i t s  membership. Such agenc ie s ,  i t  u rges ,  should a l s o  "assume r e s p o n s l b i l l t ~  
for  e . l i m i n a t l n g i r r e s p o n s i b l e  and decep t ive  p r a c t i c e s  by t h e i r  member f i r m s , "  i n c l u d i n g  the 
e s t a b l l s h m e n t  o f  s tandards  and more e f f e c t l v  e market l e t t e r  s u r v e i l l a n c e .  The Report a l s o  " 
recoh-,,ends t h a t  "Reckless d i s s e m i n a t i o n  o f w r l t t e n  investment  adv ice"  be e x p r e s s l y  p r o h i b i t e d  
and made e x p r e s s l y  s u b j e c t  to  c l v l l  1 l a b i l i t y  and, as recommended in Chapter  I I ,  t h a t  r e g i s -  
t e r ed  investment  adv i se r s  o the r  than b r o k e r - d e a l e r s  be o rgan ized  in to  an o f f i c i a l  S e l f - r e g u ! a -  
t o ry  a s s o c i a t i o n .  

P r o t e c t i o n  of  cus ton~r s '  Funds and S e c u r i t i e s  ! 

Noting t ha t  the b r o k e r - d e a l e r  Co~mmity performs quas l -bank ln8  and C u s t o d i a l  func t ions  
for  i t s  customers and in  doing so r e g u l a r l y  handles  a s s e t s  of  '*enormous v a l u e , "  the S p e c i a l  
Study r e p o r t s  tha t  e x i s t i n g  p r o v i s i o n s  for  t h e p r o t e c t i o n  of  those  a s s e t s  a re  g e n e r a l l y  
s a t i s f a c t o r y .  In c e r t a i n  r e s p e c t s ,  however, i t  recommends improvements. 

The Report of  the  S pe c i a l  s tudy reviews the " f i n a n c i a l "  and ,bookkeeping"  procedures  and 
p r a c t i c e s  of brokers  and notes  t ha t  they r e s u l t  in the ge ne r a t i on  of  l a rge  amounts o f  " f r e e  
c r e d i t  ba l ances"  (cus tomers  ba lances  s u b j e c t  to i m e d l a t e  wi thdrawal )  and o t h e r  customers '  
cash e q u i t i e s  tha t  f r equen t ly  a r e a ,  the r i s k s  of b r o k e r s '  b u s i n e s s e s .  Brokers a l s o  r o u t i n e l y  
have Custody of  l a rge  amounts of  t h e i r  c u s t o m e r s '  s e c u r i t i e s ,  e i t h e r  in margin accounts  or  for  
s a f ekeep ing ,  and they• are f r e q u e n t l y  pledge d with banking i n s t i t u t i o n s  or  l en t  to  o t h e r  b roker -  
d e a l e r s  or  i n v e s t o r s .  The r u l e s  des lgned to  safeguard  broker  solvency and c o n t r o l  the I d e n t l -  
f i c a t i o n ,  p ledg ing  and lending  of  cus tomers '  s e c u r i t i e s  a re  t h e r e f o r e ,  the Report n o t e s ,  '!fund- 
amental  t o  the hea l th  of  the s e c u r i t i e s  b u s i n e s s , "  s ince  " s u b s t a n t i a l  unp ro t ec t ed  l o s s e s , "  in  
a d d i t i o n  to  i n j u r i n g  the i n v e s t i n g  p u b l l c ,  '~ould  cause s e r i o u s  harm to the i ndus t ry*s  r e p u t a -  
t i o n . "  

The Report ,  r ecogniz ing  the e x c e l l e n t  solvency h i s t o r y  of  b rokers  and the r e l a t i v e l y  smal l  
amounts of  l o s ses  su f f e red  by the pub l i c  from b r o k e r s '  f a i l u r e s ,  as we l l  a s  the t e c h n i c a l  d i f f i  
C u l t i e s  and d i s r u p t i o n  t h a t  s e g r e g a t i n g  cus tomers '  cash ba lances  might cause ,  concludes  t ha t  
complete s e g r e g a t i o n  ~S unnecessary  " a t  t h l s ' t l m e  on the b a s i s  of  pas t  exper ience• ."  As ' ~ I n l  ~ 
mun p r o t e c t l o n , "  n e v e r t h e l e s s ,  i t  suggest  t ha t  b rokers  be r equ i r ed  to  ma in ta in  l i q u i d  r e s e r v e s  
in a manner s i m i l a r  to  Federa l  Reserve banks and tha t  they be r equ i r ed  to  inform t h e i r  customer 
r e g u l a r l y  of  the amounts and s t a t u s  of ba lances  he ld .  

I n s o f a r  as cus tomers '  s e c u r i t i e s  a re  concerned,  the Report  concludes t h a t  the be s t  p rac t i c ,  
r equ i r ed  by the s e l f - r e g u l a t o r y  agencies  ( s tock  exchanges and the NASD) in r e l a t i o n  t o s e g r e g a -  
t i o n  ( i d e n t i f i c a t i o n ) ,  p ledg ing  and lending  are  adequate ,  but t h a t  to  insure  u n i v e r s a l  observan. 
throughout  t h e i n d u s t r y ,  e s p e c i a l l y  by brokers  not s u b j e c t  to  s e l f - r e g u l a t o r y  c o n t r o l ,  the Com- 
miss ion  shbuld adopt comparable requ i rements .  

The Report a l so  makes recommendations £or minor improvements in  the Bankruptcy Act ,  so 
t h a t  i t  " c o r r e l a t e s  adequa te ly"  wi th  the p r ov i s i ons  fo r  the p r o t e c t i o n  o f  cus tomers '  a s s e t s .  

(cont inued)  
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D e l i v e r y  of Securltles 

The ability of broker-dealer flrms to make prompt delivery of securities to their custo- 
mers Is a matter of concern both to the securltles.lndustry and to'the publlc, according to the' 
Report of the Special Study. The Report. focuses on "fails to deliver," partlcularly durlng' ~ 
p e r i o d s  o f  h e l g h t e n e d  market  a c t i v i t y , :  which i n d i c a t e  t h a t  p r e s e n t  s e c u r l t l e s  h a n d l l n g  , c l e a r i n g  
and d e l l v e r y  methods  may be inadequate to  mee t : any  s u s t a i n e d  i n c r e a s e l n  v o l u m e .  

. . : : , . . .  . . .  

The term "fails to deliver" has a te~chnlcal meaning indicating the failure of a broker- :-: 
dealerflrm on the delivery -slde of a securltles transaction with another broker-dealer to 
dellver, a certificate at the agreed settlement date to the opposite side. While the term does : 
not include delayed dellverles-of securities to customers, the Report indicates that fails to 
deliver are an important cause of these delayed deliveries. 

The Report  d i s c u s s e s  the  r i s e  i n  volume o f  f a i l s  to  d e l i v e r  In e a r l y  1961. A s tudy  by 
the NASD showed that, among 2,600 or more than half 0f its members, the volume o.f fails to " 
deliver, rose from $657 million in December 31,: 1960 to $1,295,000,000 on March 31, 1961 and 
$1,491,000,000 on A p r l l  28. "" 

The Report indicates that one reason for concern over fails to deliver is the effect whichi 
consequent late deliveries of securities to customers may have on public confidence in the 
securities industry. The Report notes that the industry itself is aware of this problem and ':. 

:'that, as recently as August 1962, the NYSE cautioned against late deliveries of securities to 
customers andwarned that it "can impair normal broker-customer relations" among customers who 
expect prompt dellvery. The Report also considers the possible adverse effects which fails ~ 
to deliver might have upon the financial stability of broker-dealers. 

A number of suggestions are made as to possible means of reducing the volume of fails to. 
dellver. The Report"states that certain amendments to the rules of the exchanges and theNASD 
might reduce their volume at any .glven. ttme. It further recommends, however, that certain more. 
basic changes in securities clearlng, handling and dellverlng methods be considered. Among 
these are the expansion of over-the-counter clearance facilities, and various means for reduc- 
ing the volume of physical transfer and delivery of securities by the establishment of central- 
ized s e c u r i t i e s  h a n d l i n g  sys tems and d e p o s i t o r i e s .  

The B r o k e r - D e a l e r  as Corpora t e  D i r e c t o r  

The r o l e  p layed  by b r o k e r - d e a l e r s  as d i r e c t o r s  o f  p u b l l c l y  held  c o r p o r a t i o n s  a l s o  i s  r e -  
viewed in  the Repor t  o f  the  S p e c i a l  Study.  Of 4 ,964  b r o k e r - d e a l e r  f i rms r e p l y i n g  to  a q u e s t i o n -  
n a i r e  survey made by the S p e c l a l  S tudy,  476 s t a t e d  t h a t  o f f i c e r s ,  d l r e ~ t o r s ,  p a r t n e r s ,  o r  
employees o f  the  f i r m  were d i r e c t o r s  o f  one o r  more companies whose s t o c k  was t r a d e d  on an ex -  
change,  and 995 had r e p r e s e n t a t i o n  on the boards  o f  o v e r - t h e - c o u n t e r  companies .  Many b r o k e r -  
d e a l e r s  t o l d  the S p e c l a l  Study t h a t  they  r ega rd  s e r v i c e  as d i r e c t o r s  o f  companies whose s e c u r i -  
t i e s  they underwrote  as a p a r t  o f  t h e i r  r e s p o n s i b i l i t y  both  to  t he se  i s s u e r s  and to  cus tomers  
who had purchased the s e c u r i t i e s .  They emphasized the v a l u e  to  many p u b l l c  companies wi th  i n -  
e x p e r i e n c e d  managements o f  h a v i n g  an e x p e r i e n c e d  f i n a n c i a l  a d v i s e r  o n , h e  board o f  d i r e c t o r s .  
From the s t o c k h o l d e r s '  p o i n t  o f  v iew,  the b r o k e r - d e a l e r  would ensure  t h a t  u p - t o - d a t e  i n f o r m a t i o n  
c o n c e r n i n g  t h e  company was d i s s e m i n a t e d .  

I t  i s  p o i n t e d  o u t  i n  the  Repor t ,  however ,  t h a t  some b r o k e r - d e a l e r s  a r e  r e l u c t a n t  to  a c t  as 
d i r e c t o r s  fo r  any o f  s e v e r a l  r e a s o n s ,  perhaps  I n c l u d i n g  the Commission 's  d e c i s i o n  in  l a t e  1961 
t h a t  the an ,  l - f r a u d  p r o v i s i o n s  o f  the s e c u r i t i e s  laws had been v i o l a t e d  where a p a r t n e r  o f  a 
b r o k e r - d e a l e r  f i rm  e f f e c t e d  t r a n s a c t i o n s  in  a l i s t e d  s e c u r i t y  f o r  h i s  w i f e ' s  a ccoun t  and f o r  

d i s c r e t i o n a r y  accoun t s  o f  cu s tom er s ,  on the  b a s i s  o f  advance knowledge o f  a r e d u c t i o n  i n  the  
Company's r e g u l a r  d i v i d e n d ,  r e c e i v e d  from an employee o f  the  b r o k e r - d e a l e r  f i rm  who was a 
director of  the company. 

(ove r )  
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The, R e p o r t  d i s c u s s e s  d i f f i c u l t i e s  t h a t  may . a r l s e :  from. t h e  a v a I i a b i l i t y ,  to.-a... 
b roker : -dea- le r ,  a s  d i r e c t o r ,  o f i n f o r m a t l o n  n o t  avai lable~,  to.~ t h e  p u b l l c .  The~. flrm~.-may~ be ~mak~ng 
an ove r - the ,~ -coun te r  marke t ,  se111ng, to: i t s  customers~ or: recolmend.ing~:to I t8~ .  a d v l s o r y / c ~ l l e n ~ s :  
the  s e c u r l t l e s . o f ! a  company concern ing-  which  I t  ~has~ i n s ide ,  in£ormat Io rL .  "B~rokeredealer  :~ firms., 
have:: a great~ v a r i e t y  o:f- views and  P r a c t i c e s !  i n  t h i s :  a r e a . ,  a c c o r d i n g -  to:: the:, Report:  ~. "SOme:~ 
flrms~ take  the  p o s i t i o n  t h a t  i n s i d e  c o r p o r a t e  i n f b r ~ a t i o n '  4s~ a v a i l a b l e "  for~-thelr~ b e n e f i t :  an~: 
t h a t  o f  t h e i r  c u s t o m e r s ;  o t h e r s  a t t em p t  to m a i n t a i n  a w a l l  o f :  £ n s u l a t l o n  b e t w e e n , t h e  i n d i v i d u a l  
when ~serving, as d i r e c t o r  and the same Indiv~du&1. i n r e l a t i o n -  to-~h~le -- f~rm, i t s ' .  t r a d i n g  d e p a r t m e n t ,  
and i t s  r e t a l l  customers~. Other  f i rms  avold  or  p r e f e r  t o  a v o l d - d l r e c t o r s h i p s :  e n t l r e l y ,  because  
o f  the C o n f l l c t s  problem o r  for- o t h e r  r e a s o n s ; "  

This- p a r t  o f  t h e  Repor t  conc ludes  w,ith a~- b r i e f :  d i s c u s s i o n ,  of~: p o t e n t i a l  c o n f l i c t s ,  o f  ob! l iga-  
t i o n  and i n t e r e s t  in  the  s e c u r i t i e s  i n d u s t r y  g e n e r a l l y ,  l t '  r e f e r s - , t O  t h e  ' ~ u l t l f a r i o u s ,  p o s s i .  
b i ! I t l e s "  o f  such c o n f l i c t ,  w h i c h  " m a k e ' . i t  d l f f l c u l t ,  I f :  n o t  d a n g e r o u s ,  t o  g e n e r a l l z e  a s  t o  the  
problems p r e s e n t e d :  o r  p o s s i b l e  r emed ies ,  The i r -  t o t e l :  e l i m l n a t l o n  i s - o u t  of .  the~ q u e s t i o n ;  
t h e o r e t i c a l l y ,  i t  would i n v o l v e  comple te ,  s e g r e g a t i o n  o f  g u n c t l o n s - - a  remedy o f t e n  invoked  or. 
s u g g e s t e d  where c o n f l l c t s  a re  c o n s i d e r e d . "  B u t - s e g r e g a t i o n e s  a - s p e c l f l c  remedy f o r  c o n f l i c t s  
i n  the  complex s e c u r i t i e s :  b u s i n e s s  " c o u l d : n o t  be a s imple  s e g r e g a t l o n  in  any t r a d l t i o n a 1 '  s ense  
bu t  would Have t o  i n v o l v e  f r a g m e n t a t i o n  o f  t h e  business~ to=, a~ p o i n t  • where,  ( a s  f a c e t l o u s l y -  
p o i n t e d  ou t  i n  a r e c e n t  magazine a r t i c l e )  each i n v e s t o r - w o u l d '  have: his-  own: b r o k e r - w h o  would.  
not  be  p e r m i t t e d  t o  act ,  for" any, o ther :  cus tomer  or: for:  h i m s e 1 f . "  

The Report.: s t a t e s : ,  however ,  t h a t  t h e  c o n d u c t  o f  b r o k e r - d e a l e r s ,  pe r fo rming-  p o t e n t i a l l y  con-  
f l ~ c t , l n g  f u n c t i o n s ,  may need: tO  be: t h e  s u b j e c t  of: i nc rea sed '  r e s u l a t o r y -  and '  s e l f - r e g u . l a t o r y  c o n -  
c e r n .  In  p a r t i c u l a r - ,  i t .  u r g e s  t h a t  the  s e - l f e r e g u l a t o r y  a g e n c i e s  ( t h e  e x c h a n g e s  and  the:.NASD) 
and the  Co~mission:  "should :  i n s . t i t u t e  ~ more ~ p o s i t i v e ,  con t inu lng :p rograms : ,  f o r  the- s tudy  of: im- 
p o r t a n t  prob-lema o f  c o n f l i c t  o f  i n t e r e s t  in  t h e  s e c u r i t i e s . b u s i n e s s  ~, w l t h  a ~ v l e v  t o - s p e a k i n g  
ou t  on p a r t i c u l a r :  ques t l ons~  I n  the :  for~Q:of"caut:ionary~meas-ages:, po:llcy~, at:atements~, c o d e s . , o f  
e t h i c s ,  o r  r u l e s  o f  f a i r  p r a c t l c e ,  as c i r cum s t ances  may r e q u i r e , . "  

- - - o o o O o o o - - -  


