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CHAPFTER III
SELLING PRACTICES

In a Bapork on the study and Lovestigacion of “selling praceices'" in the securitles
induatry conduc Eed by dtm Special Study of Secuvicjea Harkets, which wan delivered to fongress
today by tha Securicies and Exchange Commizninn, the Special Study notes "the existing gap he-
tween khe induptry's stated goal of high wtendardw, and the exieting conmdiclons i The markec
place,”™ wrd calle for positive action by the industry and the regulatory organizacions.

In & broad review of the pracclces involved 1o the sale of sacurities orher than murual
funds, cha Skudy observes thet it gave principal attentlon to abuseé amd improper practices,
but no "quapcitarive mexsurement of the extent of these practices is Ipcended to be reflesced.™
¥evertheleds, it concludes, "serlous sbuges have occurred, and problews sxisc which unlzss
corrected could cause grave damage to the industry as well as to the public finvester.™ In a
discusaion of "specialisce in speculation,” or broker-dealsrs who concentrate on selling stock
nf promotionkl srd unseasoned companles, the Study staces chat "“cthe macrchandise chey offer and
the selling methods they use preclude concern on thair part for the intaresre of chelr individ-
ul cuscomera.” The Scudy aleo describes boller-rocom aperabions wilth thair characcevistic
anles by fraud, mlsrepresentation and msatecial ooissions. IE netes that "boller-room practicas
are clearly aoct extincc, and while the Coomimalon has oude grest acrides in rapid deracclon
and elimicaticon of boller-roocmd, Lo 0t Casds the undctupulous Cparaler has succeeded in dissi-
pacing ¢he capital of meveral viccims before the Commission can aet."

Amcng the Jlargsr firms, the Study notes, regulatory problems primarily involve inadequate
controls and lapses im suparvisian. These firme, according to the Hepoart, generally attempt
to sell mecurities in an ethical manner. HNeverthelesa, it statea, abuaes have occurred which
in mome cames have rivaled those caused by bolier-room zslesmen, and decafle caszes which arovse
in parcicular branches of thtee large firma., It says that "there 19 no ev-dence {hac thesa
practices are typlcal of how busioesr 1z conducted by most of che larger ficm#,” but that re-
gardleas of thelt freguency they rcepresect probless "tos loporrant fo be igonozed.'

Broker-dealers are chayged with responsibilicy for supervising tre activiciea of Cheir
exployees, the Report notes, snd 1t reviewa the gystema whlch they Rave lnptitugea o detect
certain commen abuses, particularly overtrading of customera' accounta, misrepresencations, apd
recommandations of sacuricies not sulcable Eor their customars, Accordlng to the Keport,
“Jesplte the heavy burden of sdministracive dutles apd supervisory reapemsibilicies carvied by
branch wanagers, few firms havé chosen Eo relleve them of the burdens of serviclog cheir own
customer aceouncE, and moat continue o compendace ther fFor such buminess an a coomission basie,™
Centralized suparvision, the Report atatzs, is "'facilitated by, or possible only because of
electronle date procassing equipment," but it addd that the Infarmation produced By Che machines
mugt be reviewed by parsons with the akill, experience and bime necessary Lo mike opciloum wse of
of the data provided, While euch cootrels have been most effeckive In dezeccing churning, the
Raport notes a gener#l absence of fixed procedures to uncover abuses with respect 0o sultabiliry.
It furcher notas that during the last year “repressniatives of & slgniliicant segment af Lhe
brokarags :ouluntty have axhibited & growing awareness of the lmportancs of adequate supervision.'

{over)
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The tules spd asnctions conttolllng aelling prackices which are adminiztcred by the Com-
wiasien, the Hatlcnal Associlation of Securitiea Dealers, Inc., the exchanges and the states are
alge evaluared in the Report, Commidaion disciplinary proceedings relating to gelling praccices,
Lt cbserves, have baen primarily dirzcted at situations lovolving flrms engaged i{n a course of
conduct dealgned to sell securities by illegal mzans or boller-room tactics, altheugh they acs
not exclusively directed a4t bedler-rooms, Lesser abused aze more aften handled by the sclf-
regulptory bodiens, The NASE, the Report states, "hasm in e¢fEect a framework of rules which are
intended to contral che oAl prevalent oblectionable eelling praccices,™ and its rwle on sults
abllity utdoubtedly "has tha moar far-reaching potential For dealing with improper selling
practices,” but los methods of detection of such practices are not well developed. The Hew
York Stock Exchange aimilarly has adequate rules and sanctions, acrording to the Study, bur Ltg
wechods of detection "hava left much to be dealred,™ and it has treated cosplalnté from public
customers, aften 8 Erultful source of information on loproper conduct of salesoen, "in a mannez
whith at beat conttibutes little to the effective enforcement of ita tules.”

In its conclusions the Aeport states, "sooe segments of the induacry appear to be earnestly
promoting high standards of aelling while otherd sedm only ro be savnestly preacting sales.”
It recommends that the superviaion by broker-deslers of cha selling accivities of theilr per-
sepnel should be strengthaned, and suggests the designaricn of a senlor sxecutive in the home
affize tp be reaponaible For inkternal supervielon and vegulatory mattece, inereasing the bBranch
manager's supervisary role while de-epphagizing his zelling activities, apd tightening home
affice cantrol procedures. Ib Also calls on the self-regulacory apencies, particularly che
NYSE and the HASD, to "escablish clearer astamdards end satronger survelllance and enforcement
procedures to ansure more #ffective guparvision by their mewber fivma,'" 1t recompmends that the
Commission sdopt addicional rules related to detectlon of improper aelling practices, including
tequlcaments that retail trapsactions be warksd "soli-reed" end “wnaoliclced,” that firms main-
tain a central file of customer coeplaines, and that firms record certain basic informaticn

tegatrding customatn.

It aleo states chee "Greatey amphasxis should ke given by the Commivsion and the selE-
regulatory bodies to the concept of sultablliey of parcicular securities for particular custo-
mars," and urges the sdoption of “Statements of Foliey" which "ean provide the neceacary balance
betwaen ganpralicy and speciflcity." MNoting "the ilwportance of diaclesurs for the protection
of inveators," it concludes thet oEficially filed company reports and proxy atacemencs "ahould
have much wider use in malling aceivities," amd that brokev-dealers shomld be obligated acrually
to conpult such data before recommending securities, to furnlash copies to customera in appropri-
ate cagea, and to advise cuktomera when Lt 16 not availlable.

Ad £o the prevalling icduptry praccices of cowmpensating salesmen in proporcion to the
volubed of business produced in = given month and paylog varying rates of commiasion for
difEerent types of securitiesa, rhe Reporr comcludes “that certmle of ics partticular aspects L1
tand to introduce updue pressures and biasas inte the selling process.” Among posaible meanures
for connideration by the self-regulatory egancies suggested by the Scudy to "wlimipatx or re-
duce Ehe mors sxtreme forms of pressnre op binses in selling" acve making wonchly compensstion
leas spacifically dapepdent on each month'a production, eliminsting cemmiasaion rate atep-ups
based on production in 4 given wonth, dizcouraging undue compenaation differenciale for salus
of different cabegocles of securities where advisory blas may result From the compensaticn
differential, snd reguiring disclosure to customere of extra compensation iv some altuations,

The Report Finally nctes that the ssncrions now available to the Commission in respect of
selling practices art sometimes unauitable te the peedn af particular casea, and recommends
more flexible powers for the Commiegicon, "so Ehat 1t may invoke mesauren appropriste for dealing
with particular kinds and degress of wmisconduct rather than being limited to the cholce batwesn

no sanccion or an excessive or inappropriate one.™
(eemEtinued)
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Besesrch and Invaermant Advice

Ai A reasult of its investigarion of the nature of published lnvestsent advice diescribuced
to the publlc by broker-dealsts and registered investment advisera, the Fpeclal Stedy concludes
that irresponsible disasmination of advice has been responslble Eor Injury to public investors
and to the peputetion of the invescwment comunlcy and "ahould recelve more positive and 2ffec-
tive attention from the self-regulatory agemcies," The Speclal Study alae pecommends chat
recklesa disremination of writiten investwent advice "should be expresaly prohilkited by atatute
ar by rules of the Comalsslon and the self-regulatory agencles and should be made expressly
pubiect to civil liabiliey."

Meting the impreasive volume and warlety of written investmsnt informarion originated by
brokers-deslers, for many of whom ite distribution hae becoms an integral parvt of their buai-
nesaes, and the lesser bur far from Insigniflcant swount of material published by investment ed-
visers who ate not engsged o Eha purchese and sals of securifims, the Special Study chserves
that the mwaterials "ralae brosd issued of the nmature af tha cesponsibilities of theilr dissemina-
tora to those whom they advise.! The lmpact af such advice onm the eecurlties omarkets and the
important role of the securities apmlysr, accerding te the Report, are "“dramatically Lillus-
trated" by the history of the Dunn Ergineering Corporation, vhich went Lato bankruptey sherkly
gfter ita enthuslastic recommandation by broker-dealers and subscription publishers. The cage
demwonstrates, the Repart scatwes, "the broad gap which can axilst bebtwesn reality aovd the rosy
recommendations of the advisare, and the Injury to iavestors which eap resule.'

In reviewing maceriAl distributed by broker-dealers, the Special Study notes that despite
differences in smphasis, style, quelity and quantity. the waterial is basically deslgned to
sticulate purchases. Recommendations to sell are for the moat part deliberately avolded, accord-
ing ko lea Report, and beyornd A general clmgelfication 28 o ipvestmeat gpoals, litele efforct im
mede to evaluabe risks for the fnvestor. While the ressarch which the material represenrs may
be "che reault of anything from che wltisate distillation of a long acd painataking mnalyzais of
the reccmmended company, its industty and the economy 48 & whole, to mece 'cribbing',' ordi-
narily little information Lz glven about the extent or methed of veasgarch, the person respon-
elble for the recommendatlan, or any intersst in or intentions &s to the srcurities recommended
on the part of the fivm distributing Lt. Material produced by subscripeion publighera, the
Report Indicates, was similar In cany regpects, particularily in the predowinance of recommenda-
tions to purchiase {although recommendations te s&ll Ace not ad scarcal, snd lo the lack of in-
formacion on the subject of the publishers’ pogfitions and Lntentiens am b0 recommended stocka.

Common o material of all kinda, the Report cbaerves, 19 the sugpeetlen, express ot implied,
that the recommendations are the product of refearch, but & gurvey of cededreh practices '"re-
vedled wide varistions Lo the practices Followed and the adequacy of reaearch staffs to perfcrm
the Functions they ware called on b6 perfocm." The Study adds that '"the oocmszional cireulation
by broker-dealera under their own nasw of maferial prepared by public relations counsel of che
cempany whode atoch LA recommended or by adverfining firms or others represente an abdication
of responsibiiicy.”

The Report statea that while investors expect the sdvice they receive to be Tesponsibly
prepared ind imparecial, or thet any basis for blas will be disclosed, becawse of the conflicks
of many advisera thia 1s not always what they receive, Lt ootes inconsistent views among
broker-dealera on the propriety of recommending securicies in which che Firm 1e disposing of
irs poesition, and Teports evidence smong booker-dealer and Investoant sdviser fivms of 'scalp-
lag," or buylag of securitied absub to be recommended {in anticipation of the market lopact
of the recomendeirion and seliing lmmedistely chereafrer,

(ower}
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"The investing public gEets only modest proteccion from existing govermment and industry
controla over {he form and content of [nvestwent advice," the Study Bays. It notes that che
Commisalon concentrated on Aelling literaturs of bolley-vfoom type broker—dealers, and adds
that '"the self-tegulatory mgepcies have been slow ta sccept thelir respansibilities in the .
aree.” EReglatered investeunt sdvisers, it commente, "operate largely in an area which lacks
any gulding gelf-regulafory organization.”

The Study concludeg that & miplwum protection for inweatera is that "'Firms should not be
rermicted £o vepresent that they pecrform research and advigory serviges which chey are not
reasonably equippad to perforw,' and that the WYSE, “instead of Ilndiscriminacely encouraging
its wembers ro advertise thelr resrarch and advisory Facilities, should adopt standards gowern-
Lng the reprasentations its membars may meke in this regard.” The WASD, it adde, should pro=-
vide similarly faor ita wesbership. Such agencies, 1t ucges, should also "assume Tedpongibilibs
for eliminating irredponaible sod deceprive practices by thelr mewber Firge," including the
entablighment of stapderds and oore effactive market letter survelllance. The Beport alsc
recomnends chat "Reckleaa dissewmipmtion of writben investoment sdvice™ be expresaly prohtbiced
ard made expressly subject to civil liabliley and, ald vécombmoded in Chapter 1T, that vegis-
tered {nvestment advigers other than broker-dealers be organized ioep an official self-regula-
tory associakion.

Frotection of Sustomers” Fundas and Securicies

Heting that the broker-dealer comunity pefforss quaai-banking and cudtodial fupceiona
for £re customers and in doing mc regularly handles ssdecs of "enormous value,” the Special
Study reporta thac sxisting provisiens for the procaction of those asaets are generally
satisfactory. In certain teapects, however, it recomsands lEprovemenrs.

The Report of the Speclal Study reviews the "financizl™ and "bockkteping™ proc:dutea and
ptactices of brokers and notes that they resuls Ln che gemaration of large amounts of 'Erf:
credir bmlances™ (customers balances sublect o {wmadiste withdrawal) and othar custommys
cagh tquities that frequently #re at Lhe risks of brokers' buaipesases. Hrokers alao routinely
have custody cof largs smounts of chelr cugtomtrs' sacuriecles, efithar in margin accounts or for
safekeeping, and they are frequently pledged wicth banking ipstitutions or leat to other broker-
denlers or Lnvestors, The rulea dealgned to safeguard broker solvengy and control che ident i~
ficatlon, pledging and leading of customars' eecurities ave therefors, tha R#port notes, 'fund-
amentkl to the heslth of Ehe securities business," since "substantlal unprotected loases,” in
gddicion to injuring the Investing public, 'would ceuse serlous harm to the Lodustry s reputa-
tion.™

The Raport, recognizing the excallent solvancy hiskory of bzokers and the relatively soall
amouncs of losseds suffered by the public from brokevs' fatlures, ad well ms che technical dLiEd
culties and discuption that segregiting cuatomers’ cash balances might Cadsa, conc ludes that
complete apgragation Ly unngcessary "#t  chis fims on the basie of paet exparisnce.” As ''mini-
mun protectisn,” nevarthejean, it suggest Chat brokers be required to oaintain iiquid reserven
in o maoner similay o Pederal Heanswe banks and that they be required to inform thelr customer
regulacly of the awounts and stacus of balances ha1d.

Inaofar as customarh’ securibies are concermed, the Beport concludes that che best pracele
required by the self-regulatory agencies (atock exchanges ard the MASD) in relstion to segrege-
tion (identiffcation), pledging amd lending are adequate, but that to insure univecsal observan
throughout the indusiry, sspecially by brokars not subject to melf-regulatery control, the Com-
misgiop should adopt cowparable requiraments.

The Report mlsc wakes vecommendationa for minor improvements in bthe BAnKCupbcyY Act, Az
that L{r "correlates adefuitely” with the provielons for the protection of customers' maners.

{continued}
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Delivary of Sacurities

The ability of broker-desler fimms to make prompt delivery of securitles ko thelr cudko-
gard 1lg & matter of concern both to Ehew securicies Industry and to the public, accordiog fo che
Report of the Special Study. The Report focuses on "falls to deliver,” particuvlarly duting
pericda of heightened marker setivicy, which indicate chat predent securities hnpdling, clearing
and delivery methods may be inadequate {0 Meet any sustalned increase in volume.

The kerm "faile te daliver"™ has s technical meaning ipdicariog the failure of & broker-
degler FLrw on the delivery alde of a securlirfiea tvansaction with anothez broker-desxler Lo
deliver a catrtificate at the agreed settlement date to the opposite side. While the term doea
not include delayed deliverias of sscuritima to customers, the Report Llndicaces thac faila ro
deliver are an lmportant cavee of these delayed deliveries.

The feport diacusses the rise In volume of falle Co deliver In early 1961, A study by
the NASD showed thac, swong 2,600 or more than kalf of it pembers, the volume af failas to
deliver ross from 5657 willion in December 31, 1960 to £1,295,000,000 on Harch 31, 1961 and
51,491,000, 000 on April 248.

The Report indicates that one redecn Cor concern over falls to deliver is the effect which
tonsequent late deliveries of securitles Lo customers ray have an public confldence in the
gecurities lpdustry. The Report notes char the induscry ifself 19 aware of thia problem and
that, as recantly #ao Auguxt 1962, the NYS5E cauticned againsc iace deliveries af securicies to
cuscomers dod warned that 1t "can ispalr normel broker-customer relationg'' among customera wheo
expect prompt delivery. The Heport also congidars the pessible adverse effecta which fails
to deliver might hewe upon the fipapcial gtabillity of broker-dealern,

A number of suggestions are made as Lo pogsible moaps of redeucing The volwee of f3ils to
deliver. The Report staces thar cercain amendments to the rulea of the exchanges and the NASED
might reduce chelr volume at any given time, It further recommends, however, thai certain more
bagic changes In securities clearing, handling and delivering methods be congldered, Among
these are the expanslon of over-the-counter clearance Farilities, and verlious means for reduc-
ing the volume of physical trandfer and delivery of Aecuritles by the eatablishment eof central-
lzed securities handling systems amd depozaitories.

The Broker-PDealer a3 Corporate Dlreckor

The role played by broker-dexlsrs s directors of publicly held corporations aiso Ls rve-
viewed in the Report of che Special Study. OFf 4,984 broker-dealar fires replying to a question-
naire survey cade by the Special Scudy, 476 stated chat offfcers, dirsctors, parinera, or
exployeas of the Elrm were directors of one or mole cowpanies whoge stock was traded on an ex-
change, and 995 had repressntation on the boarde of over-the-counter compiénies. Many broker-
daalerd told rhe Spacisl Study that they regard service a8 directors of cowpsnies whose meceri-
ties Lhey underwrob= aa a4 p&rt of their responsibility barch te these issuers and ro cuabomers
whe had purchesed the securicies. They emphsaized the value te many public companjen with in-
experienced mamagements of having an experianced Flrancial adviaer oo the board of directors.
From the stockholdetre' point of view, the broker-dealer would enaure chat wp-ro-date information
concerping the company was digseminaced.

It is pointed out Ln the Repart, however, thar scoe broker-dedlers ave Teluctant to ace as
directors Eor any of several reasons, perhmps including the Commiasion's declaion In late 1961
that the anri-fraud provisions of the securitles laws had been violated whare & partner of &
broker-dealer firm «fFacted transactiors in a limted securiry for his wiie's account and for
digererionary accounts of customera, on the bagia of advance kvowledge of a reduction in the
company's regular dividend, received from am employee of the broker-dealer firm who was 4
director of the company.

{over)
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The Report discusses difficulries that may srise Erom the svallablliey co a
broker-dealer, s dicector, of information ot available to the public. The Fics-tsdy b Daking
an over-the-counter oarket, selling to ike customers, or cecommerkdicg to lEs advisory-cllents
the sacuritiss of & company conceraning which it has lowide information. ''Broker-desaler Cipma
have a groat variety of wiwws and practices in this area," acesrding to the Heport, MSome
Eirms take the posicion that loside corporate inforsacion is avallable for (heic. beoefit and
that of their customers; others attempt to maintain & wall of fnaulat{on between the dodividual
whan -aerving as directer and the same individusl. in relstion £ hia firm, its. ¢radipg department,
aml its retall customerd. Other flrms wyold or prefer to avold directerships enticely, becawes
of the conflicte problem or for cther regsons.”

Thin pert of the Report concludes with a brief discussion of potential conflicts of cbliga-
cion and lntevant Lln the securities industry genecally. TE refare Eo the "multifaricus possi-
k. licies™ of such conflict, which "maks ip difficult, if not dwngerous, to generalizs as to che
problems presented or pesalble remediea. Their toral elioiodtion 18 cut of the queationg
thearetically, it would invelve complete segregation of functioms--a remedy aften ilovoked or
suggented where conflicts are considered.”™ But gegregsticn sa s apeclEic rewedy for conflicts
In the complex securities business Ycould not be & simple segregation in any tradicional sens:
but would haye e lnvolve Eragmentation of the busaloses o & polnt whnre {2 faceticusly
peinted out in & recent magazine article} each inveator would heve hia own broker wvho would
rot be permitked to act for any other customar or fozr himamlE,™

The Report statew, heswever, that the conduct ¢f broker-dealers parforming potentially con-
flicting functions may need to be the subject of Increased regulatory and aelf-regulstory con-
cern. In particular, it urges thet the sslf-ragulatory agencissd {the exchanges and ctha HASD)
and the Commienion "“ehould immtitute more poaitive, contineiag programs Eor the study of im-
portant problems of conflict of interest in the spcurities- business, with & view vo speaking
cut on particular quedstions in the form of cautionary megnaages., policy atatements, codea of
athics, or rulas of Faly praceice, aF clrcumstances mmy tequire.™
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