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he Corr.m1 Gien 

Sherloc".o Devi a , 6 :l:-1 ~ an t D1rect r, 
Trad ln and .o x .tn f 0 Dl v1 oion 

Over-tho-Oounter ? rou l omo end the ~aloDey D1~ 

I wish to draw t ho attention or the CO~8nlon to oertaln 

pro le ·.8 eonoerning t he OIlSr-t:lc-oounter me r. ets t'l . lch hay. 

beon the s ubj eot of reoent discussion In the Trading Divis ion. 

At t hi ::l point I shall do no nlore t !Jan ontl1ne 1n very eneral 

resolon oerta in or the mo:-. oruoial qU8st10' .. HI which merl t 

oon!:lidor otlon and treatment mo~t 1= ediately. In s i mil rly 

u detailed manner I h~ ve iudioa t ed some broad I1nos or ap­

proaoh to the problvms posod Wh10h the C~i seion may tako 

und 'r Seotion 2 of the v'Bloncy bill , without attenptln to 

retine t llos. lSu£sest lons to t lle "rule " "ta .-c. 

Tho OOClmleeion doeo not pOGS Oil detai l ed InforcatloD 

s o to the Ds ture and extent ot tr de praotioes on tho oyer­

t he-couDter !!lIld!ote 811d t llelr va r1o.t1 n i n dirronlnt lIeotioDII 

of t . e countrl'. Ther eforo , he foro t fl (l seion renche tho 

1'ul - l:IllHne polnt , 1 t wouH ~ fle!ll de 1rBble to obte 1n t he 

1ndu'tr:r's r eaotloDI!I and S COI!I U ons on the point B lnyolyed. 

In t htt t oor.neotloD I llu!"S<l et t no In ' u try be oanvassed thor­

ou ,Illy tor a written eXJjN Bslon of 1 tl!l vic t!, and thereatt.er 

t het (I oonterenoe be arm od l;etv~en repros8ntntlvsI ot the 

trnde and. t he Co;no1s!lion to work out dltterenoot!l in polloi •• 

end detsl1o. 
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1. Yr •• Credit Balanoes 

(.) Probleml 

Ther e l s l1'ttle ne d to olaborate upon the ~rsat1ae in­

dulged in by ~ny brokers ond dealers, resp.otable a5 well a. 

unsorupulous once, or employ1ng oustomers' tree oredit balanoes 

tor their O~ uses. Frequently brokers end dealers who are 

preseed tor 06sh tinanoo their own obl1sstion8 and oomm1~nts 

with their oustomere' tre. funds. Sometimes the tre. mon., ot 

one oustomer is used to bolster up the aooount of another 

oustomer. In many 1nstanoes th1s d1vers10n ot oustomer" 

money 18 .tr.oted w1thout the knowladge or oonsent ot the 

olient in Q.uestion, who. ordinar11y, 1s under the lmprea8101l 

that h18 lIoneT 18 legregated tor hlll and 10 obta1nable at aar 

time upon request. 

Th. laok or any rastt1ot1ons on over-the-oounter brokers 

114 dealer. in the use ot oustom.ere' trea tundl hal .noounge4 

a pol lOT ot borrowing from Peter to pay Poul. Weak or lnsolv.nt 

firms hlllve been enable to rfllnain 1n bus1nas/! beoau8e ot finanolal 

support obtalnl4 troll oliante' fre u money. The Oo=m18elon's 

reoords reveal at least ona in tanee in " hloh • brOker-dealer 

W1&. In.olvant over a per10d or t.nr.e years but re_lned 1n 

business with the ald ot hie austomere' tr.e ore41t bal~ce s. 

(ae. ~ngle and Engle). 

In addition. the tailure to plaoe hadeea around th. 

broker-dealer's use of his oustomers' tree funds operates to 

stimulate the broker-daaler's speoulative aotiv1tie!!!. and to 
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e.uoourage him to a.eGume oo=lta\l~nte not war 'nnted bJ' hie O'l'ltl 

oapital r090U.rcee . 

(b) Hemedy: 

AS an .Cfeot l ve method of ourtel11n€ t ho lmproper and 

undesirabla praoUol!!) outlined abova . it is reoOQillended that 

brokers and dealare be r a ;; lr d to abandon what 1. es.entlal-

11 •. banklng funotion, 1.e. aot1ns ae II dopoelte1'7 tor their 

oustomero' tr.e oash. Afflr38tlvely a broker-dealer .hou14 

be required to plaoo hi G oustomer s ' rreo or edit balanoe. ln 

the hand. or en lndependont esorow as ent. whioh. lQ most 

Instanoe., will be • bank . 

At all t1ma. t ho, brokor-dealer should ke.p on depo!! lt 

with ~he · •• orow asent a oash amount oqua l to the total oradit 

b8111110 •• or hle ouotoDler s at t he end ot eaoh day. Of oours. 

tbe amount of total oredl t bul :mooe mll Y n r y from day to dll1 

as tbe r.eult or eblfta 1n oustomer s ' positIons. Suoh 

Oheng •• sbould be refleoted da i ly 1n t ue a oount held wlth 

the e.orow e~ent, eo t at at no ti~. w111 oustomere' t~. 

oredit balono ••• xo.ed t hll (l llll)unt ot' c oney held b, the ell­

oro',. ecent. 'l'h. proteotiQn t bu,g ntt'orded the oustomer ln 

the event ot' the bro,k:er-dealer' e lnsol venoy 11!! plltent. 

In oaeo or t he brokllr-del1ler'e 10.olvenor, lt 1 • 

• ~sent13l t~t t h. asorow Q£ent poeeeao no olulm against 

th~ broker-d •• l or w loh mi ght be o8serted e e a l10n ag81nat 

tbll broker-dealer', depo!!1t wlth t he agent. ln priority t -o' 
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tho olalm ot the broker-doGler'" oueto.era. Tho 41fti­

oulties involved In 15 :!! ltulltlon ~ e: e the eaoro .. a ent 

end the brokor-dealor's ouet~m~re ha ve oonf11oting olaims 

may be obviatod by r J uir1ns t be broker-dealor t o,on 

the "ore41t bal!1!': oo BOOOunt" in a t ank ... ith whioh he 

transaot. no otbe r bU Bineso, or to Whioh he owen no 4ebts. 

Alternatively, t he prootloe D.O. pursued by IIl!Inl reylltGble 

oonoorll. IIll bt be me cl .. 0 l1gatory, viz. ttlo ex.oat1ol1 of 

a contraot eet'TeI.n the brokor-dealer nnd the bank .tatiAg 

that tund. 1n the ·orodlt balenoe aoooUDt~ ere tunde of 

the oustomer. and are ... llable oDl7 tor thelr ola1aa • 

. u an additional 81'1tegus.r4, U. 15011% deslra 1e 

that brOker. and lieahrll be re ;,:.ired to /lUp 11 their 

ou~totllel's 1111tb porlod10 IItata:;,onte ot t!le1t" ao o\,nte, 

whioh yould inolude 1n.torantlon u to tho IJllOUllt otthe 

oU8~er8' tree or8dit b,lQuoo. It t he particular broker­

dealer ware , member ot a ~alone1 e.eooiat1on" 'bet 1a­

tOl'lll8tioll .hould be IIIIIde IIvallet le to the ,08001,\1oa. 

See ,. ____ , ll1tra p. ____ • 

aequlr1n£ brokorc and d .. ler. to e.ol'Ow oustomer.' 

tree ored1t balence. doe8 not i mpolle en, ulldue bur4en OIl 

tbe 1n4uetry. A broker-4.alor nee4 molnta1u 01111' one 

fiellenl aoooUDt tor all hi8 oU"OIIe1'l\' tree run4., I'ather 

tllell an 1n41v1dual aooount tor eaob ouatomer. 
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2. Free Seourities 

(a) Probleml 

Tbe ~ueBt10no relatlng to the unrestrioted us. b7 a 

broker-d.al.r ot hls ouaton;oro ' tree a.our1tl •• ar. In MDY 

r espeots s14110r to those eono ernin~ treo oredit belance •• 

Thus, a broker-dealer with roady a OOB es to oU9to~e rs' tree 

.lourltlS9 Eay uee t hem to oover his own nhort po ltlone 

or other 0 mm1tmenta, or oOYur up t he aocounts ot ot er 

ous t omer.. Bocause ot t h. a1m116r1tl or abusee attendant 

upon the unrestrloted use ot tree credlt balano •• and 

tr.e •• lurltloa, It ls .uggelted that the •• orow 4 • .,10., 

desorib.d above in eODD-eoitoD wltb, oredit balanus, b. 

appl i.d with ao~ d1tterenoe. to the problem ot tr •• 

•• 0u1'1tle •• 

(11) 

R.ldyl 

Unllke tr •• ore41t balanoes, tree aeourlt1 •• ne.d 

not b ••• orowed ••• oon, ., they oom. lnto tbe poe •••• loD 

ot' th. broker-4.aler. CIlI\OIUr. 111&1 d.alre to tekl , •• 

llvery wtthlD • tew de1', or wlsb to trade 1n ane out ot 

• stock wlthln .hort p.riod. ot t1 ••• 

'1'0 In. urI 'h. tledb1l.1ty lle08lll&rt for suoll. .itll­

ationl, i~ 1. 'ue .!lted t hat a broker-de.lor b. permitted 

to retaln tr •• ,.ollrltl(j8 1n 1s pOlloeulon tor 8 11.m1te4 
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period, e. s . flfteen da16, 6fter reoeipt of delivery en4 

Dotioe !;horeor t o hl!! QU!l tO:llIU '!h At the end or that. perlod, 

anT tree soourities not calle d for by t he eu! tomer "fould be 

re, aired t o be 60ro~ed . 

:Fend1ng dellv6ry t o the esorow egent, the brolcer-

4 •• 1el' tloould be r equired t o aesregnt. 8uob OUi!tcael','a 

tree lJeourities ln It manner idllntU'ylng suoh ouotom.r'8 

.eourlU.o lnd1ndua1l1. Furthe.!', the brokor-dealer ought 

not to b. allowed too oOl!lllllng.lo II. ous toEler' !I tree lJeourltl •• 

"1.tl\ the lIoour1tliHI of 1m,. oth8r oU!Jtomer or or the broker-

4 •• 1.1' himselt, or ~~k •• ~1 other u~. ot suoh •• ourltl0 •• 

III dol1'ferl11tl tno •• curltl •• to the e.orow a£ent., 

tile broker-d •• ler . hould open. oapjlrat,. e.oooWit, 1'01' aaoh 

custol!!er, nthGl' tban a 1.11nel. g.noral aooollnt lnto whioh 

all tr8e ooourltl ee woul4 ba pIaoed. Thls would ~rod~tato 

tlte traoiZlg I)t the oUl.ltomer'lI "aouri t .hll 1n the .... n\ ot tho 

broker-dealer'l! 11lSlo1 VI;U10Y. 

!. "Sll.teko.plns~ Soourlt1e8 

An Cl.nologou.a pro l l!llll 1).,:,1 6" 1n cOnllllotlon with tho 

deliver1 ot lMIou.rlt1u by II ous t.orner t o D broker-de.lar 

tor oafeke'plll£j. In t llis e1tootlon, a in tha oallo ot 

troe 8oour1t1 •• , the brok~r-d.aler heB r.ad1 •• 0 ••• \0 

the ,,00urlt1e8 'so that tho brokol'-d .. lar at ell tl11188 has 

the opportunity to oon ... rt. tho •• our1tlol 1111proparlT '0 
bls OOID ueO. 
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10 1nsure the ous tomor pro~eo~lon GaIn t auoh 

.bu~e and at t bo gt~e time ramo.e rr~ the brokur-4eal or 

the burden ot hold1ng secur1t1es in ~fekeepiU6. it 1e 

8USgeeted t llat B broker boprohlblted trom toki.Df; or 

hold11l8 eeo'U1'1t.l$8 for sGf ol::oepl \'l{! . Pro\'lelon oould bo 

1De.4e tor til. exceptional 01 tUlltloll of t hQ departure of 

oUents on e li: t cn".d trlpo . I n the 111:11to/l in tanOO" i. 

whiob a broklllr-4",aler illl'l l be allowed to rotll1n "II r ekeep11l6" 

seouritios. t booa lIeou.rltloo mould, bo segr.e:nte4 0114 identi­

tied all beloutll1€ to a pllrtlou14r oUl': tolllt!r. tior ahou1d 

the 1)1'O&8.I'-4eo10" 'De perlll1t.ted t o oOllllllin'r le "lIatelte.pi " 

•• ourit1e. w11;11 til. 8Oourit1 I1B of' tbe broker-ct.aler or 

of anT otber OQstOI!leJ'. or nUlke an, othe r u e ot suoh 

•• 0urltloe. 

The impost tion. or II, r •• trlotion on brokor-deo 1.ere 

_841D.9\ aooeptlDG .eourlt1et t or IIIlr:'eke.;p1 • exoopt 1n 

t he It:.!l lhd 11l1l tcinoe ma t.lan,d. \'1111 not onl y tford pro­

teotlo l1 t o (JustOlll4ltll lI ~alnlt ulloorupulou. broleer-4.alen, 

but will l'emQ~ from tile leeltlmet. people 1n tbe ln4uBtrT 

the tae}: 01' perfol'!:l1n tor tbdr ouato: 1'8 a b\1M,on_ca. 

IUld ox,Penllhe !!ltrYioo whiah 1. or', prop8rlT a tunoUo. 

01' II banJ: or trust cOl!lpany. 



4. llTPQtheoat.Lon 

(a) P1"Oblemi 

Although t he Oommission d00 8 not 1'o".e8O aetelled 

lntormat.ion & 3 to t ho ex tent or marsin or other orealt trans­

act.tons on tho ovor-tho- count er m9r ket., t he b1"Oker-dealer 

registration sts t.~enta t iled wi t h t he Commission reveal 

that a f airly $ubats~tlft l soat t er los of brOker-dealer. oarry 

seouriti es t or t heir cust omers on cw r s i n or otber tormn of 

credit. 

Under ex1 stine l ew t he brOker-dealer who has extended 

oredit. t.o 0 oust.omer may, without oonsultlng the oustomer, 

t!,ypot.heoate t he seourities on whloh the oredit h81 been 

glvac to t he extent ot the oustomer'. ae" t.o hi.. If the 

broker-d .. ler wishe. to bypotheeata • oustomer'. seourlties 

tor aD 8muuDt. in exoess of the debt, the oustomer'. oonsent 

must tirs t be obtained. In 80tu~l preotioe, this oonsent. 

10 obt.ained e. a ma tter ot rou~ln. when t he OU toclr opens 

IUl aoooWlt Wlttl a broker-de.ler. In taot, It is almost 

alwaye a ooo41tlon on opening the eooount. 
Bu~nes. axisemo1es require brokGr-dealers t o make 
• i 

loana troll bank'. or other brokor-dealer., oollateralized 

by ~he stiour1t1tis of oustomora to who. ored1t has been 

extendad. The moohanio~ l 1mpraotloability of &Akins 

separata loans, eooh oollateralized bl the eeourltie. or 
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an individual debtor-oust"mer, haa brad the praotioe of 

I1llAkins single la t'lIe loane seoured by the stooke of lIever 1 

cuotollors. Almo t tl l v oj s tho amount of tlllil 10lln exoeedll 

tho debt, or debit balanoa, ot an1 individual oU8tom.r, 

fl.nd vert trequen tly ozoeeds the tl!l!.OUllt ot the asgrega t. 

debit belanoa of ~ll t he oustomers whoe ••• ouritloo have 

beao h1Potheolltad. Such a »rooedu1'. i., at »1'850nt. 

legallT parrnlsll1ble bocauBe ot the clol8tomers' oonsent. 

with whioh the brokor-dealer wal provided at the tlme 

hI s customers openod t helr 8000unte. 

Und er exh'tl nc proctloell , t ho ou tomer runs a 

serious daogcr of 109 It' t hG brokell'·d<talel' beoome. 10.­

solYent wnile tile eeour1tlll ll a r o 'Plcdeed 11th t he ba.nF. 

Th. olols tomer 4~ regaln his 8eourit10s from the pledGee 

only upon »ayment of the total amount ot the broker­

deeler" indebtedne8s to tho pledtiee. As bes been point.d 

out ~ thlt1 debt w11l ..mO llt alw8YII exoee4 the oustOlller'. 

debt to tbe broker-dealer, 80 that any attempt by the 

oustomer to regain hi ' seourities would ba truitl_e •• 

Nor i. lt always po •• lble tor the ouetomer. whoe •• eouri­

tiu have been 1'1e4Sed fo,o olle genonl 108n to re,e1a tbelr 

.eourltie. by poolin their indi.i4ual 4ebit balanoe. all' 
tendering them to tb. plc4« .. , be.ause trequentlT the amount 

or the ple4ge 8:o.e48 the ~«repte debit belanoe.. ~e 



• 

ntte~pt to reol~lm seouriti@s trom the pledgee i8 otten 

oompl1oat.ed by the t'e.llure or broker-deelere t o noUt')' 

the pledges, or t o indioat in their bwn reoorde, the 

oWDereb1p or t he pledged 580ur1tie!l, end. the nature ot 

tho oustomers' lnterest therein. 

(b) Remed,y: 

Ae G ~ea8uro of proteotion ror _ ln~estors agaiADt 

tbe reoul te ot excel!! 01 va hypoth&oa.tlon, w l1e II t t.he lIame 

tille atronlne t o brOker-dealers the flexib111t1 neoessary 

to the oonduot ot t he1r bU91ne~p,the tollowine suggeation. 

are made. 

(1) Broker-dealers ohould be prohibited trom pledging 

the .eourltl • or any cuatomer in exooes of th latter'. 

deblt balanoe, unl~ es t h oustomer'. written eons nt bn. 

been obtalne4 be Core the partlculur b1Potheoatlon in question. 

To el1CLlnate t he pre ent e~J.()e " hereby thc broker-4ealer 

obtalns t he oonseot of a oustomer t o exce. ive bypothe-
~ 

oatlon at t h8 time t h Rcoount 10 opaned l t 1 • • u e.tea 

tha t 0 OODlen\ obtained a a oondit1on or openlns tbe 

aooount should be deemed ineCfeotive to ptomi't the broker­

deeler to bypotbeoate .eourities in exOO! D or e ouetomer 'e 

deblt balanoe. 

(!) It the reulr~ept or obtalni • new OOD::1 ent 

.. oh tiM the broker-dealer "tebe. to III&k.e en exoeelll.e 
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11lpot.he'at.ion t 'w:"ns out t o be i lilpr s otiocl, oons iderat i on 

should be t iven t o 3 provi s ion t ha t oonsents 9hall not. be 

etfective f or mor e t n 6 11mi t.ed per tod (e"" . three months) 

and. tll!.t d:.rln t hnt per i od s uch consent s eha11 be revoceble 

by the lnvest.or upon reasonabl e no tice t o the broker-dooler. 

(3) In t hose lnat anoea in which proper consent.s have 

been obt.alned, t he 1ndebtedness ot t he broker-deoiier t.o tha 

pledgee should not exceed the aggr egate debit balallae. ot 

all t.he oust.omers w ~oso soourit1es have been pledged. 

Thus, in t.he event. or t he lnsolvency 01' t.he broker-de l or, 

t.he OU9t.OlIlGre lnvolved ODn r ealo1m t helr soour! t ies trom 

the pledGee by tender1ng to him t he amount 01' thelr a8-

gree6.te debl t. balanoea . 

(4) At or prior to eaoh bypotheaa tion, the broker­

dealar ehould be requ1red to supply t he pledgee with written 

notloe ot t he aharaoter and extent 01' his oust.omers· interest 

in t he oecurit.les pledged. A s l mi1ar reoord sball be retained 

by t ho broker-dealer. 

The aboye s uese Bt.1 ns , e~bodyin ideas aont..ine4 in 

t ha rulos propoe8d under. 8 (0) 01' the 193' Aot, do no more 

t hon brine t hi s phas e or t be r egulat10n of tha oTer-t.he­

aounter broke r lll a nd deale r s 1nt o 11ne w1th t.he re~ulatioll 

of persoDs uel ne t he oxohnnRes . 

- 11 -
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AA I have already point ed out. the Cocm1es ion 

doe8 not havo ada unto inform tlon U8 to tne extant ot 

_rgln trading on 'the over- t ne- CoDn tal' markets. A 

study ot t lli s problem 0 ould 0 de to dote In. "bether 

or not it woUld be Qeelre 1e and practi oable to pro~u1gB t. 

margIn reo ulremants tor tradln ~ i n over-tho-oounter •• ouri­

ties !lim1ler to t hose now e.l l.1tlng Ivlth r aspeot to Hste' 

seourities. 

(5) Oommingling r 

Elsewhere in t hls memorandum I have IUS eated that 

broker-4ealerB be prohibitod from mingling . ous tomor'. 

"safekeoping" or "tree" saouritlos wIth t he s uourlt1e. ot 

any other ous t mer or broker-dealer. In oertain limite' 

olroUllletonoo 3. provl!Jlon b.68 been lUude ptlrmittlns a broker­

'aaler to mingl e seourities hold tor 8 ou tomer on mar@ln 

with tho 660urltics of otho r oustomer. It 8eem. un4 .. 

.1reble to e%te04 t hle permis.lon. Theretore. I euggeet 

thet broker-dealer a ba r eotrlcted absolutoly tro. hypothe­

eat1Ae oustomers' oeourltlso under oiroum taDoe. that w1l1 

permit euoh seour1t1 •• t o be Gubj ecte' to the l1en ot a 

pledge. it .acuritlo8 or nuyone other t han a oustomer ot 

the broker-4ealar ar a1 0 aUbJeot t o auoh lien. (S •• 

Rule X80(2)). 
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(&) Floti tlous "uot c t i ons : 

(e) J?1:'obllll!l. 

The pnvo1l1ng quotat.ioll. 8ys tem.e .1n the onr-tu­

O~~llter roar~et3 are oharaoter ized bYI (1) laok or • publl0 

or lnter-dealer quota tion .ystem t ha t reoords ao\ual ,.1." 

(2) Th. pub11shi~g or Intor- d0al er quots tIon, whioh are 

nomillol. 1.e •• there 1!11 no tIm corntl1 t~el1t t o erreot trana­

Dotionlll a t t he p :,1 00 11 . uoted; (3) f<100 t quotllt1one to the 

pUbll0 are nomin~ 

Th. ebsenoe of anT meohanlslll for reoording eotual 

'PUrOhll t!l lle ond sales on t he ove~-t ll.",-oounter I!ItI r ketll ef­

rectuell,. prevents II Cl1l'1 tolller from lSocertdnlD.£ the other 

81de of the ma r kot wi th ut t oo o l d of broker -de.lare. 

'i'he olllltOJIIOr t hul!! becolllus dependen·' on the broker-4 .. 1er', 

integrlty ln not exaoting an n:oe .. ln profit. 

The uotatlon to the publlo of' nominol prio .. 

wUhout d.aor1biDC thelll .. luoh trequletly 111181 .. 48 lil­

T.etor. lnto belle.ins tba\ tranla.'ioDI may ba rea411yef ­

feot:e.d B!t .the quot.d prioe.. Uluall,. hOlfe.er. whea the 

'UlltollUll' .tten~tII todeel upon t he bui. ot the (luote4 

~rl0', tile d.aler re!'u llell t o 40 10. and then proo.e4 11 to 

lnduO' the cUllto:wr t o t rlld e on a 1 ... reYOr ble baala. 

(b) RemedTI 

'to II1nia1H IIIlaool1ooptloDII arou.la in the inn!tol' 

by t ho q\lota tlon Of -nominal" 11"10e" without de!l1enotlq 
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them aa auch, it is S\Ji:s utcd t ha t a broker-denler b. requ1r.d 

to Ident1ty II quoted price BO "no!;t1o.Il1" and to _tate tlla\ 

Buch quote does not represent a prioe at wblo~ h., blad_ 

h1m elt to etteot transaotions . Unloss prioe_ are marked 

"nominal", the broker-den lor $hould be 1'811111'.,4 to erreot 

transaotions at the prIces quotod. I n t tlOGG 1nstllnees, 

the bFok.r-dealer should 0130 be l'oC[uil'ed to state the 

volum. ot trllAllllotioD.fl a nd t ile priod of time durillB whioh 

he wl11 etrect tr8DolJotions at the l(uotot10nn publi s ad.. 

la additlon, the ofterlng sheets sent to the publio 

should Indloate, w1th r espeot to ellch seourltl otteret tor 

aal., whether suoh aeoud t1 Is 10. tbe broker-4ealer'. 1.1l­

Yentorr, 18 under opt1011 to hlm, whether be Is under a 

tlm oomml t Dl"llt to pUI'ohalle tho l!Jeourl t.le. or whetber t.ho 

_~our1tl •• ftr~ availnble 10. the general marKet. 

D.apl~e the obvlous desirabillty or a uotatlon .yste. 

that would revdul to Investora ao~ual transaotione In •• our1-

tle., a. 1a now done In ra · peot to traosaotions on the 

exohanre., the ph¥aloal ob.teoleR , to e renalblo .eohanleB, 

are oon81dere le. Th. lll .rse nwnbar or 1118U0I trade<l In on 

the over-the-oounter market. and the 8r.et volume of 'ren.­
.ot.101ls eUeetad made a 't1olJ:e r lIyatell l'Ieem unworkable. 

1. addltion, there 18 the problem of In4uo1Dt new.papers 

to 4 •• ote .eourltT tll,l.eourl tr quotatioDs tbe large .mount 
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of epao. D.eded to rocord truoBaotlane In the 'Iorlou8 1,. 

Bues. l'urtbor, t. tlOl'S 1 ~ 11 e uboto.nt.illl nUlliber of oounter 

.eourlt.I •• whlch a.ro flO 1naot1vo t hut a 'luot.tiltlon 011 'HiT 

ginn. traIl.eation WOUld. be no marG in1'orl1laU~e than lt there 

were no quotation bez(ld upon nn actual trnn980\1on. 

Several Ins tflnc8s lis .. o been uneovorod by the Ca.R1..sloll 

of brokere 1Ul4 .. alera who ha ve eyft tematioally lewed. quo-­

tatlon. d.l1sned to depreer:; or rai08 to M lIUlrket o:n seourlUe. 

or to oreate t.l se aot1'11ty or t be appearanoe ot aotivity in 

seour1tla.. The approaoh to the ourbine or suon praotioes 

m1 g.ht ba IIIIIode by roleans ot • reau16tlon d"flnl o.g suoh quC)oo 

tations .a flotitloue. or by a raSlwtloD el'mUar to OB. 

with .pprorpr1et. ~od1el .. 'loDa to au1' tha oT8r-the-oounter 

market •• 

Attention 8hou14 b. dlreot.d to the preotio. ot .... 

brokers and ctea1.erll ot publlah11l8 quotations. tor a oonll14er· 

at.loD, at t e lall tenoe or an undlrwrlt~ . ll18Uer or othlr 

broker otclla1er (9 •• S ... , St •• l oaee). J.lthoueh .. lnlon 

to r.vlu the 4etai18 or luell a !lltUAtion !:lI ght. oonn1tut. 

a 'Ilo1ot10D or • 1., ot till 1933 AOt. and or Rul. "02. 1t _, 

be d.llreble to ellm1nate euoh a preotlo1 entlrlly by 4.tlniD£ 

luoh a quotatloll a. t1ot1tl.oul an4 torb14dlzag 1t .1 luoh. 

(.,) lnltellment Sllllngl 

'!'b. est Ollt to Wh10b .leurlt1e1l eN 1014 over-the 

Gount or on aD Inl!ltalllllent 5 ' I. . 1e not oompletely known. 

- l ~ • 
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The OO~1681on 10 fully familla r ~1th the ula of partlol­

patlone 1n unclerlyl ~ iovant ont trusts on a peri od ic 

pOYU~Qt t aele . The Oo~ ,iaRlon ~lBQ po ~nes~ee reoord. ot 

1ndh1.4 11.111 brok~ I'-detller8 w ho:) o<l111 all t yp B ot •• ourl t1 

on tile 1n t al l.mol;t 'P l on . I n tho typ1cal i n tallment p15n. 

the ouctOl!l6 i' u;ak es e. down p"1/i:ant and oontract s t a::.ortize 

tbo bablloo by a Gllrl (t8 o f p"rt od1 pnyesnts . Th I n­

.l9tor'. obl1eat 1on h u!lUIllly evl (llilnoad by Ii not" r.nc able 

at the end or nob p :!ad upon pAy~n t of t ho ourrent In­

.ta11::1ent.. Upon pe ~{llleo t 1n fl l , the ous tomor r eoe1.vlt8 

d811.er1 or t " eeour1ty puroha cd . womet 1c6 . the broker­

de.ler, IDllt •• A ot enen41ng the oredit hlm elf, s 'rrl.Ul ee 

tor a bank to do 80. 

The 118301' dengor to tbe oU8to08r 111 t at t he broker-d981e~ 

or tbe bank t 1.!l81 not pu r ohasl t ile a. cu.r1 " 1 " It' " he tiM the 

dOlfll peYllI.t1l1t 10 . d es. Jrallu,r ll to do 80, ot oourse, amounts 

to buolcotinl It t he r61 tloneb.l betwil6n t.he OUnOlUr a. 

the oth r part y 11'1 onil of onoT. It tha reltt t1o~ .hip ls 

tMt of prlnolpal , noO t ile d.alltr raUo t o !IIIlke the puroha l., 

the a u tomer 11 lett wit hout pro teotlon t or hi l e 1tT, 

oth r t bOD the dGBlur'. tlnnnola l r~8pona 1b ll1t1. Re arOll18 

or tb$ r~l&tlollehl l ot ween t he part1 tI - the broker 01' dealer 

IIhould ha 1'0 ,u lroo1 t.o pure • t • 1'1 our1t1es outr1@lht lit 

the tial t h. ouetomfl r II1Akeo bi!! dol'ln. pa;r.:tDnt . It or.alt 1s 
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ext ended through 8 third po.rty. e . g . B bunk . suoh t hird 

party shoul ,\ !! ird l a rly bo r "' q' i r ed t o »"1 f or the sscuri ­

ties in full . 

In or der t o iO!J u'G r ecei pt of t h.o s ecuriti es by the 

cus tomer upon proper p e .·l'orr;,al~oe of bls o:mtreot, it 1s 

fl U{! es t .. d t hat t he broker- deo.le r or t he tui r d party be 

required. t o eooroy tht) suourities as soon as purchasod 

untIl the terme of the oontract are satl ~ rlGd or broached 

by the purcha~e r. De~pIte the olo~ o s imI lar1ty between 

sa les on 1n talllnente and on l!1~ r51n OOtl 1mportant d1s­

tinction may ooun!!el 41ffe rent treat ent insofa r ae the 

bro.kor-doeler privUegl to hypot.M oate th.. nout'1t1es lD 

(lUeetlon ill oonoerlled. 

In t tll oa lle ot tho o:arein 801e, t he broki'l r-deahr 

11 allo~Qd to hypotheoate a oUBt~er'a 900uritles to \he 

extont ot the latter'a debIt belacoe. nowe~or. to permit 

8 brokor-de.ler t pledge oeo urltlee Bold on the lnatal1-

roeu·t pho tor \ he IImount ot' the unpaid 1net.l1111eo\1I might 

r osu l t In a1tu6 t1on8 /lettlatillB tho ayowed purpos e ot In­

etall!ilent 8el11ng . Thue , it' 9 broker-dealer ."0 had _de 

suoh a pled. cnt bonK rupt b.tore the tlnal installment 

beoam e due, the cus tome r who wished to obtaln posselaloD 

of h1a :Jeour1Uee, Vloul d hllY. to pay a t onoe t he 1'ul1 
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&oount of tl,o n, [I'. [t l r. ! !l,~ lnul.n lJ.;;;e. CF' t o t il.., p I e eo . 

Thus, t o Drot oot i> l m:.;elf . t :Jd custome r woul.d be r(/"~ lr.4 

to l:>!lke 1', .. 11 pllYlL," n t iii. C g t i!ri~ not om ll(! d :'0 t' by h 18 

or1elMl o'Jotraot wi th t :] El br oke r lO r d ,lll lsr . 

( () ) <:! oufoi llo t. lon of: I nve gt~1(ant Coun r. ol Funo1l1oD 

with t ha t Qf BrokfJr or DI.!'9191". 

(a ) Pro~lElffi 

(1) Dealer sa I nveetrr.el',t :;0 ' n~ Ei l1ot· . 

Tho CQnrl1ot1~ 111tor6 8~ !l ~m6Cl r. d il r0d by t he CO). OEtn­

trnt.'l ') r. 11" OllO par !wn or t he f unot1ons of' lnvc ct~'Gnt 

oouDsellor &n1 lOr dealer are r OBl end prosent ¥os Bl b111t1 •• 

lOt' libuse t llCi t l2llY re!lUl.t 1n 9cr1oufJ lODS t Q invaat.Qre. 

Thus, 0 peroon vr ';o operates all en in.,o~tment oounsellor 

mu !'! t be held t o t.he s t sndll r4D ot a flolloiory in hln re-

1EltlonIJ .. 1 t h !l ie 611en'ts . Ho 1 obl.1( ted to lIee t het 

hill fl uet olllO.r t nds /} on tn mO!l t. , dvant eOU 9 te rms PQIIs1 ble. 

A p roon t llnotl r:mlllf <l D _ "'Gille r , howovor. 19 gQyaroell by 

the d.l1r. t o r Ga l1z.e t he l ar cst (>Ol.Hlibl. prot'1t tor b1m­

IJtlIlt. Obviously, H' t !lo dos lor 1s n110 ... 04 to trede all 

!lUOD. w1t t! t.he ou~tollll<lrs t o \:?llo.'n bo r er.dertl iDve"t.ment 

OOUDS!)], he 1'1111 be govarno. by t wo ooorl1otl~ loya l tiQII. 

T hat ho 1.'11 111 r tl M lvo t '1e oont11ot 1!1 6B iD!lt b1J:u!Cllt is 

doubtflu. The llkolihood 1 0 ~h ' t ho will render adv10e 

o;)l o r e<1 by 'tile o~ l. ro to 0 t d n n r 1 M'FG t'l l'l ll! lar prot'l t!! 

loi S pooB1b: e . 
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II. Broker &n InvEl!.t t:lont CO\lll,~.llor. 

'rna invus t;ment (lounllollor 'II?!o 8100 Bots 8 B broker 

for t he oU8tom~1'& wlla (J ocountD he ervl.otlc ls Dot opell 

to tile temptat i on to wh tcn bl) Viaule. be aubJeotild it he 

runct! oiled l\ 9 6oc.lOl'. 1>:0 Il e oire to %!es F dealer protits 

pOIIS.SC Il!; h l.m. !!oIVoYar. t ~!l)re 10 n l wli:'ff' ':onl!l posllibll1ty. 

and. Yer] 11vI!I aile aao14( less scrupulous broke r s . t ha t 

the ~'UD3ellor who 18 p.r~tte4 to act 8S brokor m~ 

00101' his inves t ment adyloe to st1mulate ous t omer s ' 

trad1ng 80tivltt 1n order to obtain 11loraaeed brokers, s 

oor:moe1olls. 

( b ) R.I!le~ , 

The ubuse. poss ibly relultlne tro~ the o~blDOtloD 

ot t~e lnvectre~nt coun r. ~ l fun ot i oll ~lth the t at the broker 

or doaler can bost be a vo1ded by ra~ulrlne t~e 00 plcte 

,eeNgatinn of t ile broblr or dealer t unClt ! 0 t ro;; t ha t of' 

In.eat..or.snt oounnol.lor. No bl'ok5r or 8a101' sl>ol: ll\ be al­

lowed to repNsent bl:n!lclt I. in lnv.s tment cOUDsellor. 

Converoel1, aDy person l ~blU6 to f unotlon ee an 10.eat-

mGut oounsel ebould be prohibIted troo ettaotlne \rana8otlOIlS 

either ae a brok.r or a deuler. It I ~ Dot lnt.nd8~ by t hl. 

r ooolJll!l81l<!atloll to proclude en,. brat: I' or d!l8lar trom dla­

!l e~t ne. tln o: to cUente ·t ho or dlnt1ry !ldvloe 1001 ent to bis 

actlvlties a!! a hroker or deal.r. In Iluoh C8 96B , h(l';>lev~ r. 
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be 8hou1d not be p rmhted to reoeive oll1' tee tor suoh advIce 

other t tioll os contained 1\. his roeullar oo=lall),011 or 4,a1er 

'px'on t. 

( <J ) .Bucketing I 

Tn" Cot:l!llis:~lon 'a file s ,) rrJ r ep l eto wi t il ins tances 01' 

bucketing , e tem bere ta%oD at lt~ t eonui cBl €lenin of 

fa11ur e, bl a broke r to exeout e hi t' O;A'l COmeX 's orders . 

A d0aler'. tailu re to oorry out hiB cu ~tome~'B order s is 

not teohnicolly buoketine; but 1s merely a broach of con­

trnct. 

A major ob.teole to proteotlon of the investor 

wbore buoketine hU B ocourred 1s tho diffioulty of deteotion 

until long etter the event. rre~u8ntly, II brOKe r" bucket­

il1& aO .i"ltlell IIrl) not r 8" .led until lnlo17lllloy or ban -­

ruptoy bu o fJ USQd nLl examinuUou of hls books . by thot 

t1::ie, tbe broker 1 13 11 0 tar gODe fiAIlAoially tll.<,t b. t. 

unable to make reBtltutlon. Ole~ rly, then,. eohaniaD 

tbtl. t ",111 arrord Bom. mOl;ll!lure of protootion to the In"e"tor 

must Ino]u\1e, flrl!t, a 11181108 of detect-ins buek.eting .a 

promptly ne po!olble after i t 3 oo~ l n~loo , an~ seoond, a 

Dlett.loc\. ot oOlllpenaat1!18 t no loYestor ' ~ore lOBI hoe bean 

lncur'E'64. 

A8 8 method of aob1evlD1;1 tile 1'lrlt step, viz. 
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prompt 6atecl'.J.oa of bue" ", tirw , t l':<! ad o~ t lon o r 01 p:.oor. du.re 

alon., t tll'l r() llm~iD€' H MO 111l.l 1 b o hoI pt' ul. A broil: ;; r (.q 

Ruould bo ro ';,.ul1·r.sd t o 'C" t c t h.., t r:;s or dell ve ry on t he 

oonflrcati·j n sent by him t o hi !') Quot omer. The oonri rlll:) t.ion 

s!\()u14 s te te f urther t hs t ou t. ' fI f ailure to !D1lke 4ell.,cry 

or. the due da t e, A will .upply tho oustolllfl r with II OOPT 

of t he coarl~6t\on s ont t o by t he brokor or de fi ler 

(S) through w~om ~ exeout ed h l ~ ou~omer'8 o~der. ThUD, 

A wlll be II ble to f ur ni sh hi !) c uat Otll!lr with evidenoe th.at 

11. 80tl1&1.l7 8xoOUt64 t rio ardor even t bough he "'03 UM bl. 

to umk. 4.11.,91'1 a ll agr eed. '11 i nability to turnll1h hi. 

oustomer wltn 6 oopy of t he oonttrmatlou from B to A w111 

put A" ous tomor on n()t l oo t ho t A te l led to exeoute th. 

or der. 

Attention !l lloul d li e d trQo t "~ to t ho poeslbiUtr, 

throullh a Tarlotion of t be i eaut'IJDOO dov100, at' s tford-

ing proteotlon t o Inv<l s tor l!! tl Bo l M t l ot'll.l !luftered through 

fa ilure of broko r end eee16r r espootivoly to exeoute ord er s 

t o oarry out. oontraoto of pur c hn ~ o aud so le. Furthor 9t udy 

or t ho questlon may e et, t;ll l.lb t e f88 Blb1l1ty ot re Clulrl~ 

8s oh ansoolntlon t o be cet up under t he ~aloDel Bill to poot 

a blon~et boed, oovorlng all lta mo bore, guaranteolnc. t he 

execution at e l l orders w lo h have beon oont1rme! t.o th. 

ous tomer 8 8 hQ"lD~ b.en exeouted. ' lthour,h t he ooat ot 
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re uir1ni Ii boud fo~' ",a oh l ndi vidual brol~er or defil er 19ht 

be proh1bitive, !) blnnkllt bond t Hkan out by t he 89sooia tion 

might be o : ll~ap enough to be f easibl e. To be sure t bat the 

small broker or deal er will not bear 6n undue port10n ot 

the ooet of tho bond , 1t i s Bu€ge r-t ed th~ t t no expenee be 

pro-ra t ed among t he brokers and doalers according to a given 

standard, e.g. net worth or not wort:inS cap! ta l or any other 

more workable crit eri on. The mer1t ot tbl ~ device lies 1n 

the teot t ha t th@ burden ot polio1ng the brOker-dealer 

will be plaoed on the iudustry itselr . Thi s will make 

for greater oar e on the part at the association in adm1t­

ting broker. and dealera to me~ber.hlp and euperv1Blng 

the1r aotlv1t1e. atter t hey have beoome member.. In ad-

41t10n, broker. and dealers will be more alert 1n t helr 

relationshlp. with eaob other ond will be mOt'e likely to 

bring to the attent10D of the DB ocl~ tion nny 1ns tanoe. 

of buolc.eting. 

The prooedure outlined op r a te s by ita terme only 

with raspeot to .embera or an ••• ooint10n. Leat a premiua 

/ be plaoed on nOD-Dambarohlp, It m16ht b advisable to re­

, ~u1re non-member. to take out 1ndividual bonds eondltloned 

on the Bame terms a. the assooiation'. bonda. 

, , 
/ - Ill! -
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10. Doorbell !Ungiug 

(a) l'r oblem 

H1[ h pr~osure sell1nr ~aotlo3. undealr8ble at all 

timeG, have t Lr ruoP. t p8rnio lau!l cetaota .,..!'Ien pr notloe4 

u "on people w1t.! ~ little bu e i llf, zll 0xDfl ri a r!ctl. Calling on 

peeple a t t heir j mas orr.r ~ fruitloss OppOr5" nity f or 

s uch fl o l lillt; U t.UfltlS • 

• ro~oa81 s t o ourb t his ~ra otl oe by ror~ldd ln ~ houne 

oanvassing 002 1->1.,t01y will do l"Juo t: t ~ i n J ul'o D l ll r !!c riuld 

of' ler,lt.lll1ato business. A eubJ!ltantbl portion o. 8 ~curi­

tics wealth il) 1n tho ha1lda ot "/tOmen end other per!lons VI a 

hllve no buslne88 ornoe., person!! '11 110 oe.nno"t be re!lohe4 

exoept hI hou ze to hOU AC oe ; 11ng. The In.o~t~ent 9snkors 

Code 6 tt~~ted to rOlloh t ha abuse by prohib1ting !lo11oita­

tlon lil t bOllles UIl l&Il !l t ho bro]cor or dealer f1rst rooe1,.e4 

til€) o l1st.;)Ql.!!r' I) .~ rl tton purmh!1on t 0,,11 upo h im. In 

~ opin1on til. 1lllpraotioeb111 tl ot IIny Ilu oh requ1rement 

would rendCJr 1 t. 1\ d8r.d l ettor from t he outset. 

(b) n_411 

Fundamentally, pr Jteott on O p:f .lns t h1p h prflS!! ure 

broKer e ••• lore end t heir salesmen mus t oometram 1mpro.e. 

mont 1n "the ethi cal etandards at' t he ~()l101 torn. In ordor 

to provent at 1 lit6Bt t he oru(l"et lind moet untru t'll'orth7 

ty~e ot pera ne trom aol101tlng oUBto~~re. 1t 1s nU~Fo'te4 
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tha t flny OIl Il >,; l sh l.n,- t~ a ot a la s o l etl ::<l6 be 1"91111"(14 to 

oonfro:r: to oe r t a i n J~. i nl!~uJ:1 sta ::.da rd s . A oomprohe n!l1v. 

~IYDtO!C 01: r 8€, i ot r tl a n of salo!',' .en . D.,'enta !lnd e u t.amer s · 

DlIJD. shoull! l e set u': . prM'e re bl y C)' t llO lts 'tooiatlons to 

be to1'!t\!d am1:!!r t h,) ,'alolley 1)111 , bu t if nooe(Jflll l"Y. by 

1;h" CO!l!r.lia:lloll . 1.5 \;f> tl io ;-. 1 'd ma . 8 ;':C '1 !l r~.tstra t l oD 

$)'I" te~ !I :lould re q,u1ra : 

(1) IIlf'ot'l'!'rll t 1on co , t o t ll., busi ness h l s tol"1 or the 

1"Be;latrr<nt. 

(2) Recore' or 1111 InJunotion end oonVictions 

nr1s1ne; from I!_ ourl tice trou!'\ootlone. 

(I) !locord or denll11. Il uspoollion or rsvooation 

or Dny licenae SG broker-dealer, Islesroan, 

. t;ent or ou ' tot:ll!Jrs ' l~nD bY' s n7 gov6l"n!l'.oDto.l 

8£(.noy or e%ohon~>,. or 811 t1001 tiOD 0:: p6rBOll 

in the seourities busineS8. 

,.) A Sp801rled num~er ot aa~lBrBotory oharuotar 

.. et'srenee!!. 

?h. 8sooolatlon 8 1 uld b. tt •• n bros~ pcwcr~ to d.n, 

or revoke ro~lltrat1011 if the appl1out.lon for rftr, ll!tratlao, 

o.r Gtly supplement t hln'lIto. Ind1aattlll lin Ulull1tiatBctory 

r ooord. .po.dbly c1llnia l or r4l.oo.t1on of ro/!l~trBt1oD mi ght 

bette r be IOIld6 Bu t Ol:lati o u poo I'lb<)~;lne ot carte ln f ac t., 

e.g •• oOllviotion or injunotion. Suoh deto.tIe OBn l'e worlra4 

out l Rter. A prooedure t or appeal to t he Commission may b. 
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dos lrllble . i r nut J':"T O-'~ '3 e"rj . I i'~ ;I t <{ ~Y~ ~"it t !l 7 .. 0 ;_":'0 : or &n 

':"ssool" ts.o:l s hould e r, ,· ... al t.t ed t o ftlr o r. 5.:l.1C!l=.ar. . r,ent 

or ou nt om rt s matl n p o r (J Oll vI' <J 1 ~ . o t .("0,,1 ' t; orG<i 9 9 5uoh 

wi th t ~\", "9[1 (l it\ ~lo!l . To r OCl oh nO;;-"l~l:.b(lro 0" on !l 9001a­

t,lo::l. t :Hl :;O!1'~1 c; n 1 01~ CO \l l<:1 i:![)uo 0 1:" \: 10 pr hi t i:lno; suGb 

IlCll-r.;on:ber fro!: Iil '-l~ l o:rln : u !3n1(ls~,on . Il r e7l t or c u t o a r's 

;/,iian iR~O Nes not :,·oF i. ~ ter&d ~ t t h an oSEloel ;;, tian . 

11. Contl rmfl tion anli Or.\cl." r orms 

(Il) Conf1r~;:;'~ion tOI"IlI11 

Mls111lc.dln;; on d unlilt'ormntlvo aon1"1r ,w tlol'l to'rrZi,9 

an tr. (ju~l't ll e :,' loyed 1:;1' unsorupulous broke rs a Dd dee l ra 

to detrl1uu eu e to~ .. ' . Cont'1rmntiol1s wl: lch r IIdl "'{a oredit 

or debit you.r aoo~!lnt " or " 'fio hlll v. bou~ht or !lold r or 0" 

do not reveal t o t h - ou: t c e X" the 08 , 801t1 1n w~l~h t he 

brohr or dllaler h,tH! actl'id . Other ty,,'o e of woa s1-wo'l'd1ns 

re O;1l);l1010d t o en bl '10 0 broker or dealer to oharge the 

unwary investor a brvko~d ~e fe e ftnd to t~ke a profit 8S 

prinoipel e t t ne 61m o tiM) . 'r Ill" alll~!I' ' 11110 8al'1!y b. 00'1'­

I'(, c t .d b1 tn. uno Or langu e 011 thlll contir'QIltion sl1p t htl t 

'Nl11 01601."11 end UlHI utvooally diil l!lor1be the rolatlonehlp 

bet .... oen the o1l9tome r nd t he broker. A1thouFh ul. L.C' 

1''''l111roll d teoloSUI"1l 11 3 to tho oap!lolty 1n wl'l loh the 

broke r or deal tl ,[, 10 tHlt.1ng , the ;orJ1lliseion hae not !it emptsd 

to po-eGorlbo the wording to be uOi5d. Thi 9 s e er;;e properlT 
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to be II tunot1.on of the tHl t. oc1 Bt 1 ~ne . Unlfor-,.,it.y ot 

laneua (:o or. t he oOI1t'i rmA t l,,' n ~ . rJl t tl t be oons e "uent .Ou­

ol1t1 on or lnvoI.H;or~ , CO \l l<J. qulokly lJa a oh.ieved it' til. 

vl.lrlol.lF.< l!l aOOOilft1cns unilGr tho 'Dloney bill war., to 

1'0 ~lro t hoir Illomber'.! to Uf\ El 6 porticu,ll! r form of 0011-

firlDlltl t:'D. 

(b) Order forms 

h:any brokfll'lI and dealoro use o:oder t o=9 t hat d 

:lot r~T.al to t ht) ous tomer , bet'ore t nt! exe lluti on of the 

or4or, the rtllatlcnllhlp between t hem i ntended or agreed 

uron. 1requently t 1s hao p6r n lt ted tb~ le · n aorupulous 

broker-4.ehr to t!lh l.t' t hi !> poa1t l "n tL'OlIl broker to 4_1,r 

or vioe-TerM, doperld lne upon w:lloh s t ll tue; 1s mo~e ,4T1lD­

tal' tlOUS to hit:! 1n tho pflrtloull\l' trnfls ot.ton. 1re1.uer;.t.l1, 

too, the orders arc plvoD orally or on ON,n-' fo rms whloh 

omIt. I mpor't ant torm" ot the (I ontrt; ct. Opportunlty tor 

oont'ulllon , mi!!undiJr PJ t8!ll3t lli,' , lind I1 el.ll1erH.e deoe1t. will 

be oonsiderably .m t r, 1!ll1~Cld lr tl brolro r-d~elQr Ie re 'l.u lre4 

to reduo4t •• oll ordor to wr1tt Il. forM BCI't.t1Dj fortb olearly 

t he !!lll ter1.o1 ltlOl!l!) 01' tno orti< 1', O.l~ ., t.ht! prioe, the 

pfilrlod durIng t.hioh t. he order 111 t.o ro .. io in toroe, the 

title and ·~OUDt ot s~ourlt188, aod, It p099 Ible, t ho duo 

doll vor'7 4& ':. 8 flr.d t he r{)111 U Ollshl p between the part.ies' . If 

nolther ot tha la ~t t wo 1tuI'llo 1 f' lmO'Jttl fI t the time the 
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order le ent.ored, d1s0108ure wlth r Gl8peot t he reto .houl4 

be IilSda on t.h Qontirmn tion elip. Tho oil!l t.omor .hol11d, 

ot Gauree, be g iven a copy of t n ardor. 

In oonoeotlon wlt . 0 ;>60 , unexeouted orders, It 1. 

aube. s t.a t hat a reoord or all uoh orders on the bo k. 

ot tlle brokQr-deelor be c:allGd to the eu t OtllQr at regular 

IntarYa1s, 10 that order. whio ~.y have s lIpped his c880ry 

O&A b. oanoallod It 90 'esired. 

11':. Del1nrl •• 

The eemplioatioal .enter1ng a round tho problem ot 

the tiu &n4 lIlet od ot l!.l81dQB l1elhu1ee, paymentl and 

I.ttl.~ent. 'er1ve 1n laree part. fro. t be divers1ty in 

prooadura. In 41tterent "eo'lone ot t e oountry. aeoau •• 

ot tho almos t oamplet. l aok or dctsilod Inro~tlon wlth 

ra.p •• t to t,he o · tO~I'1 l1and11ng or doll 1'01"1 I!I.Ja,rmen\e, 

&A' •• ttl.moot., I tb1nk i t 1Da4T1~llble .~ t h!. ttm. '0 

make any epooltl0 .uge:oaU onfl ae to the troa\me.nt ot 'he •• 

proble B. It 1. thourht t . at tbe a8@oolatloD' \0 ~. ae' 

up under tbe Maloney b111 .,,111 be the b041a. beet aulta4 

to wa kG! 0 't'eotual IIUl'voy or oondltlonl!l thouflhout tb. ooun-

try. The OI;:milll!loll ,,111 t o o 111 a poslU'tn to «11'. 
50me 80&b1000. ot un1to~lty to the 411'01'9 0. oontuel~ and 

000e.e1013oll, oontU ctihg ' prooeduru no" prO'fll1l1n,; 1n tb. 
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On curtai n 4UO ~1~n 3 , o~ov 1', ~om6 Bone r s l lines 

ot aL'Dl' ()~ o h ;::~ 'J Le illd laatod . A Bub. t antls l portion 01' 

ov(!)r-t.he-counte r t rw, Stll Ot.i : .tl 9 , pa rt1oular11 a rdon .. ; less 

r~ yU t(lbl u broke- r-dcB l .~ra , 1 S 0 ' .orn oteri ~ed by 1ndetln1-.­

ness a~ t o t he t vrms of de11v r Ye Thus, a t th~ tLQa II 

brOKer o r df?lIle t' f, ooep t. s 6 OU iJO t01:1o r'lI order. tre'luent17 

no aere.mont 1t! rea ched bot"'ce::l t l:e po rtle fi II 9 t o t !le 

tt:J~' !) o f dill b'e ry; e .B., 01'. sh de l iverY'. rc£u1l'1r UI11 , or 

.:1e l>.!1ell. d.e11.ver:r--tb18 beOauso tho brokor OJ' dealer ullun1-

11 hu s tlO knowledge at t'lat t1t1:lC all to how he oun obta1n 

d.lhilr1 trom anothGlr broker or dellbr. Howevor, it t.h. 

brok or or dealer \~er0 nelling t he Olle toll.&r seourit.ie. 

wnioh be ha. on hie shelf or under tirm o~t~ent or 

option, he know~ at the tlme th~ t he takes to a order ow 

quioklY' he oall IM !:e deUvCr!. In t ,1 13 in te r 0 11\118 01' 

OIiM" it is 9uFp- s t ed t.h6 t. t he t ort'lll of do : i"8ry be re­

,,<ulre4 t.o be st.nted at t he t-im!i. tflO order 1 t.a ken. III 

08110' where it. 1a lrnpo!olble to nt-ato the t.1 .. or 'erm. 

or "ellvol'1 when tho 0:'<101' 111 t.ol('on , tho broker-deeler 

auoul <l be r. ~u1red to !l t a te the terms or clelhery on th. 

oontirmation s11pII given to tho ou" tom~r upou the exeoution 

ot the ord~r. 

Oonl14.rRtlon msy be 41roo t ed st t ht ~ t1~, too. to 

oertl!lin phaso!! or tl"r'ln!)uoti :>Dn in bondl! 801cl. "an <1 lnt t'J re t." 
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Ordinarily interest begins runnim in f avor of t he cu '-tomer 

who has puroha sed such bond s fro m the date of delivery to 

hi m. In many ins t a nces , however, a dealer may fail t o make 

delivery t o 11is oustome r on t he due da t e and s till char ge 

him inter e s t =til e c tual delivery takes plaoe; in some 

oases of t his nat u::,s, t he dealer may not even himself have 

been oharged for intere s t aooruing during t he delay. 

DDespite the absenoe of f aotual data, it is felt there are 

numerous other situations in whioh dealers pass on to their 

oustomers interest ohar ges which the dealers have not them­

selves paid, or which t he cus tomers ou~t not to be oompelled 

to pay. I suggest t Ile promulgation ot a rule ",hlol1 will 

prevent broke r-dealers from oharging oustomers interest 

beyond the time of aotua l delivery or the dua date of de­

livery of the bonds, whichever is earlier, and will, in 

addition, prevent broker-dealers from oharging interest 

1n exoess of t hat wh.ich t hey t hemeel ves are obligated to 

pay. 

The Comm1lsion's attention Ihould allo be drawn to 

the praotioe of brokers and dealerl of tailing to make 

prompt delivery 1nto the aooountl at their oUltomerl ot 

Beouri tiel whioh they have purohased tor them, or tailing 

to delivar promptly1.il.to the aooount prooeeds trom the sale 

of the oustomers' seourities. In many instanoes thil 
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tAilure i s aotuatad b1 the desIr8 or neoessity t o us e the 

s8oarlt.16G 01' money t o fa, t:. oomoit .. cnt.s or t h .. flrm aOCOU!l t s 

or the IAOOOWlt B of' o t h" r \l \; :il t OI!l'-> rs. 'fo gUt1 !'d agaInst. a 

praotioe whioh c o at.&.1n8 5uo ~, pot6;() tiallth $ f o r loss t.o 

1nvutors. I lJugeent 1r~pol)i llB re~triotlono aloll€, t he folJaw­

ing Une:!! 

(1) " hllre (\ broke r h lH'! s ::>ld !)cour1 ties tor t !'.O 

aooo unt of a 0 1.1 5 \:.011'«,:1' th~ 'broKer- s holl.ltl be 

r01uired t o doponit the prooeeds of the 

sale lnto the oustom~ r'G Qooount by the 

end or the o'-ls1ness day follodn(!, the re­

oeipt ot the tunds by the broker. 

(e) Where a ~leI hes purohased .eour1tl08 trom 

the ous tomer t Ie doaler should be oompelled 

to depoe! t th(t purohase prIne o f' 't. he seouri­

ties Into the ous tolller ' e; aooou::: t liy the en4 

or t.he t1rst ou.illest Ja7 rollow1~; the exe­

ou~1on oC th0 oontraot or puro hs~. oC the 

oontlrmu\1on ot purohase. wl:l lohenr 1. 

earlier. 

(3) It a broker n~o purohsll!Od ~o ourltltie tor tbe 

aOGount. ot tho oust.omer. or a d8~ler baa 8014 

.eourltlee t o a o u~ t~.r. the broker or dealer 

should be ro~uired t o doposlt the eeour1t1ea 
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into t l16 ou:')tooer' s aooount by tbe and of 

tbe f irst businG ::!:; day tollo.~ing the reoei pt 

) .. of t he seouriticB by t no broker or dealor. 

13. 'pi8oretl onarJ Aocounts . 

Abuses aris ing from t ho l'.!InClli ne of dilloret i onBr1 

1l00ountB d o not r e quil"e eX~8llded di s ou!lsion bor e. Our major 

oonoern 111 to ourb t tle oonfliot of' Intare9ts whic h may warp 

tho .1udgl:\ont ot a broker or dealer who hBS di soretionar1 

oontrol oVl!lr tho aooounts of h1s ous tomers. Cleerly hie 

.1udF,r.>,.,nt moy be warped by 8 dozlre to earn brokore r e tees 

w!1ioh h~ oan ao hiove by "churning " t t!'!! oustoMr' s portfolio. 

In addition, the broker or doa l or mUl des1re t o unload hi, 

ovm lone po 111 t ion or l,l()v tJ r h lB ahor t po:d tion by selling to .' 
or buyl ll€ from thO. :~ OO O\J Dt over whI ch he hoI') diooretioDury 

oantrol. Thor. ore, ct oour se , nu~erous other examples ot 

o~nfliot or inter.ete. 

It 1" my opinion t.hn t t be tm rulos at pruent In toroe 

are too limited in t ~lelr Il Of)PO to ot"!'ord 11 6e uste proteotion 

to the oUB tOl!ler w~o he a (d. v~ n hiE< broker oontrol over h1a 

seouritlo3 . Me? mere ly nots lUI a suL'egu()!'d Reainat the 

"ohur nln«" or 00 eooou nt . >1 '1 1103 \tea doce :10 .001'. then re-

1uiro a broker or dOlll or to d1l!oloso his intoNet In any 

seourity transaotion w ~1oh no et"f eota w1th or to r the dle­

oret i onar1 oooount. I t I s my teelins t hot in vi .... ot the 

1 -
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~nny possIbilit I es t or p us~ i n tb i ~ f iold a ddI~lonal 

hadgos a hot:ld Le VIac!!d r ,wnd t~<!! brOKtl l" or dea lt/.r 90 

uS to 1n9U ... e .ott r~ l' ue ;os s1- 1e t :l G!"; 3e n c~ of any con-

t v tnt (l 1.O 0 t o!!>c !' ~\;l ~ to .!:l~!!<I:l1.' I f . ,.;1.r..l u" rly. where a br okilr 

01' deal ... r hue \U~c i'ctl or.!> r., oontrel over z ever 1 aocount" . 

he .may r.ot b fl a ble t o :' ",sol va with fa r nfjS: t o IJ Cl ot customer 

hi s oonl"l1otine duti ng t th6 :s e o\.l s tomors. In an errort to 

r ostriot o e :"ully lIS po[! ~ibla t ho II !!e of dI!!cretionery ao­

oounte to those neld s Vlt. IlI!'e t ~ brok.!! \' or dealor in dls­

charg1.ne bis dut1es t ., lJ 13 cU ll tO!~ll rS 19111 not be htl!ape re4 

bl contl1otlnt Int.ers!ltll. I sut:e E!S~ t .• at r ulee be 84opt.e4 

_1:0<11111(; ellbll:'lIntllll1t the t'ollowine idOil SI 

(1) The t & broker or dealer be ~e5tr6in.4 tra. 

otf$otlng tr6n~o otion~ wlt~ or t or tb. ao­

oount or a ou~to~~r in respeot to which h. he. 

a01 dl eorotlooor y oontrol 1n •• ouritI,a 1a 

wblcb the bro~o r or deoler haa a lon, or short 

poe1t1oll; 

(2) Th~t tho broker or dealer b. prohlbited fro. 

dealing w1 th the dillcretlonory 8oooun~ 111 

a.ourit1e" in tne dl!1t.rlbuUoD Or aooWIIU­

lctlon ot "hioh thebl'oker or do.lor hae • 

dir60t or indiroot finanoial intlr.at, 
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(3) That a broker or dealor be proh1b1 t od tram 

eCi'tJotlng trsn::;aoti oos w1th or ror tho Ci1/;­

orot tOlli' 1".1' aocount in oootu'l t1ee in whioh he 

hol ds or hs~ eranted ony option; 

(4) Thnt IJ brokor or Oeolor be prohibited 1'rom 

offeotlne tron~cotlono w1th or for t he dis­

orot ionary aooount 1n na ourltlee 1n w .1oh the 

pl"lnol ;>i11 for VlllOtll be 1s flotin.- hal!!!! or 11C.9 

gru:l tod any o;>t10Uj 

(~l Thot 6 brok~r or doale r bo prohIbi ted from 

etrootlne trnnaaotlona between aoooU3te ovor 

wh10h ho hos dlaoret10n8ry oontrol and the 

aooount of !lny other ot h18 ouetomer!l whether 

auoh lattor aooount be disoretionary or 

not; 

(til In order to provent "ohurning ," t hat nule 

V.C7 or aome mod1tioat10Q of It be retaIned. 
. . 

It will be noted t ba t the re ~trlotlon~ mentlonud above 

a.re u bnolut.e al1(\, 1n t nh r l't a pl1lot d l1't'er from l!CI! or the old 

l~12 rule. A broker-denler may ov01d ro!trlotlvns 1mpo~ed by 

I ~C6 by tlendIl11! to tho O'19tomor written dI 1101olSure at' t he broker 

or dealer's lntoro t in t!.e trnnsBottoO. 'l'be rftetr elntll 1m .. 

poe;;d b y I!Al2 VI" :! be obv1ated bJ' olltu l nInf' tho (lUl" t OIDO t"'S 

Vlr-l e. Qn Garment to t be trlm ' ae tton i n qUI!) " ti on. I feol, 
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hQ-':;Elv ar . t ho t lV) ul.lilu& s t;riotuI's I'I t 1 t o I) l e. ce~ u ;:on t $ 

bro)(\H' or d{Jf~ _ er 1 t' he, i n p rohi bl Ct,1 ab!lol utfJ17 !'r-Clm a ot-

1t;.g In t 'lot;!e e itu' t i ons wh e l '" hi s s"l f l:ltere t oont'l1 ot. 

f'loie nt lr lttrge s phere 0(" !lotl.vit:r 1n whloh t,o broker or 

dealer ;~ l eht o';l6rtat ll pror1t.!bly . 1'he n ly :risk !! to " bloh 

the ouet omcr \'Io~lld t. hen be eub j eoted woul<\ t e t :'o :rlDk Qt 

inoompetenoy D,po n t , e ~<1 l't of t!~p. broker or denier, !l. rlsk 

t o WIlioh 1'.1\ Otl ' tQIDO r knowingly eub .l r;ot3 hil!\9t11t when he 

t't1y.u a broltr,r or (i o(\l,er r\.'l,ft o r etiona ry oontrol ovor hls 80-

oount. 

with respeot to the ty< e o f per!1on t o ,,~ o.'I\ 1 9orotlonl~ ry 

pO'flor !l~ ~ bo~n 1vEln . 1'1111, o ua t or5t\ "Il /:lon, o rtio£> ~nl\~e1'll 

ond oth.or a r.:..r.>loyo () o o f' e br k r ' 01" f!e tl l e :t' h \' 11 i!"o uemtl y 

beon Qllowed to hcmd le O O OO'~ ll t!l in thei r iaoret lcn, "'on t'ho 

1n GUIIlorou.!l OI!!Hl !!J <I not porw \1) !l!:: t h~ 'upvrl n OG od M ok-
, , 

ground neOll!l llO t"t ror IJ wb o tlllnCl111j:t ot' tho lIocotlnt. '1'0 

afford in .... storR nomo OO(!'I"I'IC ot' proteotion ngalnst this 

bl:izO'lrd, I tes) it , 1 . 'I t b. d£ull1rohlo t o re1u1re 1111 tra !: ­

aotionll ",1 t h 01' for. dhoretlonliry a ooount to bo 1II1'pT'oVlld 

1n writlne bl A p~rt~ r, prinoipa l or.rloe~ . or p mon 

ooeupy1ng 8 simU", r 'Poe! t;ioll o't' the firm whioh 13 hond l1ng 



• 

t.lle aaoount. Su o tl ',vr1 t til L! By;;roval ~. oul:! 1'01\1 1 re not hUl,g 

luore t tlen t ho 1nitie l. 01: t he perttar or plnolpal o1'£loe1'. 

FInally. t il 1'<1: flll y tHl Illll t!l:loon In whioh m1eundel'-

8tandlllf;S will e 1'1 s e botwflIe!l tho br:>l\er or d~!ller and tlla 

OU:! tollle1' /III to tho 900pe or t he broker or l1elll.er'a dll1eret10D­

nry pO'1lGr. It !:llrr.ht be dC9i rsblo 10 order t o p ."vent auGh 

oonfullion fro.\!! ooour rl ng t o NI ,\~l lr& t he brokor or dealer 

and tolla OU!'ltol~er t o 9::. t 01' l iltO 11 writtol a;''Tcemont.at tlie 

timo tho nocount 111 opened. sottlna forth the tQrms upon 

whloh the a ocount Ie t o bo oper~tod. 

12>.rlnanolBl Ste teruents. :~eJ(orts end Reoords 

A part1al l1 st of r~oorde t o be kept oud IltatlQont. 

to be rHed by broker!l-dcralers 1u lilt out below. '1'IU_ 

Ust will be supplQlI\c uted 11:'1 rulu and regul.~tloDs are 

drafted. 

(al All broker-d0ul ore w~o pledge ou "tamers' 

aecurl ~108 n lll) '-11d 1'1.1e III tn tho pledgeo. 

I. A reoord II holvlll8 the ohu.raotltr 8114 

axt""ut ot el1ch IIl_tOs.er'a lntoroe' 

in the osourltle" plod e. 

II. It t he n~ount or the pl_dee oxooodo 

the deblt balanoe or an1 eu ~tomer. 

8 copy ot the wr1tten con~ .nt ot each 

nch Oll! tOIl1!1r. 
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(b) C~~plet. r eoords Dr 011 louD~ trom ba nks or 

All oollllt'.l l" l!.l lo~m!J fo r t hol aooount ot 

or t he lond~r. t he !? ;,,()unt or t h rj 10d l1 . 'the 

oUiet dosorip t i on or colln ~el-tl l , l no l'l:l lng 

.. a m6 o( 'If.l oh person and tho l!Ioco un t ou t of 

whicll ~oll pleoe of oollut oral (!R:::e . 

(0) Al l broker-d •• lore . t o e re ~ernbftr8 of sn a990-

olottoD to be oreat ed under tho Unlon~ bll1 

Ilnd who . xu d or ed:t t shou ld fil e wIth s uoh 

BGnoolation poriod i o aud ited atutenonto of 0 n­

dit ion. The 1l9 f'looiuti onB DDO uld , ill e M i.t on, 

heve t he power t o r.lt:\ ks l!!urpr1 e uudlts of il ll 

t he booltn of e l l mombers, whclthor or not t.hQ' 

exttmu 01'.., <1 11; . DOB-pito t blJ undeslreb1l1t1 ot 

iJnpo8iDlZ r <s s t1'1ot1 oll.e on all lloolatlon menlbera 

whioh are no t ,, 1 0 1repon.do on non_"Dberll I &III 

dubious or t ho re ~' l b 111t1. under ex1etln~ p.r­

.annel 11- itn ti on 3 1 n th<l Co= l el\llon, ot re 'lulrlng 

Ii~n-li:6mb e r o of tile Il tl l'ocln t.1on to tile Blm1l1u' 

reporte 711 t h t he Co= i sllioll. • 
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(d) All brok<!lr- aeol<'ll's s 'lou ld bero',ui ro;! t o OO!l ~ to 

t hID1.r c Ui.1 to.mors : 

I. L:ont t1 1;)" t e t,,;x:en te Qf 10 coun t. 

11. 90riodio stti temonts of unexooutad open 

Ord dI'S stIll i , foroe. 

III. Oopies o f :Ill ox'Goors an a e.ll agreement. 

entered i nto with suo!: oU :3t omors. 

IV. In tl\CIl oa e o,r ful1ute to Ir.uko delivery 

on the due dat.Il , 11 oOPY of the oon:t'11'1118tlan 

90l1t to the ouetomer 's broker-desler by the 

brok~r-de81er through whom th~ former e%e­

cu.tcd Ill!! OlliltoUler'" 010 der. As a lready 

Indloll tDd fo lluN ,to supply suoh a OCID­

t1rwAtioo wlll put a CU:3 t o or on no tic. 

th5t hi& ord~r ~~~ been buo ~at~d. 

l~. Step-up Of fer1n~ rloo 

SOJ:".&timoe e!lootlotered i !IJ tho prll ottoe of orr.rio,,: 

seourIt1es over It elvfin D r !od of t1m~ a t gr8du~11y locrea81ag 

pr'le.s durin· t. t ., prim r'l d1 trlbu tlon of t he lnu.. In the 

lnstzlno •• lD"olvod t h on l y r "'I' '' 0 11 for the !l tep-up and the 

reDeon ~hlob 1. t~nkly ototod In the r~ ·1 8trntlon 8tetamen\ 

I e to stimulite ous tomer eot1,,1t1 88 eerly 88 po~elble. It 

tull dholoaur. tor tbe !ltop-up 11!! mndo, 1 t would eeem thet 

the phIlosophy or the Seourltlee ~ ot ot le3~ 18 eatI.tled. 
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It 18 8U6Bested t hat Bny attempt to ourb suoh 8 praot1ce 

~WOuld mo re properly 1nvolvo e revision ot tbe Seourit1es 

Aot ruther t hon aotion under t hE) aloney bUl. 

16. A[s r cba te Indo t ednass 

For £tome time t he Co;n:ni ssi on na e been lItu d.ylng 'the 

desire.b111ty nnd fees !.b1 l1 t y of i mpost. oertain tinancial 

re ~trlotlon on broke rs end dealer. 1n 6n eff ort to minimize 

insolvencie s . Theae restrictions ha vo taken two tO~BI 

(1) prohib1t1nf. broker s !Iud deal ers f r om. acting as suoh 

unl ess t h~y posa6ss u certo1n am ount of oapitall (e) pro­

hi biting brokers a nd dealer s trom a ot ing ae 8uob it tha 

ration betwoen thei r oggr og t indebtodnolU and net aapitel 

oxoeeds a oertain p~rc ent ga. 

Sinoe t i probla~, ineor r aa it r ela tos to members 

Mil mombrodes, has bljen t ho aub j eot of coneiderable Rut, 

by J, r. Ln Padula (:Illd h1 s asaoo1ot • I;1nd s inoe the problem 

8S 1 t beors upon ovor - t he -count er bl'ok r ll and 415alere is in 

1101118 reDpoot.a 'fery 1m1l r, no d iflou ~Blon or the oyer-the­

oounter aspeot '.'1111 bo ant ered illt. here . 

Uemornndum prepared b7 1 

Claronoe "ples 
U_rd '\J'" 'rena!lmaD . 

luu I, 1938 
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