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1ot The Cormnzieesion

Prong Sherlock Devis, isri-tent Director,
Trading and Exechenge Divisien

Subleoty Over=-the-Counter “rotlems and the 'aloney B?ii/,z

I wish o draw the attenticn of the Commission to certain
problews eonsernins the ovarethe-gounter markets which have
teen the subjecot of recent discussion in the Trading Division.
At this point I ehell dc no more than ocutline in very general
fashion certain of the mo e eruciel suestions which merit
conoidoration and treatmeat most immediately, In similarly
undotailed manner I have indiemted come broad lines of ape-
proach to the problems posed whieh the Commission may take
under Seotion 2 of the Maloney bill, without attempting to
refine tlose suggentlons to the "rule” stare.

The Coumiselon doeo not possess deteliled information
a2 to the nature and extent o; traude praoctices on the overe-
the-counter markete and thelr variations in different seotions
of the countrye. Thereforo, defore the Commlesion reaches the
rule=-ma“ing point, 1t woulld seem demiratle to obttain the
industry's rezotions and suprentions on the points involved,
In that eonnsotion I suppgest the industry be canvarsed thore-
oughly for a written expreeslon of 1te view, and thereafter
that a eonference be arranrgod Letwsen representetives of the
trode and the Commissien to work out differences in polioles

and detalls,




l, Free Credit Balanoces

(a) Prodblem:

There 1# little need to eladorate upon the praoctice in-
dulged in by many brokers and deslers, respectatle as well as
unserupulous ones, of employing oustomera' free credit balances
for their own uses, Frequently brokera and dealers who are
pressed for oash finance thelr own obligations and cozmitpents
with their curtomers' free funds, Sometimes the free money of
one customer i1s used to bolster up the agcount of another
customer., In many instances this diversion of ocuctomers'
money is effected without the knowledge or consent of the
olient in question, who, ordinerily, 1s under the impression
that his money 18 segregated for him and is odtainadle at any
time upon request,

The laock of eny restrictions on overe-the-gounter brokers

epd dealers in the use of customoers' free funds has enocouraged

a poliey of borrowing from Peter to pay Paul, Weak or insolvent

firme have been enable to remain in businesa decause of finanocial

support obtained from clients' fre: money. The Commisaion's
records roveal at least one in-tence in whioch a broker-dealer
was insolvent over & perliod of three years but remained in
business with the ald of his ocustomers® free oredit balances,
(See *ngle and Engle).

In addition, the fallure to place hedges around the
broker-dealer's use of his oustomers' free funds operates to

stimulate the bdroker-dsaler's speculative motivities, and to

ale




- 2

~

encourage him to avsume comnltmentis not warrented by his omn
capital resources.

(b) Remedy:

18 an effeotive method of ocurtailing the lmproper snd
undesirebtle practices outlined above, it is reocommended that
brokers and dealers bve required %o abandon what 18 essentlial-
ly & btanking funotion, 1.e., soting as ma depositery for their
oustomers' free ocash, Affirsatively a broker-dealer should
be required to place his customers' fres oredlt talances in
the hande of an independent escrow agent, whioh, 1o most
instances, will te s bank,

At all times the broker-dealer should keep on deposit
with the escrow egent a cash amount equal to the total oredit
balﬁncos of his oustomers at the end of each day. Of course
the amount of total ¢redit balances may vary from day to day
a2 the result of shirfts in customers' positions. Such
changes should Le refleoted dally in the asccount held with
the esorov agont, 80 that at no time will oustomerat' froe
oredit balances excezd the amount of money held by the es-
orow arent, The protection thus afforded the gustomer in
the event of the broker-dealer's incolvenoy is patent,

In case of the broker-dealer's lnsolvenoy, it s
essential that the esorow agent poscess no olelem egalnst
thes broker=dealer whioh might Ve asserted ar a llen agalnst

the broker-dealer's depoait with the agent, in priority to
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the claim of the broker~desler's oustomers, The 4diffi-
oulties involved in & 2ituation whe ¢ the escrow agent
and the broker-dealer's customsre have conflioting claims
zay be obviated by raquiring the btroker-dealer to open
the "oredit balange aceount™ in a tank with whioh he
transacts no other btusiness, or to which he owen no debts,
Alternatively, the praotice now pursued by many reputadle
conoeras might bte zade obligatory, viz. the axecution of
a contraot bLetween the dbroker-dealer and the bark stating
that funds in the "oredit talsnoe account® are funds of
the oustomere and are avallable only for their claims,

Ae an sdditional safeguard, it sce=s desiradle
that brokers and dealers dbe required to asupnly thelr
customers with periocdio stateszents of their accounts,
whioh would insclude information a2 %o the amount of the
oustomers' free oredit baleunce, If the particular broker-
dealer were a menber of a "faloney assoclation®™ that ine
formation should be made availalle to the assoolation,

See # » infra p. s

Requiring brokers and dealers to esorow sustomers'
free oredit talarces dosas not impore any undue dburdea on
the industry., A broker-dealer need maintain only one
general agoount for all his oustomers® free funds, rather

than an individual account for saoh customer,
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2, Free Securlties

(a) Provlem:

The questions relating to the unrestricted use dy a
broksr-dealer of his ocustomers' fres seocurities are in many
respects esimilar to thore ooncernips free eredit telances,
Thus, a broker-desler with ready aocess to customers' free
securitiss nay use them to gover hle own short positions
or other commitmentis, or cover up the ececounts of other
oustomers., Hecause of the zimilserity of sbuses attendant
upon the unrestricted use of free credlt balances and
free seouritics, it is suggested that the esorow devigce,
desorided above in econneotion with oredit balances, be
applied with some differences to the problam of free
seocurities,

(v)

Remedy!

Unlike free oredit balances, free securities need
not be esorowed as scon as they come inte the possession
of the broker-dseler, Customers may desire to take de-
livery within a few days, or wish to trade in ané out of
a stock within short perlods of time.

To insure the flexibility necessary for such situ-
ations, it 18 sugreseted that e broker-dealer de permitted
to retain free seouritices in hie pozsession for a limited




perlod, e.g. fiftecen days, after receipt of delivery and
notice thoreof to hls oustomsrm. AV the snd of that period,
any free securities not galled for by ths customer would te
reauired to te aperowed.

Pendiny delivery to the eserow mgent, the brokere
dealer chould te renuired %o sagregate euch customer's
free seourities in & manner identifying such oustomer's
securities individually., Further, the broker-dealer ought
not to be allowad to ocormingle & eustomer's free seourities
with the securitics of any other customer or of the broker-
dealer himself, or make any other use of such ssourities,

In delivering freoo securities to the escrow agent,
the broker-dealer should Open & separate aeccunt for saeh
customer, rether than & single general account into whioeh
all free seourities would be plased, This would facilditate
the traocing of the customor's securities in the event of the
broker=-dealer?!s insolvenoy.
3, "Safekeeping™ “ecurities

An analogous problem arisem in conneotion with the
delivery of zaouritlies by a oustomer to a broker-dealer
for safekeeping. In thls eltuation, as in the case of
free geourities, the broker-dealer has resdy aoccess to
the seourities so that the broker-dealer at all times hes
the opportunity to convert the securities improperly $o

his own use.




To insure the gustomer proteetion agalast guch
sbuse and et the same time remove frox the broker-dealer
the burden of holding securitice in safereeping, it is
susgested that s broker be prohiblted from taking or
holding seeurities for safekeepins. Provieion could bte
made for the exeeptionsl sltuation of tha departure of
olients on extonded tripe. In the limited inrtences in
whioh a broker-desler mny be allowsd $o0 retaln "eafekeeopling”
sléuriclaa, thonae seouritles dwuld be segregated snd identl-
fied as belougiung to a partioulsr customer. Nor should
the broker-dealer be permitted to ocomninsle "safekesping®
seourities with the meouritiecs of the broksr-dsaler or
of any other oustomer, or nake any other uss of such
securitics,

The imposition of & reetriotion on broker-dealers
agalnst socepting seouritvies for sefekeeplns, exospt in
the llsited invtenece maationed, will not only afford pro-
testion to sustomers agalnst unsorupuloue broker-deslers,
but will remove from the legltimate peorle in the industry
the task of performing for thelr oustomoers a burdensome
snpd expensive cerviece which 1is nore properly e function

of a bank or trust coupany,.




4. Hypothecation

(a) Problem:

Although the Commission doee not possess detelled
information 23 to the extent of margin or other eoredit trans-
gctions on the over-the-counter msrketa, the broker-dealer
registration statements filsd with the Commission reveal
that a falrly subrtantisl scattering of broker-dealers ocarry
securities for thelr customers on pmargin or other forms of
eredit,

Under existing lew the broker-dealer who has extendsd
oredit to a oustomer may, wlithout oconsulting the customer,
hypothecate the securities on which the oredit has deen
givnn to the extent of the oustomer's dedt to him. If the
broker-dealer wishes to hypothecate a customer's securities
for an amount in exoess of the debt, the customer®'s consent
must first be obtainsd, In eotual preotice, this oonsent
1o obtaired ag a matter of routine when the customer opens
an account with a broker-desler, In faot, 1t is almost

always a oondition on opening the agoount,
Bueiness exigenoles roquire broker-dealers to make

loans from banks or other brokor-dealers, oollateralized

by the seourities of oustomers to whom oredlt has been

extended, The mechanioewl imprsoticability of making

separate loans, eaoch oollateralized by the securities of
-8 -




8n individual dedtor-oustomer, has bred the practice of
naking single large loens ssoured by the stooks of several
customers., Almo~t always the amount of this loan excseds
the debt, or debit bvalance, of eny individual customer,
and very frequently cxzceads the umount of the aggregate
debit bslance of all the oustomers whoee seourities have
been hypothecated. Suoh a procedure is, et present,
legally pernlssible because of the customera' consents
with which the broker-desler was provided at the time

hies cuctomers opened their sccounts,

Under exirting practloes, the ocustomer runs a
gerious danger of loss 1f the broker-dgaler beoomee ico-
aolvent while the seourities are pledged with the bank,
The oustomer 6an regain hie securities from the pledgee
only upon payment of the total amount of the broker=-
desler's indedtedness to the pledgee. As has been pointed
out, this dedt will dmont always exceed the oustomer's
debt to the bdroker-dealer, so that any attempt by the
cuctomer to regaln his® mecurities would de fruitless,

Nor is it always possible for the customers whose seouri-
ties have been pledgod fovr one genoral loan to regain thelir
socurities by pooling their individual debit balances and
tendering them to the pledgee, beocause frequently the amount
of the pledge exoeeds the aggregnte debit balences, The




atteapt to reoclalm securlties from the pledgee is often
complicated by the fallure of broker-dealers to notify
the pledgee, or to indleste in thelr dwn records, the
ownership of the pledsed securities, and the nature of
the customers' interest therein.

(b) Remedy:

Ae a neasure of protection for investors against
the results of excessive hypohhsoatibn, whlle st the same
time affording to broker-deslers the flexibility necessary
to the conduot of thelir buslinesses,the following suggestions
are made.

(1) Broker-dealers should te prohibited from pledging
the seoourities of any customer in exoess of the latter's
debit balance, uuless the oustomer's written conrcent has
been obtalned before the particuler hypotheostion im question.
To eliminate the present device whereby the broker-dsaler
obtains the gonment of a oustomer to excessive hypothe-
ontl&n at the time the mocount ir opened it 12 sugrested
that a oconsent obtalned ar & condition of opening the
account should ve deemed ineffective to permit the broker-
dealer to hypotheocate seourities in oxcoess of a customer's
dedbit balance,

(2) If the recuirement of obtainins a new con-ent

saoh time the broker-dealer wishes to make en exoessive
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hypothefation turnz out to be imprscticel, oconsideretion
should be given to a provision that consents shzll not be
effective for more then a limited period (ee.ge three months)
and thet 4urinc that period such consents shall be revocatle
by the investor upon reasscnable notice to the broker-dsaler.

(3) In thoce instances in which proper consents have
been obtalned, the indebtedness of the broker-dealer to the
pledgee should not exceed the aggregaste d=bit belanoces of
all the customers w oes seocurities have boen pledged.

Thus, in the event of the insolvency of the broker=desler,
the ocustomers involved can reclaim their =courities from
the pledgee by tendering to him the smount of thelr eg-
gregate dedbit balances.

(4) At or prior to each hypothecation, the broker-
dealer should be required to supply the pledges with written
notioce of the charaoter and extent of his customers' interest
in the securities pledged. A eimiler reoord shall bte retained
by the broker-dealer.

The above sugrestionsz, embodyinz ideas oonteined in
the rules proposed under # (o) of the 1934 Act, 40 no more
then btring this phese of the regulation of the over-the-

counter brokers and dealers into line with the regulstion

of persons using the sexchangas.
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Ad I have already polnted out, the Cormmission
does not have edenuate information ae to the extent of
margin trading on the over-the-gonnter markets. A
study of this problem should be mede to determine whether
or not it would te demirsble and preeticable to proamulgete
margin requirements for trading in overe-the-gounter seouri-
ties simliler to those now ezisting with respect to listed
seourities,

(5) Commingling:

Elsewhere in this memorandum I have sugpgested that
broker-dealers be prohibited fron mingling & customer's
*safekeoping™ or "free" securdties with the suocurities of
any othsr customer or broker-dealer, In certain limited
olrcunstances, provision has been nade permitting a droker-
dealer to mingle securities held for & ocurtomer on margin
with the securitiea of other oustomers, It seeme unde=-
sirable to extend t:is permission., Therefore, I suggent
thet broker-dealers be rostricted adsolutely from hypothe=
cating ocustomeres' seourities under circum=tances that will
permit euoh seourities to be subleoted to the llen of a
pledgee if seouritics of anyone other than a ocustomer of
the broker-dealer are aleo sublect to such lien, (See

Rule X8e(2)).
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(8) Plotiticus “uoiations:

(a) Proviem.

The prevallins squotation systan2 in the over-the-
oounter markets are oharagterized by: (1) Lack of a publie
or intere-dealer juotation system that records aotual sales;
(2) The publishing of interedesler guotations which are
nominal, 1.8., there is no firm commitment to effeot trans=-
aotions at the prices justed; (3) Moot gquotatione to the
putilieo are nominsd

The abeence of any meochanism for recording aotual
purehaces end smles on the overethe-oounter markets efe
feoctually prevents & customer from ascertainling the other
side of the market without the ald of broker-dealers,

The customer thus becomes dspecdent on the brokeredealer's
integrity in not exaeting an eoxcessive profit,

The nuotatlon to the public of nominal prices
without deseribing them as such frequently misleads in-

vestors into believing that transeotions may be readilyecr-

fedted at the quoted prices, Usually, however, when the

oustomer attenpts to deal upon the basis of the quoted
price, the dealer refures to do so, and then proceeds to
induvoe the customer to trade on a less favorable basis,
(b) Ramedy:
To minimize misconoeptions aroused in the iavestor

by the quotation of "nominal® prlces without deaignating

- l3 -
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them se such, it is susgested that & Lroksr-dealer be required
to ldentify a nuoted price as "nominel™ and to state that

suoll quote does not repgresent & price at which he dinds
himeelf to effeot tronsuotions, Unless pricee are merred
"nominal®", the broker-desler should be rejuired to effect
transaetions at the priees suoved. In those lnstances,

the broker-desler should slso be required to state the

volune of trepssctions and the priod of time during whioh

he will effect trenssotions at the juotations published.

In addition, the offering sheets sent to the publie
should indiocate, with respeot to esch seourity offered for
sale, whether such @eourity is in the broker-dealer's in-
ventory, is under option te him, whether he 1= under e
firm oommitment to purchase the seourities or whether the
securities are available in the general market,

Despite the obvious desiralbllity of a quotation system
that would reveal to investore actusl transactions in securi-
ties, as im now done in respect to trensactions on the
exchanres, the physiocal obstacles, to s feasible mechenism,
are oonslderatle, The large number of issues traded in on
the over-tha-gounter marikets and the great volums of trans-
actions effeoted made a ticker system seem unworkable,

In addition, there is the protlem of indueing newspapers

to devote seourity to meourity quotations the large amount

- 14 -




of spage needed to record transaotions in the various ls-
sues, Further, theve 15 a subecteantial numter of counter
seourlties which are =0 inactive tiat & quotation on any
given transection would be no nmor¢ informative than if there
were no quotation vased upon an aotual transaotion,

Several instances have been uncovored by the Commission
of brokars and dealersz who have syetemntically issued quo-
tations designed to depreces or reins the market on securities
or to oreate false activity or the appearance of activity in
securities, The &pproach to the ourbing of such praotices
night be made by meang of e regulation defining such quo-
tatione a8 fiotitious, or by a regulation similer to CB4
with approrpriaste modifications to suit the over-the-counter
markets,

Attention should be directed to the practioce of some
brokers and dealers of publishing quotations, for a econsider=-
ation, at the instance of an underwrite, issuer or other
broker of dsaler (See Sweet Steel cace), Although omission
t0 reveal the detalls of sueh a situation might oconstitute
a viclation of 8§ 17 of the 1933 Aot e&nd of Rule 202, it may
be desiradble to eliminate such a practioce euntirely by defining
suoh a quotation as flotitious and forbidding 1t es sueh,

(7) Installment Selling:

The ext‘ent to whioh seocurities ere sold over-the

oounter on an installment bacle is not completely known,

1) =




The Coamiesion is fully fumillsr with the salo of partiol-
pations in underlying investzent truste on a periodice
peyment teeiz, The Comuission also poessesses records of
individual broker-dealers who sell ell types of security

on the inctallment plan.s In the typlcal installment plsan,
the surtomer mekes a down peynent and contracte to amortize
the balence by a serice of pericdle payments, The in-
vestor's obligzation ir usually evidenced by & note renewahble
at the end of caoh perloed upon payment of the current ine
stalluent, Upon paymesnt in full, the oustomoer receives
delivery of the securlty purchared., Zometimen, the broker-
dealer, instesd of extending the oredit himself, arranpges
ror a bank to do po.

The major denger to the oustomer is that the broker-dealey
or the bank, may not purchase the securitlies at the time the
down paymont is made, Ffallure to do so, of oourse, amounts
to bueketing if the relatlionship betwesn the oustomer and
the other party is one of agenoy. IIr the relatlonship is
that of prinoipal, snd the dealer falls to make the purohase,
the customer 18 left without proteetion for his equity,
other than the dealer's finanolal rosponzibllity, Regardless
of the relationshiy tetween the parties « the broker or dealer
should be required to purolace the ssourities outright at

the time the oustomer makee his down payment, If oredit is
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extended through a thlrd party, e.z. a bunk, such third
party should simllerly be reqalred to puy for thes securi-
tiee in full.

In order to incure reesipt of Lhe seourlitics by the
customer upon proper perfornance of hle contract, it is
supgcested that the Lroker-desler or the thlrd perty bde
requlred to esorow the securlties as soon as purchased
until the terma of the conbtract are cati=fied or breached
by the purchaser. Desplte the olorne slmilarity between
esle® on in2tallments and ox margin one important dis-
tinction may counsel different treatment insofar ae the
btroker=doaler privile¢e to hypothecate the seourities in
question is concerned,

In the oese of the mergin sele, the droker-dealer
is allowsd to hypothecate a custozer's scourities to the
exteat of the latter’s deblt balanoce, [owever, to permit
e broker-dealer to pledre securities sold on the installe-
ment plen for the amount of the unpaid installments might
result in situations defeating the avowed purpose of ine
ptallment selling. Thus, if a broker-dealer who had made
sueh & pledye went bankrupt tefore the final installment
became dué, the custower who wished to obttaln possession

of his seouritles, would heve to pay at once the full




apount of Lhe reculnliar foctellments to the pledsee,
Thus, to protuot slmself, the customer would be renjuired
to make full payment at o time not called for by his
orlglnal conbraet wilith the ULroker or dealsr,

(5) ~“omlinntlon of Tnvestoent Counnel Funoetion
with that of Broker or Dealsr,

{(s) Trodlen

(1) Dealer as Investrent Zounsellor,

The ceonflicting interesie engendared by the eonosne
tratis. 1~ one perscn of the funetions of luve-tront
counsellor and of dealer are ronl end pregent possibilities
of abugse ti:at :ny result 1in scricus loes to investors.
Thus, & person w0 operates ao an inveatment ocunsellor
=t be held to the ctandards of a fleuvolory in hia re-
lations =ith hip slientss e 1o oblipated to sea that
his ourtomer trades on the mort advantayecus terms possible.
A person functionlne we o dealer, however, ia govsrned by
the desire to realize the largcst possible profit for hime
selfs Obviouely, if the doaler 1o allowed to trade as
such with the oustomaers to whom he renders investment
oounsel, he will be govarned by two conflioetine lovalties,
Thet he will reaclve the confllot againet himself is
doubtfuls The 1ilkelihood ia that he will render advice
¢alored by the dosire to oltaln av larpe dsmler profita

u8 podsibie,
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I1s Droker as Investuoont “punsellor.

The investrent counnellor who =l=0 sets as broker
for the customers whore wcocounbts he 2ervices is not open
to the tenptetion to which he would be sublected if he
functioned uo deulers. Yo desire to year deeler profits
possesser hlm, MHowever, thsre 12 alvays %he possibllity,
and @ very live one anon: less scrupulous brokers, that
the counsellor who 18 peraitted to aol as broker may
oolor his invectment advice to stimulate customers?
truding sotivity in order to obtain inersased drokers; e
couziesions,

(b) Remedy:

The cbuses poasibly resulting from the ocombdinestion
of the lnvestnent ocouns-1 funotion with thut of the broker
or doaler can hest bts avolded by rejuiring the somplete
segregzation of the broker or dealer funstion from that of
finventment counnellor. o broksr or dealer suould be ale
lowed to represent himeelf ne 4n investment counsellor,
Conversely, any person wiralns to funotion af an invest-
mopt oounsel should be prohitited from effeoting transaotions
eithar as a broker or a dealer., It l# oot intended by this
regommendation to preoclude azny brokor or dealer from dis-
seminatin: to ellente the ordinary advice ineldent to his

activities a® & broxer or dealer. Ia such eanes, however,



he should not bLe permiuvted to receive any fee for such advice
other than as conteined i. his repular ocommiseion or dealer
profit,

(9) DBucketineg:

The Commdsasion's filecs ure replete with inctances of
bucketing, & term here takwen at lto techulcal neanins of
failure, by a broker to exsguie nle customer's ordars,

A dealer's fallure to carry out 1im cuztomer's orders 1is
not teochnically buocketing but 18 merely & breach of ocone
tract,

A major obstsole to protecticn of the imvestor
where buoketing han ocourred is the diffioulty of detesotion
until long after the event, Frequently, a broker's buokete
ing a0 .ivities are not revecaled untlil insolvenoy or banl -
ruptey bas osrused an exasnlnation of his books, by that
tima, the broker is so far gone filnanclally that he 1is
unable to make restitution, OClearly, then, a mechanism
that will afford some measure of protection to the investor
must include, firet, a means of deteoting bucketing as
promptly ne possible after iis ocommlasion, and second, a
method of compensating the lnvestor where looss has boen
incurrsd,

As a nethod of achleving the {irst step, viz.



prompy detectlion of buek:-ting, the adoption of a proocdure
alon: the following lilnee may be helpful, A broker (A)
sliculd be re-ulred to ~t:te Zhoe torme of delivery on the
confirmation sent by him %o his cuctomor. The confirmation
ahould state furthor that on A's failure to make delivery
or. the due Jdate, A will supply the oustomer with a sopy

of the confirmation zent to % by the broker or 4dsaler

(B) through wwom % exeouted his customer's order, Thus,

A will be able to furnish his customeor with evidence that
he actually executed the order eveon though he was unzble
to meke delivery ax agreed, 4A's insbility to furnish hls
customer with a ocopy of the confirmation from B to 4 will
put A's eustomer on notloe that A falled to exscute the
order.

Attentlon mhould be dirvoted to tha poseidility,
throurh a varisntion of the ipsursnoce davice, of sfford -
ing proteotlon to investors apalnet lose suffered through
fallure of broker end desler reapeoctlvely to exeoute orders
to oarry out contracts of purchn e and sale, WFurther atudy
of the juestion may estailloh the feanldility of requiringe
each as=ocistion to be set up under the Yaloney Blll to post
a blanket bond, coverings all its memboers, guaranteoling the
execution of all orders w-loh have been confirmed to the

oustomer as having been exeoutsd, Aslthough the qont of
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requiring a bond for saoh lndividual broker or dealer might
be prohibitive, s blanket Lond taken out by the assoclation
mignt be chisap enough to be feasitle. To be sure that the
small broker or dealer will not bear an undue portion of

the oozt of the bond, 1t 1s suzrented that the expensze be
pro-rated among the brokers and dealers according to a given
etandard, e.g. net worth or net working capltal or any other
more workable crlterion. The merit of this device lies in
the faot that ths burden of polioins the broker-dealer

will ve placed on the fudustry itself, This will make

for greater care on the part of the assoclation in admit-
ting brokers and dealers %o membershlip and supervising

their activities after they have become members, In ad-
dition, dbrokers und dsalers will be more alert in their
relationships with eech other and will be more likely to
bring to the attention of the asroclation any instences

of buoketing.

The procedure outlined opcrates by ites terme only
with respeot to members of an associution. lest a premium
be placed on non-membershlp, it might be advisable to re-
nuire non-members to take out individual btonds conditioned

on the same terms as the assoociation's bonds,
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10, Doorbell Ringing

(a) Irotlem

Hich pressure sellins tucties, undesirable st &ll
tines, have ¢thelr nozt pernlelous effeots when practiced
uyon people with 1little businesa experisnea. Calling on
pecple at thelir aomes offere frultless opporvunity for
such selling akuscs,

iTopesals to curb tals praotice by fortldding house
canvessing completely will 4o mueh t> injJure e large fleld
of legitimate businees. A substential portion of sscuri-
tlice wealth is in the handa of women and other persons who
have no business offices, persons who eannot de rsached
exospt by house to houre se ling. The Investment Sankers
Code attenmpted to reach the abuse by prohititing solicite-
tion &t homes unless the broker or dealer first recoeived
the oustomer's writien permlssion to oall upon bhime In
my opinion the impraotliosbllity of eny suon requirement
would render it a dead letter from the outset,

(b) Remedy:

Fundementally, pr teotion epeinct high pressure
brokaere, ealors snd thelir salesmen must come from improvee
ment in the ethlecsl standardes of tha solloitors, In order
to preveut at least the orudest and mort untrustworthy

type of persons from soliolting ounrtomers, it 12 surpested
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that any ono wishla- Lo aot ar cplienman he remiired to
eonfrom to gertain ninlnun stendards, A oomprehensive
ayotesx of regiztration of =alerrien, asent= end ocustomers?
men should 'e set up, preferably Ly the as=ocoiations to
be forwed undar the i'aloney BLill, bul if neceasary, by
the Commlssion. 28 Lasie winima, s8ueh ® racietpration

ey~ tes should rejulpat

(1) Informcstion @5 %o the busluess hilatory of the
repiotrant,.

(2) Record of all injunotion and convietions
erisine from mseuritices transasctions,

(8) 1lecord of denial, zuepension or revocation
of any license as broker-dealer, salesnan,
acent or cuztomurs' wman by any sfovernmental
ageney or exohanse or assoolrtion of psrsoas
in the seouritics dusinees,

(4) 4 speoifled numter of satisfactory charaocter
refsrences,

The assoslation should te given brosi powera to deny
or revoke registration 1f the appliontion for repistratiom,
or any supplement thersto, indicates an unsatisfsetory
rooord, Tossibly denial or revoeetlion of resistration might
bevter be sade automstico upon showing of certein faote,
eiey, cOnviction or injunotion. “usch deteils can e warked

out laters. A procedure for appeal to the Commiseion may be
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dosirable, if not neoesnery, Ia any aveant, oo mwo.iel of an
w3300§ation vrould be purmdbted to hire as saleonan, ugent
or gurtomer's man a porson w o 1t 0% roglstored as sugh
with tha ascaoletlons To rouaoh non-nenbers of an assoglae
tion, the Zommisalion could 1acue a rule prohititing sueh
pea=morber from eaployliac s salestan, apont or sustomer'®s

oan who wes not regirterad with an associ-tion,

1l, Confirmation and Order Forms

(a) Coafirzution forms

tislecdins and uninforuative confirmaetion fornms
are frequently e ployed Ly unserupulous brokers and deslers
to defraud cuctom ro, Confirmetions which readt "ro ercdit
or debit your aocount" or “’'e have bought or =a0ld for vou®
do pot reveal to the guston r the ganacity in whiah the
broker or dealer has gceted., Other typos of weasslewording
are employed to ensdle tLhe broker or dealer to charge the
unwary investor a brokerore fee and to take a profit as
prinolpel at the sunme time., Thie abtuse ean eanily be oor=
rected by the ure of langus;e on the confirmation elip that
will olearly and unsnuivooally dasoritie the relstionship
betwoeen the ecu2stomer and the broker, Althourh Rule MC4
yuquires direlosure ae to the capacity in which the
broker or dealer 1o seting, the “ormission hae not attempted

to presorite the wording to te uced, This seems properly
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to e & funotion of the sosoclntisus, Uniformity of
langusge on tie confiroati ooz, with thse consejuent edu-
cation of lanvestorz, aculd julekly ue mohieved Af the
various agsoclnticns under iho Faloney bill were to
rajuire thelr meriers to use &= perticulsr form of ochn-
firmaticn,

(b} Order Forms

Hany brokers and dealers use order forms that do
aot reveal to the customer, bvefore the execution of the
order, the rsiationshilp between themx lntended or agreed
upone Frequently thls hes pernitted the less sorupulous
broker-dealsr to sh.l't hle posltion from brokar to dealer
or vice=versa, dependin: upon wihich stotus 1s more advane
tajeous to him 4a the perticuler transaotion. Prenuectly,
too, the orders are piven orally or on order forms whieh
oxit important terms of the aontrset, Opportunity for
confuslion, nisunderstendin,, and delivemte decelt will
be sonsiderably micimized 1 o brokeoredsaler is renuired
to reduce eaoh order to writtep form settling forth olearly
the materisl iteoms of the order, @.ge, the price, the
period during thieh tne order 1s to remain in foroe, the
title and s2wount of ssourities, and, if poeosible, the due
delivary date &nd the relationship between the parties. If

nolther of the lmst twn Ltemo io kpnown et the tlme the
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order is enterad, dleclosurs with remspect thereto should
be made on the confirmestlon slip. The customer should,
of course, be glven a copy of the order,

In conncetion with open, unexeouted orders, it is
sucgzested that & reoord of all such orders on the bocks
of the brotor-desler be malled to the oustomer at regular
intervals, so that orders wiioh may have slipped hie memory

oan be canocelled if so desired.

17 Deliveries

The complications ecentering sround the problem of
the time end method of meking deliveries, payments and
gsettlexents derive in large part from the diversity in
procedures in different seotiocns of the oountry. Beoause
of the almost complete laok of detalled inforamstion with
respeoct to the oustomary handling of deliveries,payments,
end settlements, I think it inadvissble at this time to
make any Bpecifio suggestions as to the tresatment of these
problers, I¢ 18 thought that the assoolations %o be sel
up under the Maloney bill will be the bodles best suited
to make o feotual survey of oonditions thoughout the coun-
try. The Commiseion will then ‘e in a positicn to give
some semblance of uniformity to the diverse, confusing and
ocoaslonally eonflicting proecedures now prevalling in the

over=the-oounter marketa,




On cortain ‘uestions, however, mome geceral lines
of approseh sy te indleated, A subatantisl porticn of
over-tie=gounter traunsoti.as, particularly auon, less
reputeble broker-deslers, 1s o aracterized by indefinite-
ness =22 to the torms of deiilvery., Thus, at the time &
broker of desler socepts s cuttomer’s order, frequently
no agreement is reuched between the parties as to the
toras of delivery; e.g., oash delivery, reguler way, or
delayed dellvers--thds beoauss the broker or dealer usunl-
1y bee no knowledge at that time awe to how he oun obtmin
delivery frox another broker or dsaler, However, if the
brokeyr or dealer wore nelling the oustomer securities
wnich he has on his shelf or under firm commitment or
option, he knows at the time that he takes the order how
quiockly he can make delivery, In t'ls latter clasn of
cuses 1t 12 supp23%6d that the torma of de’lvery be re=-
quired to te rtoted at the time the order i taken, In
cases vhere 1t is imposasible to atate the time or terme
of dellvery when the order is taken, the broker-desler
should be required to state the terme of delivery on the
confirmation slipe given to the ourtomar upon the execution
of the ordsr,

Consideration mny be directed at this time, toz, to

certain phases of traneactions An bonds sold "and lntervat,®




Ordinarily intercst begins runnim in favor of the cu-tomer
who has purchased such bonds from the date of delivery to
him, In many instavoces, however, a dealer may fail to make
delivery to his oustomer on the due date and still charge
him intercst until actual delivery tekes place; in some
cases of this nature, the dealer may not even himself have
been charged Tfor interest accruing during the delay.
DDesplte the absence of factual data, it is felt there are
numerous other situations in which dealers pass on to their
customers lnterest charges which the dealers have not them-
selves paid, or which the customers ought not to be compelled
to pay. I suggest the promulgation of a rule whioh will
prevent broker;dealers from charging customers interest
beyond the time of aotual dellvery or the due date of de-
livery of the bonds, whichever 1s earlier, and will, in
addition, prevent broker-dealers from charging interest

in excess of that which they themselves are obligated to
pay.

The Commission's attention should also be drawn to

the practice of brokers and dealers of falling to make

prompt delivery into the accounts of their oustomers of

seourities whiech they have purchased for them, or failing
to deliver promptlyifnto the acoount proceeds from the sale

of the ocustomers' securities. In many instances this




fallure 18 aotuated by the decire or necessity to uce the

gegurities or roncy Lo sweb coumitnments of the firm aocouni.s

or the acoounig of othur ¢untomers., To gusrd against a

praotice wilceh aoatains suon potentiaslities for loss to

investors, I sugpest imposing re«trictinns alons the foliow-

fng lineat
(1)

whore a broker haa s2ld securities for the
aocount of a eustomer the broker should be
rejulred to deposit the procceds of the
Balie into the customsr's aocouat vy the
end of the business day following the re-

ceipt of the funde by the broker,

(2) where a dseler has purohased securitiece from

(3)

the ocustomsr the dealer should be compelled

to deposit tha purchase price of the sscuri-
ties into the ocustomer's mocount by the end

of the firat business day following the exe=
cution of the contruot of purohane of the
confirzation of purohase, whlohever is
earlier,

If & broker hag purohamed zogurities for the
asoount of tho curtomer, or a dealer has aold
sscurities tc a cuntomer, tha broker or dealer

should bde required to depnsit the securities
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{ntn the ocustomer's scoount by the end of
the “iret businecs day followinz the receipt

¥ of the securities by the broker or dealer.

13. 'Discretionary focounte.

Abuses arisins from the handling of disorstionary
aoccounts d0 pot require extended discussion here. Our major
coneern 18 to curd the confliot of interests which may warp
the Judgment of & broker or desler whe has discretionary
sontrol ovar the sccounts of his cgustomers., Clesrly hie
Judgrent may bte warped by e derire to exzrn broksrare feen
which he oan aehieve by "churning” the customer's portfolioc.
In addition, the bLroker or desler nay desire to unload his
own long position or 2over hle short poalticn by selling to
or buylng from the.sccount over wilch he tas dlecoretionsry
control. There are, ¢r oourae, numerous other examples of
odnfliot of interests,

It i» my opinion that the ¥C rules at present in foroe
are too ilmitod in their moope to afford asdesuate proteotion
to the ocuntomer who hae ¢lven hls broker sontrol over his
saourities, MC7 merely aots am a fuleguord against the
vonurping™ of en agoount, wille “C6 doe® 0 more than re=-
nulre a broker or dealer to disolose his interest in any
sseurity traensactlion which he effeote with or for the dia-

oretionary aocount, It is my feellng that in view of the
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xany poesibilitise for uhuso in this fleld zdditionasl
hedzes 2hould Le plaged around the broker or dczler so

@3 to lasure ab Jor s possilis the absence of eny 00D
fliot of interc2t tetween %he bLroker or dealer's duty

Lo the curtomer and to hizself, Clullarly, where a troker
or dealor hag dlserotlonsyy control Oover geveral ageounts,
he may not lLe able to rasolve with feirncsr to eaol oustomer
his eonflicting duties to théze ocustomors, In an effort to
restrict er fully as ponsible the uce OFf discretionery ace
counts to those fields whare the Lroker or dealer in dise
charging his dutles t» hl2 customers will pot bte hampered
by eonflieting interests, I sugsest that rules Le edopted
antodyling subetantially the followliny ildeass

(1) Thet a broker or dealer te restrained from
offecting transsotions with or for the aoce
gount of a ocusrtomsr in respect %0 which he 'as
any dlecrotlonary control in seourities in
which the broker or denler has a lone or short
poaition;

(2) That the broker or deamler bte prohidbited from
dealing with the discretionary socount in
seourities in the distridution or accuru-
lation of whioh thebroker or dealer has a

dirsot or indirect finanelal interest;
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(3)

(4)

(5)

(6)

That o broker or dealer bte prohitited from
alfuoting treacaotions with or for the dls-
orotionary acoount in seouritics in wiich he
holds or has gracted any optiong

Thet o broker or dealer be prohibited from
effeotins transections with or for the dls-
earetionary account in sscurities in which the
prircipal for whom e is aoting holds or has
egranted any optlon;

That a troker or doaler bte prohitited from
effecting transaotione between accounts over
whieh he has dlsorstionary oontrol and the
aocount of any other of his oustomers whether
auch latter sccount bte dlscretionary or

not;

In order to prevent "ohurning,” that Rule

¥C7 or some modifiocatios of it Le rctalned,

It will te noted that the restriotions mentioned above

are absolute and in t 19 respoet differ from MCO or the old

FAl2 rule,

A broker-dealer may avold restriocti ns imponed by

1’06 by zending to tho customer written disolosure of the broker

or dealer'e interent in the transaction, The restralnts im-

pocud by YALR nmuy be obtviated by obtalnine the ou-tomer®s

writton eonsent to the trancaction in que~tion. I feel,
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hovevar, that no undus stricture will te placed upon the
broker or dealer if he is prohibited sbeolutaly from aot-
izg in thome gitustions whare his self interant oonflliots
with the Intorest of hin olicnte There would still be a-suf-
flelently large sphere of rotivity in whieh the broker or
dealer nmight opurnts profitubly., The ocnly riska te whioh
the customer would $hen be subjeeted would e the risk of
incompetency voon the part of the broker or dealer, n risk
to whleh the cu tomer lnowlingly subjeets himself when he
gives a broker or danler diseretionary control over his ace
oount,.

In the past @ pood deal of laxity hes pruvailed
with respset to the tyne of pernon to whom dicorctionory
power hee becs glven, Thurm custoner's men, offlce managsers
oend other enploveon of & broXxer or dealsr have fré~uent1y
tesn allowed to handle angasuntas in their dlasereticn, men who
in pumersus omsan Ao noi possess thé'axporlcnce and bagk=
ground nesesenry for a winérnancllnr of the eccount. To
afford investora some dorrac of proteation agalnst this
hazard, I fees! it mis"t be deairable to re~uire all trans-
agtlion? with or for a dlsorstionsry seeount to be approved
in writing by a partnoer, prineipal offieer, or peraon

cocupying @ similer position of the flrm whilceh §2 handling
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the aeoount. <uch writteo approvel would resulre nothing
wore than the fniticl of the perthor or pinoipal olfiocer,
Floally, thoere may e instuncen in whiech mieundere "
gtandin;swill arise detwesen ths broker or dsaler and the
cuztomer &8 %o the scope or iths broker or desler's discretione-
ery power. It might be desirstle in order $o prevent sueh
eanfualon from onecourring to rasuirs the broker or dealer
and the customer to erter into a writien agreexent,at tne
time the socount is opened, setting forth the terma upon

which the zecount ie to Le opsrated,

13, Pinanciel “tatements, leports and Reoords
A partial 1list of records to be kept and statements
to bLe filed by brokers-deslers is set out below, This
1list will be supplemcnted as rules and regulsations are
drafted,
(a) All broker-deslers who pledge ountomers?
gecurities should {ile with the pledgeel
I, A record showing the ohursoter and
extent of saoh sustozer®s interest
in the nesouritie= pledce,
II, If the muount of the pledge exoeeds
the debit bdalance of sny ou-fomer,
a copy of the written consent of each

gach cur tomer,

« 35 =



(b)

(o)

Complete zrecorde of all loans from banksa or
others shodld Lo keph by the btrokeredsalers.
411 coliaterel loans for thé acoount of
ourtomers #.0ulfl e recorded %o show the nane
of the londer, the sicunt of %he loan, the
ezact deseription of ¢ollateral, inclullng

the number of shares plsdged, ths ragistered
holdor, the certificats or bond aumber, the
nane of each person and the mocount out of
which each plece of ocllateral cuts,

L1) broker=dealers who are menbers of an asa)e
clatlon to be created undor the Malone bill

end who extend osyedlt should file with auch
asnociction periodie asudited statenents of oon-
ditlon. The sseociutions ehould, in eddision,
have the power to nars surprise sudlits of all
the booke of sli menbters, whether or not they
oxtend credlt, Dosplte the undesiradility of
inposing restriotlons on association menters
whioh ere not slso impored on nonem mters I am
dublous of the fesanlbility, under existing per-
sonnel llmitations {n the Commlmmion, of re-uiring
non-gembers of the nesoglation to file eimilar

reports with the Cozmission.
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(d) A1) brokeredeclors should be raculired to send to
thelr curntomors?
Ies Lonthly stetexzents of uccount.
I1. feriodic stasenmouts of unexeocutsd open
orders still in Toroce.
III., CGoples of all ordsrs and ell agreements
entered into with suol eustomors,
IV, In the ocseeof fallute to mauke delivery
on the duc¢ date, a oopy of the confirmation
sent to the cuctomer'!s broker-dealer by the
broker-dsaler through whom the former exee
cuted his cuutowerts order. AS alrsady
indiocated fellure GO sup)ly such a oofle
firmation willi pul a eustomsr on notioce

that hise order ha:s bsea ducieted,

15, Stepeup Offerins Trice

Jometimas encounterad {2 the practice of offerin-~
pecuritiecs over e piven neriod of time 8% graduslly inoreasing
prices during the primery distributlion of the issue, In the
instances involved the on'y reemon for the #2tep-up and the
rezeon whloh is frankly stated in the reglstration statement
i to stinulste customer activity as early ee possidble, If
full dirolosure for the step-up is mnde, it would meen that
the philosophy of the “esurities Aot of 1933 is setisfied,
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It 18 suggested thut any attempt to ourb such a practice
would more properly involve & revision of the Securities

Aot rather thon action under the Naloney bill.

16+ Agegregnte Tndebtednsss

For some time the “omanicsion hae been studying the
desirability and feaollbility of imposing certain finanelel
restriotion® on bro¥ers end dealers in an effort to minimize
insolvenclaes. These restrictions huve taken two formsi
(1) prohibitin: brokers and dealers {rom acting as such
unless they possess o certein amount of capltalyg (2) pro=-
hititing brokers and dealers from acting as such if the
ration between thelr aggregate indedbtedness and net capital
exceeds a ocertaln pereaentaga.

Since this proble=, insofar as 1t relates to membters
and membrodes, has been the subject of conslderable study
by lr. La Paduls end hie mssooiotes, and since the probdlem
as 1t bears upon over-the-gounter brokors and deslers is in
some respeots very ®imilar, no discussion of the over-the-

oounter aspect will bLe entered into horae,

Vemorandum prepared by

Clarence Staples
Edward T, Frenohman

June 1, 1938
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