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The Presiding Officer: The hearing will be in
order. Let the recorxd show that the hearing today is a
continuation of the hearings commenced on Monday, May 7,
and recessed on Friday, May 11, until this date.

Will you proceed, Mr. Paul?

Mr. Paul: Mx. Presiding Officer, the £first industzy
witness for today is the firm of Mexxill Lynch, Pierce, Fenner
and Smith, Inc., Mr. Donald T. Regan, Vice President and
Secretary, and Mr. James Thomson, Vice President and Treasurer
will testify as a witness. They are zcpresented by Mr. James
Walker, General Counsel, and Mr. Louis Eten, of the firm of
Brown, Wood, Fuller, Caldwell and Ivey. Mr. Frederick Moss
of the Study Staff will conduct the questioiing.

Whereupon,

DOWALD T. REGAN

JAMES THOMSOX
wexre called as witnesses, and héving been first duly sworn,
were examined and testifigd as follows:

The Presiding Officer: Gentlemen, in all
Commission proceedings it is customary to advide the witnesses
of their Constitutional privilege. Since you are represented
by counsel, I assume you are aware or will be advised by yourxr
counsel of your privilege and if at any time you have any

question about exercising your privilege, you may, of course,
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consult with counsel. Proceed.
DIRECT EXAMIIATION
Mr., Moss: Mr. Regan, will you please state Your
Q name for the record?
wWitness Regan: Donald T. Regan.
Mr. Moss: I umerstand, six, that you have an
opening statement to make.
Witness Regan: I do.
Mr., Moss: Will you please proceed?
Witness Regan: My name is Donald T. Regan. I am
a vice president, @& director and a membexr of the executive
committee of Merrill Lynch, Piexrce, Fenner & Smith

Incorporated. The business of my f£irm consisis of acting as

a2 broker and dealer in securities and commodities, and as an
underwriter and distributor of securities. We conduct our
business through 150 offices in the United States and several
foreign countries. Our home office, which is located at 70
Pine Street, New York City, consists of seven divisions made
up of 45 departments. Tach division is headed by an officer
who also is a member of our executive committee, and whose
full time is devoted to his administrative and supervisoxry

responsibilities. None of them services accounts. Oux

personnel totals 8,700 of whom over 500 are engaged in

. management and supervision. We are members of 41 securities

and commodities exchanges. Our annual report foxr the year 1961,



833

copies of which are available to this study group, reported
our total assets at $796 million and the capital of our
company at $90 million.

o Until January 1959 our firm conducted its business
as a partnership. At that time we incorporated. One result
of this change is that we now have three times as many stock-
hokers as we had pxtners and all the additional new owners are
full time employees cf <tle company. Another result of
incorporation has been to provide great financial strength
and a continuity of the capital of the firm, which we feel
is very important to members of the financial industry who
deal with the public. The stock in our company presentcly is

owned by 329 holders+—including an interest of about 10 per cent

held by the Charles E. Merrill Trust, the beneficiarics of
which are educational, religious and charitable instituiions.
We expect to continue to broaden the ownership of ouxr f£irm.

In 1961 we handled 12.7 per cent of the public round
lot volume and 20.2 per cent of the aid lot volume on the New
York Stock Exchange. Those percaiages are about the same as in
1957 despite the fact that in the succeeding four yesr s wvie
added more than 20 offices.

It is estimated that there are 15 million shareholders

in the United States. This is almost three times the number in
1948. This threefold increase in the number of share ownexs

in the United States im unguestionably an indication that our
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free private enterprise system is functioning for the henefit
of the people, whether they be doctors, lawyers,ministers,
school teachers, farmers, workers, housewives or reiired
people. Their financial cirxcumstances vary frcm those who

are wealthy to thhse who just have reached the point where they
are able ito invest in tle future of American industry. I might
add that as part of our philosophy we fedl that beioxe
investing in securities any individual should have adeguate
insurance ami a césh resexrve o meet emergencies.

While titizens of the United States should be
gratified at the broadening of the ownership of American
industries, the people in the investment business must
recognize that it imposes certain responsibilities on them.
Merxill Lynch recognized long ago that the responsibilities
inherent in dealing with people and their money are not to
be taken lightly.

I fecel it might ke appropriate fox me to
faniliarize the study group, as briefly as possible, with some
of my firm's basic business policies and some of our more
important praciices.

In 1941 Mexrill Lynch published the first annual
report of operations ever made public by a member of the New
York Stock Exchange. In that report we gave a statement of

policy. Over the years those policies have been modified in

some cases, but in principle they are unchanged. Becauwse they
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reflect substantially something of our philosophy of doing
business, I am including them in this statement.

The interests of our customers must come first.

We make no service charges.

In any printed report framn our research division
on any company we disclose the general size of any stockholdings
that our firm or any of our offices might have in that company.

Wihenever we participate in a public offering Of
securities, no stockholder, officer ox emplayee of our company
is permit ted to buy until orders of owr cusiomers have been
filled.

None of our stockholders, officers or employees is
permitted to benefit personally from advance knowledge of
information about securities or commoditie s which the firm has
ob tained for the use of its customers.

To assure financial soundness, we will maintain our
cgpital in an amount which exceeds the reguirements imposed
by regulatory authorities.

We publish an annual report which includes a
statement of our income and expenses, as well as a statement
of our financial condition.

We aim to provide the most efficient service any
broker can offer to assure customers of fast and accurate
handling of their bﬁsiness. All our commissions are at

minimum levels.
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Because we believe that the ownership of securities
by more and more pende isdesirable we maintain a broad program
of public education, explaining what it means to invest and
how to go about it.

Because we believe in "Investigate =-Then Invest,”
we offer large and small investors the help of our reseaxch
division at no charge whatsoever.

Not only do we have policies, but we do our utmost
to live up to those policies. The implementatbn of policies
is as important as the policies themselves. Ve nust,
therefore, look fivxst to the people who must adhere to the
policies, because an organization is compesed of people. Merrill
Lynch people are selected for different positions, whether the
posit ion isthat of account executive, cashier, wire operator,
office managex, or any other, because we feel they have the
basic qualifications for the particular duties they axe
to perform. To be selected for the position of an account
executive at Merrill Lynch an individual must have a good
educational background, preferably in economics or business
administration. Before he is selected to enter ouxr account
executive training program, an applicant is very carefully
screened and tested. More applicants are rejectedthan are
accepted. From over 50,000 applicants in 16 years only a
little more than 2,000 have been selected. The man who is

selected is given a comprehensive background and training
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before he is permitted ® act as an account executive.

Our account executive training school, which we
originated in 1945, has its own complete teaching staff. Our

o 80 instructors are compeient people fvom both within ard outside

our company. They include lawyers, certified public
accountants, college professors, and our own officers and
department managers. The period of in-sdiool and on-3job
training received by the account executive covers a period of
over a half year, but because it is so intensive we have
been told the training received is more comprchensive than
that received in a graduate school. Ow cost of this training
program last year was $1-1/2 million, which includes salaries

paid to the trainees.

O0f the approximately 2,000 acccunt executives we
now have, about two thirds are graduates from our training
school. Our account executive turnover rate, excluding
retiremencs and deaths, is less than 5 per cent a year. That
would seem to be a geod indication that a man who becomes an
account executive at Merrill Lynch does so on a careex bhasis.

Our training is not confined to proepective account
executives. Our research division carries on its own formal

training program which usually covers a period of about 1=1/2

years, Our operations managers who supexrvise the clerical
activities at the of fices also receive special training

through a formal program.
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After people are trained for their positions,
operating procedures and policies to guide them in the daily
perfoxmance of their duties are given to them. Our operating

(]' policies and procedures axre, in effect, a statement of our
rules and regulations for doing business,

Just as public laws require law enforcement
agencies, a business must provide supervision to see that its
policies and procedures are followed. The matter of supervision
is one on which Mexrill Lynch places great emphasis. Because
of the nature of this Commission's study I will not go into
the subject of supervision of ow home office departments, but
I do want to say something about supervision at our offices.

Merrill Lynch operates onthe principle that

responsibility and authority should be placed as close as

pos sible to the place of operations. FEach office manager has
the responsibility and the commehsurate authority for the
operation of his coffice within the framework of our policies.
Under his supervision are the account executives who service
customers' accounts and the operations personnel whe handle
the clerical details of processing transactiors within the
office. To assist him in supervision of the operations

personnel the office manager has an operations manager. As a

general policy our office managers are not permitted to
service customers' accounts. The office managex's function

is to manage the offiice which means that he is concerned
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primarily with administrative and supervisory duties and
responsibilities, This we have found to be the most effective
means to insure supervision of accounts and supervision of the
activities of the employees of the office. We believe that
the proper indoctrination of the manager is a most important
factor in insuring compliance with regulations and oux icies
and procedures. Our 150 managers are trained and experienced
in the investment business. Their average age is 47 and
they have been in our employ fox an average of 18 years.

Our office managers are carefully sclected. As a
rule a manager of a smaller office comes from the xanks of
our account executives and he will have had at least eight
ten years' experience with us. After selection he is brought
to the home office for the manager training program. DMenagers
for larger offices are usually promoted from among the managexs
of smaller offices.

We feel that caveful indoctrination in the
principles on which our firm operates is most important
becauvse the office manager must in turn communicate our
philosophy of doing business to fhe people under his super-
vision in the office. A manager's training, therefore, is a
continuing process.

We do not let supervision begin amd end within the
office. We continually check the effectiveness of our

supervision. For example:
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1. A staff of traveling auditors makes a surprise
procedure and policy audit of each office at least once a year.

2. From the verv start of this firm we have always
had a division director respunsible for policies and procedures
designed to require adherence to regulations, policies and
procedures. As our business ail personnel expanded, additional
people were continuous ly added teo t¢his division.

s Scheduled visits to the offices are made by home
office executives and officers, as well as scheduled visits
to the home office by office managers and account executives.

4, A special department whose stafif spends the
greater part of its time in extended visits to the offices is
maintained by the firm for the purpcse of observing its
managemmt and account executives.

5. We have our own internal auditing depar tment
consisting of 27 men.

b. Personal accounts of employees, including
officers of the company, are continually exemined.

7. Seminars are held periodically at the home
office for office managers. These seminars include, among
other things, reviews of our operating policies and procedures.
To date, the seminars, which last for a period of 1-1/2 to 2
weeks each, have been attended hy 102 of fice managers.
Inc identally, this month we completed the seventh seminar in

2-1/2 years.
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8. 1In addition to the foregoing, in accordance with
NYSE xequirements, we have an annual surprise audit made by
an independent firm of accountants, and also annually a

0 thorough examinationof our records and procedures is made by
auditors of the New Vork Stock Exchange.

Responsibility is not one-sided. The investor also
has responsibilities. For one thing, just as a patient should
give his doctor all the facts, so that the doctor may prescribe
intelligencly £or him, so the investor hould give his broker
all pertinent financial facts. Only in that way can the
account executive or the broker do the best job of meeting
an individual's investment objectives. Ve believe the

individual investor also should be aware of and be familiar with

the different types of investment objectives and that he should
investigate before he invests.

While those are responsibilities of the individual
investor, they in turxn impose an additional responsibility on
the investment firm and that is to provide the investing
public with some means of acquiring at least some basic
knowledge concerning investing. Merrill Lynch for many years
has maintained a broad program of public education explaining

wha it means to invest and how to go about it. Our program

is carrxied through advertising, public forums, lectures, T. V.
programs and various basic booklets concerning investing.

I have attempted to give you briefly some of our firm
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beliefs, namely, that the ownership of securities by more
and more people is desirable for our economy; that an account
executive in oxder to service an investor properly wmust have
a thorough knowledge of investment and f;nance wnich is bhest
acguired through intensive study and traiing; that the account
executive must be an individual with high ethical standar®
and that in all his dealings his first consideration should be
what is best for the client. We are convinced that an office
manager at Herrill Lvnch should above all things be a manager
and a supervisor. UWe believe the big incrxease in the number
of investors means an increased responsibility on the part
of our industry to see that the investor knows sore thing
about investing.

I wish I could conclude this statement by saying
that we have an absolutelyperfect operation. Howevexr, as I
saild earlier, an oxganization is composed of people and where
the human element is involved there will be occasional lapses
in performance. Fortunately such cases are very few, but if
one does come to light we take vigorous action. We constantly
look for ways and means to improve our procedures, our manage-
ment axd our supervision,

Merrill Lynch has been and will continue to be aware
of its responsibilities,

Thank you.

The Presiding Officer: Mr. Regan, in your statement
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of some general principles at the outset of your=statement,
and in the course of your statement, are you referring
eszentially to what is appropriate for your £irm, OY do you
care to comment on how much of what you talked about you
consider appropriate for securities firms generally, even
though they are not the largesi in the country?

Witness Regan: Since we believe that these policies
are good for Merrill Lynch, our think ing would be that
thése policies, while we wouldn't want to sec them enforced
by other people than Merrill Lynch as strictly Mexrill Lynch
policies, would be the same type of policies that othexr firms
could adopt.

7- The Presiding Officer: Do you think they are
appropriate policies and might well be enforced by the firms
themselves or other agencies?

Witness Regan: Yes.

The Presiding Officer: You talked about the fact
that all of your commissions are at minimum rates. You are
talking about commissions on transactions on stock exchanges?

Witness Regan: And in the over the counter markees.
In the over the counter markeis our commission schedule is
the same as the New York Stock Exchange minimum commissionrate.

The Presiding Officer: So in all over the counter
transactions you use the same commission rates as if it were

a stock exchange transaction?
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Witness Regan: Where we act as agent. However, we
do act as principal over the counter.

The Presiding Officer: In other woxds, your state-—
ment does not mean thatyou alwas act as agent with these
commission rates. You do also act as principal?

Witness Regan: We do, sir.

The Presiding Officer: And therxe you would apply
the market cost markup policy?

Witness Regan: Yes, sir. Our mackup policy is the
Stock Exchange commission to the next highest eighth. As an
example, if the commission were $32 for a hundred shares, our
markup would be three eighths of a point or 37.50.

The Presiding Officer: This is a uniform practice
for all over the counter principal transactions?

Witness Regan: In Mexrxill Lynch, yes, sir,

The Presiding Officer: Going back to the Stock
Exchange commissions, when you say that you always use the
minimum commission rate, isn't that a pretty prevailing
practice among stock exchange firms? In other words, isn't
the minimum scale essentially the maximum scale at this
time for all transactions?

Witness Regan: I wouldn't know about all firxms
but the largest firms, that we know of, as a rule do use the
minimum commission schedule as the maximum, yes.

The Presiding Officex: Go ahead.



845
Mr. Moss: Whatwould you say your average markup

was on a principal transaction for your firm?

Witness Regan: Since the New York Stock Exchange
commission schedule is an average mark up of around onc t€o
two per cent in the over tle counter transactions, ouxs would
be in the same category, one to two per cent.

Mr. Moss: Can you tell us, sir, what your position
is with Merrill Lynch?

Witness Regan: Yes. I am Directox of the
Administrative Division, and also secrctary of the corporation.

Mr. Moss: What axe your duties and regponsibilities
generally?

Witness Regan: Under the Administrative Division
of Merrill Lynch comes our personnel department, ipcluding
our training skholl, our legal department, our administrative
liaison department, which is a supervisory department, our
auditing department, which is our own-internal auditing
department separate and distinct f£rom ocur accounting department
and frzom the office of the comptroller, our planning
department, which plans all of Mexrill Lynéh's future, and
last but by no means least, our corporate affairs department,
which is really the office of the secretary which h andles
our stockholder relations and the like.

Mr. Moss: I note frmm your opening statement that

you say that"from the very star t of this firm we always have



had a division director responsible for policies and
procedures designed to require adherence to regulations,
pelicies amd procedures." Is that your position?

Witness Regan: That is my position now.

Mr. Moss: TUWhatwas your experience hefore assuming
your present job, briefly?

Witness Regan: I graduated from Harvard College
in 1940. After a brief attendance at the Haxvard Law School
I k¢t to join tle United States Marine Corps. Five and a half
years I was a regular Marine, now having the rank of lieutenant
colonel, retired. In 1946, I entered Merxill Lynch's training
school. After the training school, I was an account executive
here in the Washington office of Merrill Lynch. Then I became
a member of the first sales liaison team at Merrill Lynch.
Then subsequently assistant to the director of sales at
Merrill Lynch. Then manager of Merrill Lynch training
department. Then manager of Mervill Lynch Philadelphia office,
and now presencly division director.

Mr. Moss: Tell me, six, during your opening statement
and in your answer you gave, you referred to account executive.
We huve heard testimony in the past week about RR, registered
representat ives, salesmen, producers. How does an account
executive £it into that scale? Is that just another name for

salesman?

Witness Regan: Account éxecutive is ouxr name for
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registered represcilitative.

Mr. Moss: ; It doesn't imply anything more than
a registered representative?

Mitness Regan: We think it does. It has
connotations, to us, at least, above that of registered
representative.

Mr. Moss What would they be, sir?

Witness Regan: The caxecer aspect of the job, the
fact that it is not just another salesman, that type of thing,
more of a professional thing.

The Presiding Officer: Do you have some registered
representatives who are not account executives?

Witness Regan: Yes, we do. These, however, are
mostly women who are assistants to account executives who do
not handle customers' accounts. They are also registered
representatives who are trainers and the like who must he
registered with the Stock Exchange.

My. Moss: Would it e fair to say it is somewhat
of a statutam symbol balling a person an account executive?

Wwitness:Regan: Those are your woxds., Yes, I go
along with that.

Mr. Moss: How long have you been calling your
registered representatives account executives?

Witness Regan: Since the firm was founded in 1940,

Mr. Moss: Your firm was the largest member firm on
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the New York Stock Exchange in terms of retail business, is
that right, sir?

Witness Regan: In terms of retail business. I
don't want to quibble with you, but we don't do retail business
on the New York Stock Exchange. In terms of members of the
New York Stock Exchange, yes. When it comes to retail
business, we rank sixth in urderwritings. I am not sue ==
I thik there is another member firm, for example, Mo¥gan
Stanley, who rates ahead of us in the size of underwritings.

Mr . Moss: Does youx fixm have the largest nunber
of account executives or registered representatives for any
member firm?

Witness Regan: Yes, they do.

Mr. Moss: Just to give us a comparison, do you have
any idea whether the next largest firm has half as many
reoBiered representatives, a third, or ten per cent less?

Witness Regan: Our feeling is that Bache and Company
is probably second in size to us. I am not sure what Harold
Bache testified to as their number. We have 2,054 account
executives at this point.

Mr. Moss: I believe Mr. Bache stated he has 1500
salesmen.

Witness Regan: 15007

Mr. Moss. <Can you tell me the number of exchanges

that your firm is a member of?
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Witness Regan: We ar e members of 41 security
and commodity exchanges.
Mr. Moss: I believe you testified that yw had
o approximately 150 offices, is that right, sir?
Witness Regan: That is correct, 150 offices.
Mr. Moss: Some located in foreign couniries?
Witness Regan: There are 17 outside the continental
limits of the United States.
The Presiding Officer: Mr. Regan, how many of those
41 exchanges are national securities exchanges, approximately?
Witness Regan: May I take the time to count them? I
have the list here.

The Presiding Officer: Yes.
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Witness Regan: Ten, sir.

The Presiding Officer: And the balance would be
comnodities exchanges and exchanges in foreign countries?

o Witness Regan: And exchanges in foreign countries,
yes, sir.

Mr. Moss: Just to get some idea as to the growth
of your firm in the past ten years, can you tell us approximately,
just give me an approximate number of branch offices that
Merrill Lynch had, say, in 1951 oxr 195272

Witness Regan: In 1951 we had 106 offices.

Mr. Moss: So that you have increased your offices
approximately 50 per cent in the last tenvyears?

Witness Regan: Approximately, vyes.

lMr. Moss: DApproximately how many account executives
did you have ten years ago?

Witne;s Regan: A thousand and 38.

Mr. Moss: Now you have?

Witness Regan: 2,054,

Mr. Moss: So you have increased the number of
account executives, doubled approximately?

Witness Regan: About double.

Mz. Moss: Now, can you tell me what your gross

income was for 19617
Witness Regan: 1961 our gross income was

$181,141,000.
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Mr. Moss: How has that grown in the past ten years?

Witness Regan: In 1951 our income was $44,300,000.

Mr. Moss: That is approximately a four-time growth?
Quadrupled?

Witness Regan: Quadruple.

Mr. Moss: Would the figures on net income be
approximately the same?

Witness Regan: Yes. We are the one firm that does
give our net income. I am not hesitant at all about giving
that. Let us see, after taxes and employee contributions,
$2,500,000 in 1951. Last year, $22,100,000.

Mr. Moss: So that you have increased your net
income tenfold in the past ten years?

Witness Regan: Almost tenfold.

The Presiding Officer: Can you give some figures
as to the comparative increase in stock exchange business
and over-the-counter business in this period? Just some rough
indication.

Witness Regan: We could probably do it this way.
In 1951 we did 11.3 per cent of the public round-lot business
on the New York Stock Exchange. Last year we did 12.7 per
cent. In odd-lot business, we did 15 per cent in 1951.
Last year we did 20.2 per cent.

The Presiding Officer: In dollar volume can you

give some indication of how the dollar volumes increased in
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this period in the over-the-counter sales?

Witness Regan: We were unable to furnish the study
with our figures for 1949. They weren't available. We gave
the figures for 1955 in accordance with the study. As I
recall, they indicated in terms of market value over-the-
counter about a half billion dollars in 1955. 1961, 2.4 bil-
lion dollars of market value.

The Presiding Officer: Did you have any estimate for
the 1949 or 1950 or 1951 era?

Witness Regan: We tried for some figures, but they
didn't seem to jell. My guess would be they would be on the
order of 250 to 300 million in 1949.

The Presiding Officer: As compared with what in
19612

Witness Regan: As compared with 500 million in 1955,
2.4 billion in 1961.

The Presiding Officer: Go ahead.

Mr. Moss: Approximately how many customer accounts
does Merrill Lynch presently have?

Witness Regan: We sent out 520,000 statements
in the month of April. We probably would have more customers
than that because the accounts that were sent out were people
who had either a position or money balance or activity
during April. If there were none of that, they would not

have received a statement.
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Mr. Moss: Would you say 550,000 customer accounts?

Witness Regan: We have over 800,000 stencils,
active stencils in our stencil files.

fr. Moss: Say in 1951 approximately how many cus-=
tomer accounts did you have?

Witness Regan: I don't know whether I have any
figures on that. May I take a moment to checK?

Mr. Moss: Sure. If not, give us your best estimate.

Witness Regan: As a rough guess, 200,000.

Mr. Moss: Your annual report says that in 1940
you had approximately 48,000 customers.

Witness Regan: That is correct.

Mr. Moss: And you believe you had somewhere
around 200,000 in 195172

Witness Regan: That is right.

Mr. Moss: Now you stated what your gorss and net
income figures were. Could you state briefly and generally
what your sources of income ave?

Witness Regan: Our primary source of income is our
listed business. The second source would be our unlisted
securities. Third would be our underwritings. Fourth, our
commodities. And fifth, our municipal bond business.

Mr. Moss: Do you also have a source of income as
interest paid by customer?

Witness Regan: Yes, we have interest paid by
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customer.

Mr. Moss: Is that a sizeable portion of your income?

Witness Regan: A reasonable size, yes.

Mr. Moss: Approximately can you tell us something
about interest paid by customers? How the interest is paid
by customers?

Witness Regan: Interest is paid by customers to us
on their debit balance in margin accounts. Buying on margin,
as you probably know, is similar to buying on time, buying a
house, where you put a downpayment, the broker lends you the
rest of the money. Currently you put up 70 per cent, the
broker lends you 30 per cent. These margin debits we charge
interest on.

Mr. Moss: What is the rate of interest?

Witness Regan: The minimum rate now is 5 per cent.
Maximum is 6, by the way.

Mr. Moss: For the year 1961 do you know how much
interest was paid into Mexrill Lynch by customers?

Witness Regan: 19 million dollars.

My. Moss: Thank you.

Mr. Regan, it has been said that Merrill Lynch is
modeled after a chain store operation. Can you explain that
for us and all that it implies?

Witness Regan: Yes. I don'’ know who the author

of the statement is, but Charles Mexrxill, who was one of the
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founders of Merrill Lynch, Pierce, Fenner and Smith, started
in Wall Street as an investment banker. One of the early
specialties that he developed even prior to World War I, and
of course definitely World War I during the 20‘'s, was the
development of the chain store and the financing of chain
stores. Such chains as we know today, as J. C. Penny, New-
bury, S. S. Kresge, the various shoe companies that are chains.

He also went into such chains as Safeway Stores.

He financed First National Stores, all of those chain stores.
He became known as a chain store investment banker.

In 1940 when he was merging the firms of Merrill
Lynch, E. A. Piexrce, and later I'enner and Beane, he decided
that the branch office operation should have many similarities
to chain store operation. That is, a large number of branch
offices centrally controlled and managed from the home office.

Mr. Moss: Was +the idea to appeal to a broad range
of the public or a broader range of the public than invest-
ment banking houses and brokerage firms had been appealing
to prior to that?

Witness Regan: Yes; But there was a whole system
devised at that time of public education for potential in-
vestors. What the firm did in 1940 was to make a survey of
the present customers, of E. A. Pierce in the Los Angeles

area. They wanted to determine what it was about brokers

that people did not like. Our policies were based upon
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the fact that to overcome these objections, one of the things
we found that people needed was to know something about
securities and how to find it out in a simple manner, without
the necessity of piling through numerous volumes in order to
understand how to buy and sell securities.

Mr. Moss: I take it one of the prposes was to
interest people who were not previously investors to become
investors in the securities markets?

Witness Regan: That is correct.

Mr. Moss: You said that this chain store idea
involved central control. You also taked about autonony of
the branches. How do you reconcile central control and
autonomy of the branches?

Witness Regan: The branch is supervised by the man-
ager. He is on the spot. He knows what is going on in his
own shop. In the home office, it is up to the home office to
supervise his level of supervision to make sure that he is
supervising and carrying out. In addition, my inference
there was that we also believe in central bookkeeping, and we
do all of our bookkeeping centrally in the home office.

Mr. Moss: Tell me, Mr. Regan, how does the division
you head fit in with the overall organization of the firm?

Witness Regan: There are seven divisions in Merrill
Lynch. I won't select them in any particular ordexr, but

just as they come to mind. I will try to describe them
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briefly for you.

Mr. Moss: To save time maybe you should describe
only the division concerned with training, supervision and

0 selling practices.

Witness Regan: That is the administrative division.
That is my own. The administrative division, as I said be-
fore, is broken down into six departments. Do you wish me to
name them again?

Mr.Moss: No. Do any of the other six operating
divisions which you referred to have any concern or control
over oxr responsibility in the area of training, supervision

and selling practices, other than your own division?

Witness Regan: Of whom? They have the responsi-
Wility for training and selecting their own personnel and they
have the responsibility for supervising their own personnel.

Mr. Moss: We are talking about the account execu~
tives and people who deal with the public in selling securi-
ties.

Witness Regan: You are talking about themn.
Excuse me, I didn't hear you. I have a ring in ny ear.
The operations division,of which Mr. Thomson is director,

operates in the area of account executives insofar as the

traveling auditors who annually make a surprise visit to

each office come under him. Mr. Thomson also has the cash

and margin department under him, which, of course, is
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concerned with the enforcement of Regulation T.

The zales division has quite a bit to do with the
selection aml the training of office managers and accordingly
they come in on that end. The sales division also has a
special department which makes visits to offices and which
come back and repert to the home office on what is going on
in the offices. So they, too, are concerned in supervision,

The Presiding Officer: Excuse me, Mr. Moss. Are
the research activities centered in New Yor}k or are the re-
search activitiegs around tlhe country in the branch offices?

Witness Regan: The research activities are pri-
marily in New York. We do have branch research facilities
in Canada for Canadian securities and Geneva, Switzerland,
for European securities. Other than that, it is all concen-
trated in New York.

The Presiding Officer: How about the trading mar-
kets? Do the over-the ~counter trading markets exist in
various of the branch offices, or is that done entirely in
New York?

Witness Regan: That ié controlled in Mew York
and the primary trading department is in New York. We do
have branch traders in such offices as Los Angelesg, Chicago,
San Francisco, and the like. But their activities are
supervised first of all by their office manager and secondly

by the trading department in New York.



859

The Presiding Officer: Would there be recommended
lists or accepted lists of securities for different branch
offices, or is that all centralized in New York?

0 Witness Regan: You mean for traders to trade?

The Presiding Officer: Yes.

Witness Regan: That is controlled strictly from
New York.

The Presiding Officer: And for salesmen to sell,
the same thing?

Witness Regan: Yes, definitely. You are referring
here, I take it, to over-the-counter securities?

The Presiding Officer: Yes.

Witiness Regan: Yes, sir.

Mr. Moss: As secretary and vice president for the
administrative division, who do you report to?

Witness Regan: The president and the chairman of
the board.

Mr, Moss: There is no executive committee?

Witness Regan: Yes, I am a member of the executive
committee. The seven division directors, one other person,
plus the president and the chairman of the board make up the

@ executive committee.
Mr. Moss: But you generally report to the president

and the chairman of the board?

Witness Regan: Yes.
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Mr. Moss: Now, as I understand your table of
organization, the branch offices report directly to the
president, is that correct?

witlfnds Witness Regan: That is coxrect.
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Mr. Moss: What are they reporiing to the president?

Witness Regan: That is reporting as far as terms
of control is concerned. In othexr words, the only one who has
the right to hire and fire an office manager, to discipline
an office managex, and has the ultimate responsibility for
the actions of the office manager is the president, and then
the chairman of the board.

Mr. Moss: Does the branch office manager make formal
reports on a regular basis to the president?

Witness Regan: ¥Yes. We require a written report,
quite a comprchensive report each year in writing.

Mr. Moss: And this has to do with the operations
of his branch, is that right?

Witness Regan: That is correct.

Mr. Moss: Doeg the president have other duties?

Witness Regan: ﬁes, he does.

Mr. Moss: Yet he can keep crack of 150 branch
offices and he is the only one that is keeping track of
these people <@ am I missing something?

witness Regan: There are seven divisions keegping
track of fhe offices in various capacities. The sales from
the sales point of view. I am keeping after them from the
point of supervision. Mzr. Thomson is keeping after them from
the point of view of the back office procedures.

Mr. Moss: You don't have the ultimate authority
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over them. That is vested in the president.

witness Regan: That is right.

Mr., Moszs: So if you find something wrong, something

Q that is improper or something you think is against Merzill

Lynch policies, you then report to the president and say that
branch No. 77 is not operating properly.

Witness Regan: That is an oversimplification of it.
What we actually do is that if we find something wrong we
disauss it immediately with the manager. I am sure if he
talks to Mr. Thomson about something wrong onhia operations
he is not just going to sit still until our president calls
him. He will do something about it. The same thing with the

other branch managexs. Ultimately the responsibility does

lie with the president.

Mr. Moss: So the other divisions do communicate
with the branches and give them adwice from time to time.

Witmss Regan: Definitely.

Mr. Moss: But they can't punish them, discipline
them or give them direct orddrs, so to speak.

Witness Regan: Yes. I would use the adverd
constantly in communication with them.

Mr. Moss: Did there come occasions when the branch

65' manager disagreed with what a division sulhgests amd then I

take it the matter is resolved by the president?

Witness Regan: That would be correct.



863

Mr. Moss: * So as an example, if one of the
divisions, say your division, tells the branch managezr, "I
think you have been trading too many speculative issues, I

CJ' think you should cut it down," amd the branch manager
disagrees with you, it is not a matter for the president,.
You can't direct him to stop trading a number of speculative
issues in a given situation.

Witness Regan: I cannot recall any instance where
that has ever happened, where a manager and a division director
go down on the mat and put it up to the president who is right,

Mr. Moss: I take it from what you have said so far

that the branch manager is the key operating mam in the

Merrill Lynch organization in terms of basic supervision and
basic selling practices and the like, is that right?

Witness Regan: That is correct.

Mr, Moss: Can you téll me or tell Js how a new
branch office is generally gtarted? By that I mean do you usually
pick up another firm a do you ever pick up anothér firm or do
you just go into a new city and open an office that is now a
Merrill Lynch office?

Witness Regan: Usually we go into a c¢ity on our own.
63’ That is, we don't merge with ancother firm or take over another
firm. We, of course,select the city with great care.

Naturally since we are husiness people logking at it from

its potential and things of that nature. Having selected
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a3 city, we select a manager to represent us there. Then
with the advice and help of our personnel department, he
sets about recruiting a staff. We also give him some
experienced men to accompany him,

Mr. Thomson will provide for him an operations
manager. He will also start recruiting a staff of operations
pecple for that office.

Mr. Moss: Is the manager always a Merrill Lynch
man when the office is opened?

witness Regan: Always.

Mr, Moss: So it is somcbody who has been through
the Merrill Lynch training program and has worked at Merrill
Lynch in some phase o another before he is put in charge of
an office.

Witness Regan: That is coxrect.

Mr, Moss: How about the salesmen? Let us say you
open an office in Texas -- Dallas == would you recruit
people from Dallas area who have had experience in the
securities business, oxr would you only take people with
experience in Merrill Lynch, and then put new trainees in
there? Hm do you staff an office with account executives?

Witness Regan: We do not attempt to get salesmen
from other firms. I can't say the reciprocal of that is true,
by the way. We will select Mexrill Lynch people, several

experienced cnes, the remainder training school graduates
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who willbe given the regular training program before they
would o into the new office.

Mr. Moss: So that basically you don't look around
in the area for salesmen who have a customer following and
then get them for Merxill Lynch.

Witness Regan: That is correct.

Mx. Moss: I take it sometimes that happens.

Witness Regan: They approach us sometimes. They
hear Merxill Lynch is coming to town ard they want to join our
firm.

Mr. Moss: 1In that case you take them on?

wWitness Regan: We will consider them.

Mr, Moss: wi'i:h respect to recruiting and hiring
of the branch office, is it done on the branch office level?
Let us take Dallas, Texas, again. Would the recruiting and
hiring for an of fice in Dallas be done in Dallas basically?

witness Regan: There are severd ways that we would
recruit depending upon the office and the individual
circumstances. If this were a branc hew office in a brand
new town, and we wanted local people, we wanld probably put
a half page ad in the paper. We would then send a team of
trained personnel people to the area to screen the applicants.
Out of whatever numbexr of applicants there were, and depending

upon how many the manager of the office thought he could

starxt off intelligently and kecp under control and supervise
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properly, that number, about double that number would be
suggested to the managey. From the final list selected by
pexsonnel, they would go over and select the ultimate numbex
Q to go to our training school.

M¢. Moss: The manager would make the selection?

Witness Regen: He has the final say.

Mr. Moss: Can he be vetoed in New York?

wWitne ss Regan: Definigely.

Mr. Moss: By the pexrso nnel officex?

Witness Regan: Well, not directly. They would talk
about it. They waild counsel the office manager that they did
not think so and so measured up, that he might look at

somebody else instead.

Mr. Moss: I take it if = dispute arose,
rhypothetically, between the branch manager ard the personnel
man, it would be decided by the president?

Witne ss Regan: It would probably come to me first.

Mr. Moss: Can you tell us generally what your criteria
for selection of account executive is and whether yoﬁ recruit
in any other way than advertising?

Witness Regan: Yes. The whole idea of how we

select. and the like, I have to give you a bit of background

in order to bring you up to date on the reasons why we do
as we do.

When we started this training school in 1945,
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we had a management consulcant fimm which by the way is the
same one that the New York Stock Exchange used to get theix
new training program under way.

Back in 1945, we had them set up job specifications
and job standards for our account executives. That runs o
eight pages, the job specifications of an account executive.

I have coples if you want to see it.

Basically what we do in this selection, we are
looking for men of good stable backgrunds, highest of moral
caliber, men who have drives that would be desirxable in
our type of business, and men vho show a keen sense of steward-
chip, because in the ultimate they arxe going to be handling
other people's interests.

The Presiding Officer: What are those drives that
are appropriate for somebody to be handling other people's
business, Mr. Regan? |

Witness Regan: I think you woculd have to get at
honesty and integrity. Paxte ularly in finance he would have
to have a good numercial facility, things of that nature.

You would have to find that since this person is not to have
too much analytical techniques that he should not be too much
of a student. He should be more of an extrovert, 8ince he

is dealing with people, things of that nature. As I say, they
run to eight pages.

The Presiding Officer: At the outset you talked
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about one of your principles as being putting the customer's
interest first. T would like to apply tht at the salesman's
level. You want a salesman to follow your principles,
presumably. I would like to know just what that means at the
salesman's level, as you see it. Another witness has said
that he considered the standard of professionalism to be
putting the customer's interest first consistent with earning
a living in a cgitdl istic system. I am trying to apply this
at the salesman's level. To what extent do you indocitrinate
and to what extent do expect that salesmen put the customers'’
int erest firat? Is that an actuality or an aspiration or
what is it in your firm?

Witness Regan: It is a many sided guestion.

The Presiding Officer: Yes.

Witness Regan: Let us deal with the first part of
the customer's inezrest. We absolutely insist on that. Therxe
are other things we will probably ¢et into latex, but I
will mention briefly in passing hexe.

The system on which we compensate men is geared to
make certain that the customer's interest comes first. He
has no specific interest in the customér's commissions as
generated. £

N .

Seandly, ip 21l of the principles that we teach

our men we are.trying>to teach them that what is good for one

customer is not necessarily good for the other. He must
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recognize the difference in objectives of people., Some
people need income. Other people want long term growth. Some
people do want to speculaie and we see nothing wrong with
speculating but it must be done with the person's full
knowledge of wlet the person's investment objectives are, and
what he is trying to accomplish. It makes no sense for a man
to try to advocate that a pexson with one investment objective
buy something else. This is not in the customer's interest.
This is what we do not want. That is what we constantly are
watching for. ..

As far as your professionalism is concerxrned, I would
say the professionalism goes a little bit further than the
definition that ya quoted to me. I would say that first of
all if you go back, what were the four basic prcf esgions in
the Middle Ages, teaching, that is the doctor of philosophy,
there was the lawyer, the ministry and medicine. Those were
the four.r All of those, I think, have an implication of
learning, training,de dication, career type of worxk. I think
that is the first thing you think of when yoa think of
professiopals within our industry ~~ a dedicated man, a well
trainedman, a man of highest intellect, 2 man of highest
caliber, morally -~ then the man who puts the customer'’s
interest first.

The Presiding Officer: You feel that your system

of compensation is such that it is liekly to encourage putting
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the customer'sinterest first and not to simply encourage the
drive for selling for the sake of sellin g?

Witne sg Regan: That is correct.

The Presidin- Officex: Proceed, please.

Mz. Moss: VYou tol us basically how you recruit.
Tell me how many people stay with the fixm. What is your
turnoer rxate generally?

Witness Regan: As I said in myoening statement,
among account execucives, exclusive of retirements aﬁideathsf
our annual turnover rate is less than 5 per cent.

Mr. Moss: That means =--

Witness Regan: Out of 2,000 account executives,
less than a hundred would leave us in any one year.

Mr. Moss: Generally why do they leave?

Witness Regan: Most people think to go to
competitors. Strangely enough only 7 per cent of those who
leave us go to competitors.

Myr. Mosg: Of five per cent who leave, only 7 per
cent remain in the securities business?

Witness Regan: No, not remain in the securities
business, but go to competitors. Some will remain in other
aspects of the security business. They may become investment
advisors. They may go to work for a bank., They may go to
work for one of the large charitable or educational

institutions handling their portfolio. They may go to
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insurance companies working in there or handling their
portfolios. Things of that nature.

Mz. Moss: Would you consider going with a competitor

o if a salesman went to a non-member firm?

Witness Regan: Yes.

Mr. Moss: You stated that one of the principal
attributes of your professional account executive was his
training.

Witness Regan: Yes.

Mr. Megs: Can you tel 1 me briefly what the nature
or describe briefly ‘the nature of the training program that
Merxill Lynch uses?

Witness Regan: We have two types of training programs.

The first which I will describe is the regular account executive
training program which is designed for younger men. The one I
am speﬁking of First is the one designed for people of age
brackets of 24 to 35. These men =-—
Mr. Moss: They are the yocunger men, I take it.
Witness Regan: WNo, they are the older men. The
younger men are 21 to 24. It does seem ridiculous, doesn't it.

The men vho are selected for the regular training progrem start

work in a branch office. Normally the branch office for which

they are ultimately designed to work. They are given a 13
week on the job training. There is a kit of material that stands

about so high (indicating). That is sent to the office manager
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to use in the training of these men on a week by week basis.

There are examinations during this periocd to see

how well he is doing, hawwell he is acquiring both his on
Q the job training, and how well he is absorbing his reading
material.

At the end of the 13 week period, he goes to New York
to our training school. He then spends 14 weeks in c¢lass room
work from 9 to 5 each day, plus several hours of home work.
Upon the completion of the training school in New Vork he
returns to his office. He spends another four weeks to eight
weeks in a refresher course, oifice procedures and the like,
befowr he starts handling accunts. Do you want to know about

the junior executive program?

By Mr. Moss:
Q During all this time is the salesman permitted
to sell any secwity at all?
A No, absolutely not.
0 As I add up your pmogram, it is 13 weeks in the

Iranch office, 14 weeks in the classrxoom, is that correct?

A That is correct,

Q That is 27 weeks. Another month?

A A minimum of a month. It might possibly go to two.
Q During ¢! at post training can he sell at all?

A Legally he can sell, but he is not permitted to by

ouxr organizaion.
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Q I take it the formal training period, the set
period of 27 weeks is a minimum requirement for the New York

Stock Exchange, is that correcct?

o A That is rxight.
Q Do you think that is sufficient?
A Yes.
Q Can you give us generally abrief idea as to what

the content of the training program is in the home office,
the classroom training?

A Yes. It basically consists of aine to £ive each
day. The sessions normally last about an hour and a quarter,
Total we figure is around 430 hours of classroom worke. Just
giving you a rough indication,  coxporation finance,
money mar kets, interpretation of financial statements, the
student would spend about 40 sessions. In accounting,
income tax, things of that nature, he would probably spend
about another 16. On the Eecurities Act, laws of thé
securities businessg, rules of the WNew York Stock Exchange
and the like, he would spend about 20 sessions. Then of course
our own things he would have to learn, such as margins,
computing, order writing and the like, he would spend another

20 or more sgsessions. He gets a course in sales technique,

a course in effective speaking, a course in speed reading
as well as other things such as commodities, underwitings

and 80 on.
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Q Do they have any time spent on sales training?
A Yes.

Q About how much?

A The course in the sales and the like lasts about

24 sessions.

The Presiding Officer: Where do you fit in these
obligations to put customers first?

Witness Regan: In the 30 hours in rules,
regulations, principles, our own policies. I personally give
two sessions. Mr. McCarthy gives one and Mr. Leness gives two.

By Mr., Moss:

Q Do you know whethex any firms give less than this,

any member firms?

A Less training than. this?
Q Yes,
A The basic requirement is that you must hav e six

months in bwsiness before you are eligible to take the New York

Stock Exchange examination. What the other firms do with

the person during the six months training period, I do not know.
The Presiding Officer: In other words, there is

no New York Stock Exchange requirement that thexe be txraning

eguivalent to what you have just described. There is a

requirement that selling is restricted for a period of &ix

months.

Witness Regan: That is correct. The New York
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Stock Exchange have recently come out with a new training
guide and a trainer's manual which was written by Merrill
Lynch, as a matter of fact our own directoxr of training wrote
it for the Wew York Stock Exchange. They have recencly held
a conference on this to describe it tio other member firms.
By Mr. Moss:®
Q Wow, about how many people do you train in this

program each ycax?

A Cur rently about 300.

Q That is over a year pexiod, is that right?

A Yes.

Q And of thos@ 300, most of them go on to woxk for

Merxill Lynch as account executives is that correct?

A In the particular course that I refer to, the
regular account executive training program, yes. In the
junior executive training program, some do not go into sales.

Q When you talk about a f£ive per cent turnover,you

are including the people who begin as trainees?

A That is correct.

Q So there is no large dropout after the training
program?

A No. The amazing thing is that in the 17 years of

this school, we have put 2100 people through that school. 7b
per cent are still withus. This constarly amazes industry

that we Imve been able to keep that retention rate.
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Q Do you pay them a salary while they are going through
training?

A Very definitely.

Q Thinking about professions, most professional people

when they get their training have to pay for it themselves.
Why do you think ——

A I have heard some law firms say diffexently.

To be serious for a minute, we feel if we are going to
attract the type of person that we want, we would say that we
have to pay them a decent salary in order to attract the type
of person we want. Our minimum salaxy is $375 permonth. It
can go as high as $700 a month. In addition to which they
get an allowance, $75 for bachelors, $150 for a married man
while in New York.

Q I take it your answer in substance is that if you
did not pay them, it would be very difficult to get trainees,
is that right?

A Of the calibex we want, yes.

0 Can you tell me generally about how many present
account executives went through this rigorous training
program?

A Approximately 67 per cent of the account executives
now with us went through the training program.

(o] And the other 33 per cent had some lesser degree

of training?
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A Yes. You must remember among those 33 per cent
stll with us are men in our 50 year club, lots of men
in our 25 year club, and the like.

Q I take it your junior executive training program
lasts a year ard a half or two years?

A 21 months.

Q Does that mean that the pexson in the 21 to 24 year

age bracket takes ihis course and doesn't sell Ffor 21 months?

A That i1s correct,
Q And may never sell?
A And may never sell. He may go into our underwriting

department or some other deparitment within the £izm.

Q I take it the recruiting is done from college
graduat es?

A This is college campus recruiting. We send our own
recruiters to about 35 or 40 college campuses,

Q Do you have any minimum educational standards Zor
account executive s generally?

A Let us put it this way. We want college graduates.
About 5 per cent of the people we accept we waive that
requirement though they have all attended college.

Q You are familiar with the New York Stock Exchange
limited registration examination?

A Yes.

Q Does Merrill Lynch éncourage their personnel to
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take that examination?

A No, we do not.

Q You allow them to take it?

A o, we do not.

Q So there are no limited registration employees

at Merrill Lynch?

A There is none.
0 What is the sales assistant?
A A sales assistant is 2 registered person who

assists an account executive in handling his business. It is
usually a she. She will noxmally take telephone calls forxr
him, give quotes, keep his books of recorxrd. In his absence
talk to his clients, and answer such questions as she is able.
Q Arethey registered?
A Quite a few of them are registered. We prefer to
try to vegister them if possible on the of £ chance that

they micht harmdle an wrder. They are supposed to be registered.

Q I take it they do not solicit business.
A They do not solicit business.
Q Do they advis e customers on securities if the

account executive does not happen to be present?

A ﬁo, they are only supposed to give actual facts.
Q Vhich come to them from where?
A From our rxesearch materxial, that is, if somebody

says, "What is the dividend on U. S. Steel" or something of
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that nature, or what is the market currently doing, normally
that is the type of ilnquiry they would handle.

Q if a customer calls and says, "Do you think I
should buy X¥Z stock", what is her anwer going to be?

A If the account executive that she is assisting is
not available to answer this person's inguiry, she is allowed
tosay ©o him, "I see by our such and such," -- either our
Stock Comment or Security Industry Survey -—- “"that our firm

thinks of it as such and such.”

Q Do they get any training whatsoever?

A Yes.

Q Not the full account executive.

A No. They take most of the correspondence courses.

Q Do you see any purpose or use for limited registra-
tion? Do you have any opinion on that subject?
A We don't see any purpose as far as Merrill Lynch

is concexned.

Q How about other fims?
A I suppose that is their problem. We do not use it.
Q As a leader in the industxy do you have any

danger in having limited registration people selling mutual
funds and MiP's?

A Yes.

(o] Can you elaborate, please, if you care to?

A Let us put it this way. We will go back to what I
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was talking to the Presiding Officer about, which is the
quality of professionalism. We think tchat peopharepresenting
a firm, talking to people about their investments, this is a
o pretty ticklish subject. This requires a degree of

professionalism. Normally the limited registration does not
indicate the quality of professionalism that might be needed
to advise many people about their finances.

Q Let us turn to supervisionad contzol of branch
office activities,

The Presiding Officer: I think at this point we will
take a ten minute recess.

(Short recess.)

G@Fls
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The Presiding Officer: The hearing will be in
order..

Mr. Moss: At the recess we had commenced some
questions about supervision. Now, is it safe to say that the
first line of defense of your firm with respect to super-
vision and control lies with the branch mam gexr?

Witness Regan: That is correct.

Mr. Moss: Can you state briefly how they are
trained or advised by your firm in connection with their
duties as branch managers?

Witness Regan: Yes. Our branch managers are
normally selected for the smaller offices from the ranks of
our account executives. We normally start looking for a man
with eight to ten years' experience as an account executive.
All the time he is an account executive, we are constantly
getting reports on him. I suppose I could liken these to the
fitness reports that the armed forces have. These are turned
in by the managers on their people, and each year when the
manager submits that report to which I referred to earxlier,

a report of his operations for the year, he comments on his
own staff.

As our people from the home office go ocut to wvisit
offices, they are told to look at particular individuals
within the office to see his capabilities. Having, let us

say, a list of those whom we might consider for office
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managers, a group of senior officers in the home office sits
down and select the particular group that we want to put
through this manager-training program. The man, once he is
selected -- incidentally, this man sometimes takes a pay cut
in order to become an office manager ~-- he comes to New York
for a period, their average has been about one year in New
York.

While there, they visit all of our departments.
They spend time in the departmentz. They go out and make
extended visits to offices to see how other managers are
doing and to report back to us what is going on in those
offices. £So, by the time they take over as office manager,
they have had, oh, ten years or more of training within ouxr
firm.

When we come to the larger offices, we select those
managers from among the more capable smaller office managers,

normally.
By Mr. Moss:

Q Can you tell me who is under the branch manager in
his branch office?

A His righthand man is his operations manager. The
operations manager, who has been previously trained in Mr.
Thomson's division, is in eharge of all of the clerical
people, the cashiers, the margin clerks, the wire order people,

people of that nature in the office. This man has overall
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supervision of the bookkeeping in the offices. He is noting
various thims which he constantly reports back to the manager.

In larger offices there mayhe a trader in the office
who would handle unlisted trading as we discussed previously.
Then the account executives in the office come directly under
the manager.

Q Part of the supervisory function over the account
executive is in some way delegated to the operations manager,
and he is looking at accounts and checking books and watching
the cashier, is that correct?

A Yes.

0o But the ultimate responsibility is in the branch

manager?

A Correct.

Q Do all Merrill Lynch offices have operations :
managers?

A Every one, ves.

Q Do they have asgsistant managers?

A We have such a title in Merrill Lynch, but as a

matter of practice we seldom use it.

o] What happens if the branch manager is out?

A One of the senior account exécutives is appointed
to act as manager pro tem.

0o He has been chosen because he has shown by his

training and by his performance that he could act in that
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position in an emergency?
A He is capable of handling it.
o} Who has decided that?
o A Normally the manager has talked to New York about

who he would des}gnate during his vacation period or some-
thing of that nature. If there is no one in the office that
is capable -- let us suppose we are talking about one of these
newer offices that were just opened, something of that nature =--
we would send a person from New York to pinch-hit.
Q Can you describe, and I think you have described
some of the duties, briefly, the duties of the office manager?
A Yes. I have such a list here. PFirst of all, he is

to train and maintain his staff. He is to put into effect our

policies and procedures, interpret and explain them for the
benefit of his people. He is supposed to be familiar with
the rules and regulations under which we operate and he is
responsible for the compliance with those rules.
He approves the opening of each new account. We

warn him to exercise due diligence in opening those accounts.

Q When you say due diligence in opening the accounts,
what do you mean?

A To learn the essential facts alout the new account.

We have a new account form with the person's name and address,
his occupation. We want credit references. We want the

person carefully checked out so that we know, first of all,
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with whom we are doing business, and secondly, the manager
wants to know what type of account is being opened in his
office.

Q The due diligence is due diligence to protect the
firm in opening a new account, is that correct?

A Yes. And to see that there is compliance with the
New York Stock Exchange rules. I am talking thexe about
making sure the person is not under 21. We are not permitted

to deal with minors and so forth.

Q That is to protect the firm?
A Yes.
Q Do you ever conceive of due diligence in terxrms of

suitability? That the manager shouid know what type of
person and what his economic status is in order to supervise
the account ‘executive in determining whether his sales and
the stocks he represents to customers are suitable or not
suitable for that particular customer?

p Yes. At the same time that we open the account,
we have a form which we call a 4-R. That form lists on it
again much of the same information as the new account form,
name, address, occupation, and all that. It also lists the
customer's objectives and the service requirements for that
particular account.

The manager reviews these each six months together

with his account executives. On that same form is a list of
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all purchases and sales made in that account. If a person is
looking for income, the manager, being experienced in the
business, can quickly glance at that account and he can
Q determine whether or not that person has income stocks or

grosth stocks which might not be appropriate.

0] Does your customer form or application blank con-
tain a statement of his assets?

A Yes. We insist upon knowing the net worth of our
clients. In the event that the information is not forth-

coming from the office, we make a credit check on that customer.

Q Do you have information with respect to his income
generally?
A Yes.
Qﬁ' o} I take it your testimony is that these inquiries

serve a twofold purpose. First, to protect the company
against the customer, and second to protect the customer
with respect to suitability of securities which he purchases?
A That is correct.
Q About how many accounts are in the average office,

or is that possible to say?

A That is haxd to generalize.
Q Give us a range.
A A range? I would say -- may I consult with my

people here to see if we can come up with an answer?

The Presiding Officer: Yes.
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Witness Regan: It is bugging us on what is the
average office.
By Mr. Moss:

0 Let us try it this way. Approximately how many
accounts would you have in one of your larger offices, or
largest office? Do you have as many as 10,000 accounts?

A More than 10,000. I am thinking back to my exper-
ience as manager of the Philadelphia 0Office. I would judge

at that time we must have had about 25,000 accounts.

o How often is the manager supposdd to review these
accounts?

A Every six months.

o] Is it feasible, is it reasonable --

A You must remember that he does not do 25,000 at

once. This is a continuous process, The average account,
a few transactions, a customer buys securities. I am not
trying to sound, how will I put it, as though I am trying to
talk you down. You must remember first of all a great many
people use a broker. They are not interxrested in what the
broker thinks of what they are buying or what their invest-
ment objective is. They merely want the broker to act as
agent and buy the securities they want. They think they know
the market, and the like.

OCbviously this type of account the manager does

not have to scrutinize, where the man is using him strictly



888

as a broker.

Others are institutional accounts. You probably
automatically do not have to look at the institutional accounts.

(2' The same thing for fiduciary accounts where this is an estate

being settled or a trustee buying for his trust. Things of
that nature, you would not have to look at those from the
point of view of investment objectives.

Then you have to get down to the hard core of
accounts which the manager definitely has to check.

Q How does a manager know, when he looks at this piece

of paper with numbers on it, how does the manager know whether
this particular customer is just using you as an agent, never

asking for your advice and never consulting with the account

executive other than merely to relay the order? How does
the branch wmanager know when he looks at an account, that
this requires surveillance, checking and care?

A On that code 4-R it states the investment objectives
and service requirements. When the account is first opened
and the account executive would note, "Only wants us to
execute orders,"” or he would put, "This man just wants

execution, " something of that nature, no investment objective,

does not want our advice, we don't mail him any of our litera-

ture because those come under sexvice regquirements. That
would be an indication to the manager of what type of account

he is looking at.
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o] If the customer has indicated that he is not expect-
ing advice but merely executions, does that mean that the
account executive is prohibited from recommending something?
A Not prohibited. FHe might talk to that customer.
But normally speaking, such an account doesn't welcome sSugges-
tions. Therefore, rather than lose the account by trying
to foist opinion, you just refrain from discussion. You

' and take his orxrder.

merely say, "Ves, sir,'

Q Would the branch manager ever know whether a par-
ticular series of transactions resulted f£rom recommendations
or from the customerls own orders?

A In our more active accounts, again at the end of
a six months’® period after the account has been reviewed,
our managers are supposed to either call or write a letter to
these clients. First of all, from the point of view of sales,
thanking them for the business they have given us. Secondly,
inquiring whether the service they are receiving from Merrill
Lynch meets their objectives.

In the absence of a negative reply, we would assume

that everything was correct.

Q As I understand it, the manager is really relying
on the account executive to tell him what the objectives of
the customer are in terms of whether he wants Merrili Lynch

to be merely an agent or adviser?

A Yes. But you must remewmber that the account
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executive also wants this in writing for his sales assistant
to note in the event of his absence, so he has that informa-
tion right there so it can be turned to quickly when ihe
customer calls.

Q Aside from reviewing accounts, and the function of
the branch manager in the six-month review, are there any
other controls on the branch office?

A Yes. Each manager receives through our electronic
data processing facilities each day a list of trades that took
place in the previous day in his office. These are broken
down by customer. The office manager goes through these
regularly to see or to look for concentrations of particular
stocks being bought in his office, to see, frankly, how much
activity was ia his office.

This is then turned over to the operations depart-
ment to make absolutely sure that these were the orders that
were executed in that branch coffice on a previous day. That
is called the 1028 form at Merrill Lynch.

Q So, as I understand, the next day, on Wednesday,
5,000 oxders were executed on bought business and sells.

On Thursday morning the branch manager has in his hand a
profile of each transaction that took place in his office?

A Exactly. Today's transactions. Take right here
in our Washington office, a copy would be given to the

Washington manager and in the morning he will have it oa his
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desk.

0 I take it he is supposed to exercise his general
supervisory functions when looking at that piece of paper?

A Yes. That becomes one of his regular duties every
morning. Also spots date trading and things of that nature.

Q Does he get a weekly tally?

A No. He also gets, in addition to that, a 1031 form
which is a business sheet. This shows all entries in a
custongr's account, dividends credited, rights credited,
it shows withdrawals from the account, plus the purchases
and sales. At the end of the month, he gets a summary oOf
all that has transpired in his accounts. He gets an activity
report. The activity report shows the number of transactions
by account for the particular month, plus the total commis-
sions that have been given to Merrill Lynch.

0 Leaving the branch for a minute, what controls,
or what does the home office see with respect to the branch's
activities, and what is it looking for? What is your divi=-
sion, which effectively is supervisory, the division looking
for and what does it do and what tools does it have available
to it in terms of supervising the activities of the account
executives?

A Again thanks to these electronic machines, we, too,
get a daily list of the 1028 for all offices. We are looking

for concentrations and concentrations by offices. An office
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can only see purchases of stock from his particular office.
From thepoint of view of the overall firm, we can see pur-
chases in many offices of the same particular stock. Ve note
activity. These are summarized and a report of unusual
activity in accounts is furnished on a monthly basis to my
division to look over to spot any unusual transactions.

The operations division under Mr. Thomson checks
constantly to see that our penny stock policy is being ad-
hered to.

Q What do you mean by that?

A We will not handle orders in penny stocks which
we use as a terxrm for stocks selling under two dollars a share.
We do not solicit them. We do not want to handle them.

That includes Regulatibn A filings.

o] Let us talk about the Regulation A filings. What
does that mean? That Merrill Lynch will not, either as
agency or principal basis, execute an order for a customer
cn the buy or sell side of the Regulation A?

A Unless oxr until that particular security has
maturity and we take two years to see if it has matured.

Q Was that always your poiicy, that it had to mature?

A The two years?

Q Yes.

A We use that as a rule of thumb. We have had some

that grow up to be big companies, and obviously it would be
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stupid to refuse to handle orders in that list of companies.

Q Do you have a list of maturing Regulation A's?

A I don't think we ~- we will handle it this way.

If such an order comes in, and normally these Regulation A
stocks are handled in the over~-the-counter market, and the
trader who is handling the stock and spots that it is a
Regulation A filing, or he recalls or sees it is a new name
and recalls it is a Regulation A filing, it will be bounced
back to the office. If it is over two years, the manager of
the office may make an appeal to the head of our trading de-
partment and request that, on an exceptional basis, this
customer be permitted to buy that stock through us.

Q I now turn to Operations Manual, Section 6-4,
Account Executive Functions. On page 107(b) you talk about
domestic low=-price speculative stocks issued under Regula-
tion A, on the Regulation A filing, that should be amended
to say issued under Regulation A filing which have not ma~-
tured.

There is no prohibition against selling Regulation
A offerings. I am a little confused.

A No. We make no provision in the Operations Manual
for that. This is a rule experience has taught us., Take a
stock you may be familiar with, Control Data, that came out
as a Reg A filing. It is a well known and recognized company

today. In a strict adherence of our operations manual, you
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would not handle shares of that particular stock; but a loose
construction, you would.

Q But if‘a Regulation A offering did not reach that
or did not mature to the point where it was a recognized
company with a good market, I take it it would still be re=-
stricted oxr prohibited?

A That is correct.

Q When you talk about Regulation A, would you guickly
tell us what a Regulation A offering is and enlighten all of
us?

A A Regulation A filing is an issue that is issued
under the Securities Act of 1933, an exemption of an issue which
does not exceed 300,000 dollars.

Q By exemption, would that be exemption from filing
a full registration statement with the Commission making all
of the disclosures necessary under the 1933 Act?

A Thank you, yes, that is rorrect.

Q The Reg A would be exempt from making those dis-
closures?

A Yes.

Q Do your runs, or your IBM runs, in any way highlight
or pinpoint over-trading or churning in accounts?

A This activity report to which I referred earlier,
wherein each monéh the manager of the office, as well as

certain departménts.in the home office, is furnished with a
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copy by account number the number of transactions in an
account and the total amount of commissions. This is summarized
also monthly so that there is a cumulative total as well as
the individual amounts during the month. This gives the man-
ager a pretty good idea of activity within hisg accounts.

The normal manager goes down that list. He sees
increasing activity in an account, an account that gave $50
in one month has given $750 suddenly. He will want to know
whv. He looks up that account and discusses with the account
executive and finds out why the activity.

o) Will the manager call the customer to find out if

the account executive's explanation is reasonable?

A Very definitely, he should.

Q With respect to this area, does Merrill Lynch pexr-
mit its salesmen to have discretionary accounts?

A Absolutely no discretionary accounts allowed at
Merrill Lynch.

Q You know that many firms permit salesmen to have,
or account executives to have, discretionary accounts?

A Yes.

Q Why does Merrill Lynch prohibit discretionary

accounts?

A There is too much danger and too much trouble in
an account executive, registered representative, handling

an account on a discretionary basis.
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The Presiding Officer: Danger to the customer or
danger to the firm?

Witness Regan: Danger to both. Danger to the
customer and dangex to the firm.

By Mr. Moss:

o] Would you say that allowing salesmen to have dis-
cretionary accounts magnifies or multiplies the number of
supervisory problems the firm has at that point?

A Very definitely.

0 Is it a fact that the New York Stock Exchange has
a rule which requives discretionary accounts be supervised

directly by partners?

A That is corxrect.
Q Can any officers of your firm have discretionary
accounts?

A Absolutely not.

Q I take it you have no investment advisory clients?
A We have none.
Q So the only advice you give your salesmen, or your

account executives give to customers is the normal advice
that a salesman gives with respect to purchases or sales of
securities, is that correct?

A May I elaborate a little bit? We do have a
portfolio correspondence department within our research

division. This research division is made up of some close to
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300 people. Over half of them are engaged in portfolio work.
Based upon, and we actually advertise this as a service to
individuals == if you will tell us all the facts about your-
self, we will tell you what our ideas are in accordance with
your investment objectives, what your securities portfolio
should look like.

We also advocate for the person who had his port=-
folio reviewed by us do so regularly on a six months' basis.
Ths is not mandatoxry. It is purely voluntary on the part of
the customer, at no charge.

Q You mentioned two policieg that your firm has,
which I take it are designed to prevent complications of one
sort or another, and that is the penny stock policy. You
also mentioned the Regulation A policy, both being prohibi;
tions against any type of orders to buy or sell. Are there
any other prohibitions or policies designed to protect the
customer as well as your £irm?

A Among securities that we cannot handle, obviously,
the SEC Canadian restricted list to which we add names our-
selves. We have prohibitions, of course, on soliciting
orders in securities that are under registration. As far as
prohibiting customers =--

o} You said soliciting orders. Supposing the customer
calls in, can you take an order?

A An indication of interest, not an order.
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Q You can take an indication of interest. Your rule
is that the account executive cannot solicit?

A That is correct.

o 0 With respect to penny stocks, Reg A, and Canadian

restricted list of securities, it goes futither than that.
They cannot solicit, but they cannot take an order?

A That is right. That also applies to intrastate
orders.

Q Why not?

A The possibility that they will leak out of the state

and you might engage in a distribution unwittingly.

Q You mean a distribution in violation of Section 572

A That is correct.

0 That would be an illegal distribution?

A Correct.

Q Is this one of the reasons you don't handle Reg A?

A No. We don't care for them. There is not informa-

tion on a Reg A for the customer to make up his mind or
for us to make up our mind on quality.

The Presiding Officer: Do your rules on penny
stocks apply to listed penny stocks?

Witness Regan: We will accept unsolicited orders

on Benguet Mining and stocks of that nature which sell for
less than two dollars a share on the New York Stock Exchange.

Let me put itagain. Again a loose construction, we will
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accept orders on regional exchanges for stock selling less
than two dollars a share, if in sufficient amount. We will
not open an account for that purpose and definitely we will
o not allow our men to solicit orders.

The Presiding Officer: There are some exceptions
to unsolicited oxders for the penny stock?

Witness Regan: Where listed on a major exchange,
yes, sir.

By Mr. Moss:

Q I just want to get one other thing clear.. With
respect to these prohibitions, can these prohibitions be
avoided or exceptions made if an officer like yourself says,

passes on it?

A Yes. But the exceptions are few. The actual ex-
ceptions to the penny stock policy are granted by the manager
of the marketing department. If he has any doubts, he con-

sults with the legal department.

Q Let us take the Canadian restricted.

A No exceptions on that.

Q Intrastate offerings?

A No exceptions.

(o] I see also from your manual that another prohibition

area relates to securities which we believe are being un-
scrupulously promoted, which we think are being distributed

in violation of U. S. or state securities laws or which
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appear on the SEC restricted list. What do you mean by
unscrupulously promoted?

A If we had an indication either from our clients

o from whom we get quite a bit of information, or from the SEC

itself in some of its releases, that fthere might be a pxro-
motion going on in a particular stock, the boiler-room tech-
nigue, something of that nature, we definitely will not handle
oxders for it.

Q Do you also expect limited application of your
account executives and branch wmanagers,they will always be alert
in their regions for what could be considered unscrupulously

promoted securities?

A We hope they are, and we ask that they pass that

information on to us so we can notify other offices either in
the area or nationwide.

o) Do you have a recommended list? Does Merrill Lynch
have a recommended list of securities in any sense, or a
master list?

A Since our earliest days we have had what the
salesmen loosely refer to as "The Bible." This is a break-
down. First of all, it gives Merrill Lynch outlook on

business conditions, and secondly on the market. Third, it

breaks down industries on a page by page basis, and in each
industry we select certain securities for various objectives,

long~texm growth, income, and the like. From those selections
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we do make up a master list in varying investment objectives.

Q Is there any prohibition with respect to the activi-
ties of employees in their own accounts?

A Oh, very definitely. First of all, this daily trade
list that I told you about has all employee trades for the
particular office, and again on a firm-wide basis, grouped
through a series of numbers. They are all in the same number
series. So you can spot at a glance exactly what is happening
in employees' and officers' accounts.

First of all, we will not permit our employees to
have margin accounts. We insist that they pay within four d ays
even under Regulation T, they might have seven days in which
to pay. As I mentioned in my opening statement, as one of
our basic policies, we will not allow any employee or officer
or members of their family to purchase securities on a new
issue when we have customers' orders unfilled.

Q Tell me, with respect to sources of customers,
how do your account executives get clients or customers?

A man comes out of a training school or a new branch office
is opened, how do they secure customers?

A When they first start out, it is mainly through
leads furnished from our advertising. As you know,we have
a rather substantial advertising program. We spent over
$3 million last year in advertising. This does bring us

in leads. As a result, when a person writes into Merrill
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Lynch and says they would like to have some help or informa-
tion about securities, the person is contacted aftei the
information is furnished to him by one of the newer salesman.
cl' Later, as the man matures, as he acquires more accounts,
referrals, satisfied customers, become his number one source
of clients.

Q Are cold telephone calls a source of accounts?

A No.

Q Not at all?

A I would doubt that any Merrill Lynch accoutn
executive would just go to a phone book and start calling.

Q I have here a memorandum dated November 3, 1960,
under the signature of M. S. Boyce.

A Milton Boyce.

Q And it is to offices, office managers, and account
executives, and the topic is "Cold Calls." Would these cold
calls refer to personal calls?

A They would refer more to personal.

Q They don‘t include telephone calls?

A They might include telephone calls, but in my
experience few men make cold telephone calls.

0 Do you think there is something wrong with making

cold telephone callsé
A Nothing wrong with them from the point of view of

legality or ethics, but wrong from a sales point of view.
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0 Why?

A It is very difficult to hear a voice on the phone
o and have that person convinced of anything.

Q Do you see cold telephone calls as a source of

supervisory problems?

A o.

Q Is one of the functions of a manager or supervisor
to determine that his salesmen are not making misrepresenta-

tions or statements that would reflect badly on the firm?

A That is correct.
0 How would he check on this with respect to telephone
calls?

A Obvinusly he can't tap the telephone. This is
illegal. The cnly way he can do it, frankly, is by looking
at the type of securities purchased in his office. The list
has a well known list of stocks that are being bought in the
office, the new accounts that are opening, buying quality
securities. He must assume that there has been no misrepre-
sentation. If all of a sudden out of the blue, there is a

peculiar stock, he should investigate and find out why.

0 Should he call the customer, if necessary?
A Yes.
o] Now, just to clear up this telephone solicitation

question, I take it from your testimony that although you

might not be in favor, there are no existing prohibitions
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against cold telephone calls or telephone calls of any
nature by Merrill Lynch.

A That is correct.

Q Do you have a policy which requires account execu-
tives to mark orders as to whether they are solicited or un-
solicited?

A Yes.

0 Is that done all the time?

A Yes.

Not on every ordex. There are certain securities
orders for which it must be marked unsolicited. Other se-
curities which must be marked solicited.

Q When do you have to make these notations?

A For example, on the penny stock. Suppose somebody
will sell a penny stock through us, the order is marked un-
solicited. Mutual funds we mark unsolicited, other orders of
that nature. An order for an issue thk has come out but is
still under pmws pectus, we would mark unsolicited.

Q Let me ask this. If there is a speculative stock
which does not fall within the prohibitions, do you require
the salesman to state on his order form whether he solictied
the transaction or whether it was an agency transaction?

A We do not require that.

The Presiding Officer: As a matter of definition,

does the firm, or do the salesmen have any difficulty with
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the word “solicited" or the word "unsolicited" as applied to
particular sets of facts, lMr. Regan?

Witness Regan: I think that has been one of our
lawyer's difficulty, trying to define the word "solicited."
Our rule of thumb that we try to drum in: Who spoke first?
If we spoke first, it is solicited. If the customer brought
it first, it probably can be considered unsolicited.

The Presiding Officer: Spoke first about the
particular security?

Witness Regan: YVYes, who hrought it up. That is
just a rule of thunb. That is not a legal definition, ob-
viously.

By Mr. Moss:

Q Just to puxrsue this one step further, what would
happen there if a customer called and said, "I was thinking
of buying 100 shares of XV¥Z stock," and the salesman said,

"I think you ought to buy 500." Is there a solicitation?
Is thexe any breakdown in the solicitation and unsolicitation
guestion guestion there?

A May I ask my counsel?

The Presiding Officer: I think the question is
not intended to be essentially a legal guestion, although
it might be helpful to get your cowisel’'s version of tﬁat.

I think the real guestion involved here is whether, in a

policy reguiring marking as solicited or ungolicited, this is
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an automatic thing or whether it involves a great deal of
administration and interpretation.

Witness Regan: No, not as we run it. It is sup-
posed to be automatic. Nothing is left to chance. If it is
a Reg A or penny stock, they must put on unsolicited, and
they are not allowed to make up their own minds or try to
define the subject themselves.

By Mr. Moss:

0o I understand that Merrill Lynch has a policy con=

cerning its officers being directors of corporations.

A That is correct.
Q Can you state what that is?
A Yes. We have felt since the start of Merrill Lynch

that our officers should devote their time to our firm.
There possibly, and I emphasize the woxrd possibly, could be
a conflict between a man being an officer of our firm and a
director of another firm without the securities industry,
naturally. Accordingly, we have thought in our best interests
and in the interests of our customers that our officers should
not take any more outside directorships. I state it to you
that way because you will find we do have two officers of
Merrill Lynch who are directors, one of each in separate
corporations.

0 Do you see a conflict in Merrill Lynch, or one of

the problems, in Merrill Lynch making a trading market and
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having an officer sitting as a director?

A That could be a problem.

Q Was that one of the reasons?

A That is one of then.

Q Would the same be true with respect to undexrwriter?
A That could lead to problems, too, yes.

The Presiding Officer: Do you ever have an under-
writing handled by Merrill Lynch where it becomes desirable
or the suggestion is made on one side or another, because
you have handled the underwriting you ought to get on boaxrd?

Witness Regan: That has been suggested. In the
case of Schering, the ali¢n property custodian, where we
acted as major underwriter, it was suggested that Merrill
Lynch put a man on the board. 1In this case we passed. We
did suggest someone else to go on the board.

The Presiding Officer: 7¥ou still did not put one
of your own men on it?

Witness Regan: No, sir, we did not.

By Mr. Moss:

Q Now, Mr. Regan, towards the end of your opening
statement you referred to occasional lapses in pérformance
in your firm, and I take it, supervisory problems, and the
firm then takes action.

A Yes.

Q In that connection, I would like to draw youx
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attention to your California offices and a security called

Aqua-Filter.
A Yes.
0 I wonder, first, if you would care to describe as

fully as you wish the problems which came up with respect
to Agqua-Filter and all that your £irm did and all that
happened in connection with sales of Aqua-Filter stock in the
spring of 19617

A Yes. This is an isolated transaction or series
of transactions which took placé in the Los Angeles area
in the spring of 1961, April to be exactly.

Briefly, the background is this. The Aqua-Filter
Corporation had decided to promote the sales of its product
rather heavily within the Los Angeles area. They had taken
full-page ads. They had taken radio-TV time, counter dis-
plays. The Aqua-Filter is actually a filter for cigarettes
to take out tars, nicotine and other harmful ingredients.
With the activity of a promotional nature as far as the
product was concerned, market interest was stimulated in this
particulaxr stock..

The financial pages of the Los Angeles Mirror,

I believe, carried quite a writeup by a financial writer on
the Aqua-Filter Corporation and its outlook. This triggered
the interest of one of our account executives in the Los

Angeles area. He called the company to try to f£find out more



909

information about it. He was told that the president of

the corporation or certainofficials were going to entertain
members of the financial community at a cocktail party at

a hotel in Los Angeles that very day, woulid he care to attend.
He said he would like to attend.

After that meeting wss over, at which the outlook
for Aqua-Filter had been glowingly described, he returned
to his office and started calling clients of ours, accounts
he handled, who he knew had an intexrest in speculative
situations.

The Presiding Officer: Excuse me, Mr. Regan.

Was there outstanding publicly traded stock at this time?

Witness Regan: There was outstanding public stock
in the Aqua=~Filter Corporation.

The Presiding Officer: Which was not a pending
distribution? It was an outstanding stock?

Witness Regan: That is correct. It was traded
over the counter.

The Pregiding Officer: Go ahead.
wil ends
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bowflsow Witness Regan: He solicited the orders from these

clients of his. There were two other account executives

in the office who heard his descriptions of this company, asked
o him about it, and he passed on to them the same information

he had heard fwm the officials of the company. They, Too,

called a few of their clients. WNothing further happened.

The maxrket price of the stock then was about five to six

dollars a share. In July, I think it was of 1961, we received

a routine inquiry, I believe from the Mew York office, of

the SEC, asking as they periodically do for all odd trades

in a particular security. We furnished them with a list of

our trades in Aquafilter. Later in August of 196l they

came back to us for more information.

As we looked into this to supply the information to
the SEC, this came to the attention of us rather bluntly in
the home office that this was an unusual transaction or sexies
of transactions. So I sent Hr. Walker twice to the Lcs Angeles
area to investigate what had transpired, and what had gone on.

In Octcber, I think, we ha@ a complaint fom a
customer. That was the first and only complaint we had in this
situation. Incidentally, I might add that the man ager of the

office that was particularly involved here died in

November of malignant tumor, and he had been in and out of
the office at that particular time. It was rather difficult

to keep our records straight.
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Anyhow, in December, looking over the whole
situation, we made a business decision that Merrill Lynch
would offer to make good the losses of the customer. By that
time the stock was below one dollar a share. We made the offex
to our customefs, The majority accepted. I might say all of
them accepted. We then proceeded to disdpline our salesmen
who had participated in solicitation of orders in this
particular company. We slapped them with fines xanging up
to $2,000 a piece. We reprimanded the manager of the office
involveé, and then notified the New York Stock Exchange what
had gone cn.

Subsequently we instituted proceedings to make
certain that this type of situation didn't happen again.

It was reasonably successful. We got inquiries from our Paris
@xd Rome offices for Aquafilter about a month latexr. This we
immediately stopped before orders were ever exzecuted,

reported it to the ilew York Stock Exchange, and throcugh them
the regional office of the SEC, and subsequently the SEC put
out a statement to the public and to brokers to be careful

of solicitations in Aquafiltex.

By Mr. Moss:

Q Have you got anything more to say about Aquafilter
at this time?
A That is enough.

Q I might have a couple of guestions to tie this=down
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By Mr. Moss:
o] Did you learn at any time what the financial

condition of this company was?

A Did I learn?
o Yes.
A I subseguently learned what the financial condition

of the company is, yes, sizx.

Q Is it accurate to say that for the year 1960
the company lost some $700,0007?

A I am not too familiar vith those figures., I don't
have their balance sheet with me. But I do know they had
lost monev.

Q Did it come to your attention that they owned no
plants of their own?

A VYes, this has come to my attention now.

Q Did it also come to your attention that these
securities, that the filter itself had been promoted
unsuccessfully in the east in preceding yeaxs?

A I don't know as much about that as you may. I am
not familiar with that.

Q From yecur testimony, I gather that about the early
spring of 1961, product add appeared in the local newspapers,
there was a general publicity campaign. An article, I take
it a very bullish article, appeared in the Los Angeles Mirxrox?

A That 1s correct.
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0] And therxe was a cocktail party?

A That is correct.

0 And those are the four situations that occurred
which apparently caused great interxest in the stock.

A Yes, that cocktail party was attended by
representativem, I don't know, maybe 10, 12, 14 different
member firms.

0 To the best of your understanding, tle president of

the company called the cocktail party and mimarily to invite
registered representatives or members of firms in the Los
Angeles area, is that right?

A I don't know that to be a fact. All I know is what
our man has told us, that he was told there was a cocktail party
in tle area and he attended.

Q Let me ask you this. In your experience it it
usual for presidents cof corporations to have cocktail parties
ard invite salesmen to them and describe their products, their
company in glowing terms?

A There have been and there are quite public relations,
if you will, campaigns on the part of many corporations, for
good reasons, to which members of the financial industyy are
invited. Maybe after those cocktails are sexved, ves.

Security analyst meetings and things of that nature, too.
The Presiding Officer: Who would normally get

invited, the people in tle research department or the selling
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end, ox both?
Witness Regan: VYes. Wormally people in the research
division attend foxr us.

By Mr. Moss:

0 Does Tos Angeles have a research office?
A They do not.
Q Merrill Lynch does not have any reseaxch activities

in Los Angeles?

A No., It is covered from New York. Our electronics
man spends most of his time out there.

Q Did you know how many shares oi Aquafilter Merrill
Lynch sold dring the pexriod February 1, L1961 through May 15,
19617

A Again without being contentious, what do you mean
by sold? e acted solely as agent. We did not act as

principd.

Q T understand that.
A You mean sold for clients or did we buy for clients?
Q How many shares did clients of Mexrxill Lynch purchase

through Merrill Lynch?

A 97,000: not all of these were solicited.
o] Do you know how many were solicited?
A Not exactly. My guess would be in the area of

around 60,000,

o} 60,000 were unsolicited. In the investigation --
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let me ask you this, rather. You described the surveillance
procedures in ihe New York office and how the runs come up
every day.

A Yes.

o] As I understand this security was a Regulation A
secur ity.

A That is correct.

Q Had it gotten to the point where you would consider
that it was a mature Regulation A secudity?

A Let us face it. This is one in which we c¢pofed.
This is where we took vigorous action, i.¢., making our
customers whole and fining our men. This did slip through
our first and second line of defenses.

Q Your procedur es now or your proceddres even then
if they were operating fully would have caught this?

A This would nevexr have happened.

Q And vou would have stopped it as soon as the orders

came through.

A Right, ad it will never happen again.
Q This is the type of security you waou ld want to prevent.
A Very definitely.

The Presiding Officer: Your procedures goofed at
severd places, apparently. I am curious about the
relationship of research to this. Would your research

department ever get involved in looking at a situation like
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this or would it be routine for a situatian like this to be
solicited by your salesmen without-the regearch department
ever knowing anything abqut it?

Witness Regan: No, that is one of ouxr firm policies
that our men violated, and why we fined them. They did not
check this security out with our research divisioa. Had that
preventive step been taken our research divkion would nevex
have approved this stock for solicitation and would have given
the background infommation S0 necessary to make the decision
for these men who had solicited oxders. That is the policy
they violated as well as the Regulation A policy that they
violated.

The Presiding Officexr: I notice this is in the
spring of 1961, and we seean to have eome to some other
instances involving the sprxing of 196l. What is peculiar about
the spring of 1961, Mr., Regan?

Witness Regan: There was certainly a surge of
volume and a surge of speculative fever or feeling in the security
market during the spring of 1961.

The Presiding Officer: This might have been the back=-
ground for this particular incident which youyr firm did not
manage to control in this instance.

Witness Regan: That is how it slipped through,
frankly. People were busy. I don't want to cast reflection

but curiously enough, the second man who is supposed to
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have caught this in the home office, that is, the

assistant manager of our trading department is also dead

from a tumor. Both of these people, the local office manager
o and the man in New York shaild have caught it. Why they

did not, we don't know. We can only assume it was because of

the press of activities and the like that it slipped through

on them. That is what we were horrified to find out in the

fall of 1961,

The Prewiding Officer: It was the press of
activities that perhaps kept them fxom catching up with the
incident, but it was apparencly the speculative situation
which the salesman out there was adding to or working within.

Witness Regan: That is correct. If you put this

in perspective as we reported over the counter questionnaire
we handled 2.4 billion dollaxs of securities over the counter
in the year 196l. This involved several hurred thousand
dollars. So that it was that iype of transaction that slipped
through.
By Mr. Moss:
0 Now, with rxespect to continuing with what the

Presiding Officer was saying, would you say ‘that your own

salesmen or account executives were notfollowing your warning

with respect to investors which says investigate before you
invest. Possibly if your salesmen followed that warning, this
would not have happened.

A That is why we f£ined them.
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Q In your statement of facts you related to a
particular office in Lcs Angeles and to a particular salesman ,
I take it in that, purchases through Merrill Lynch of Aquafilter
stock took place in a number of offices?

A About four or five offices as I recall were involved,
There were 82 customers solicited that actuall§ bought
securities. More than half, though, in the one office and
more than half of what was in the office by the one man. He
was, I would call it, the focal point.

@] As X understand it, what stimulated him were the
four things we enumerated but it was capped of £ by this
cocktail party.

A That is correct.

Qo He read the article in the Los Angeles Mirror
and he had seen ads and the like. Do you know whether he had
any financial infcrxmation or any information other than what
he had seen and heard that we have described.

A What he had was what the financial wrxitex of the
Los Angeles Mirxor had fuxnished in his article plus the
statements of the president about the financial condition of
the company at the meeting.

Q Let me ask you this: Express your feeling on this,
Would you say that the public expects when Merrill Lynch
representative s recommend a security that this is more oxr

less the company'‘s reputation also backs the recommendation.
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The Presiding Officer: By the company, you mean
Mexxill Lynch.
Mr, Moss: Yes.

¢ o
Witness Regan: I believe our cusoomers would feel

that way, yes.
By Mr. loss:

0 You wou ld not approve at this time of a salesman
on the basis of the information he had recommending a
speculative security like this?

A Good lerd, no.

Q In the course of your investigatiocn ox at any other
time, did you learn what representations were made to the
customer ?

A I am speaking here from about third or fourth hand
information. I understand the SEC has subsequently taken
depositions from clients not only of our firm, but other
member firms in the area. I don't know what the customers
themselves have told the SEC. This report has not come out as
yet. I would imagine the representations were on the basis
that this was a good speculation if the man did have a
filter that warld remove tars, nicotines and other damaging
things in view of the many cancer scares and the way the
tobacco stocks perform. This indeed could be a good

speculation.

Q With respect to representations to persons to
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whom it would be sold, would this type of security be
considered suitable for almost any investor or for a

very small number of investors or for no investors? In terms
of suitability assuming it was not a Regulation A stock,

and there was no prohibition, would there be suitability limits
for a secuxrity of this kind?

A We would never recommend it as a speculation to
anyone. I would not say this was a suitable stock for any
speculative customers of Merxill Lynch that I know of.

Q And certainly people who were not speculative
customers, it would be more unsuitable.

A Definitely. It would not be recommended.

Q At this point I would Llike to read into the record
som2 of the affidavits which we have collected in the course
of our study or which the SEC has collected, concerning
representations made by three of the salesmen of Merrill
Lynch at the Pasadena office. I will use initials rather than
names at this time, This is T.R., being duly sworn, deposes
and says:

"My name is T. R., and I xeside at El Monte,
California. I am employed by the R. C. Coxporation as a
sheet metal draftsman. I have been buying séock through
Merrill Lynch, Pierce, Fenner and Smith, Incorporated,
since October 1960. During that time I have dealt solely

with Mr. J. T.



13
922

"I would dlso like to state that when I first
opened my account with Mr T. of the Merxill ILiyhch

2 :
Pierce , Fenner and Smith's Pasadena oifice, I did so

0 with the idea that I was to invest in growth securities
which would provide for my son's college education.
I told Mr. T. about my plan."
I take it certainly in a case like that this wbuld
not be the stock to recommend.
A No.
Q "Approximately Aprxil 18, 1961, Mr. T. called me
at my office concerning Aquafiliter Coxporation. He told
me that he had purchased Aquafilter stock and so had a

nunber of his friends. He recommended the sock to me. He

told me that the company's plant at Shelton, Connecticut,
was scrambling to keep up with oxdexrs."

I think Mzr. Regan has testified that the company

didn't have a élant.

"He said that'the current production was 300,000
units per day but that by June it woula be doubled to 600,000
units, and then doubled again to 1,200,000 units by
October. |

"He said they were opening a new plant in Gardenia or

Torrance, and that with this new plant in operation
Aquafilter daily production should be hitting 2,500,000

units.
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"He said this plant would provide 30,000 square

feet of flooxr space amd would employ 150 people.
He also stated that this plant would be in operation
within five months. Mr. T. said that the net profits
hy June would he about $75, 000 pex month, and should
reach $200,000 per month by September. He predictzd
that the stock would reach $10 per share by Octoher 1961.
He alop teold me the stock would bhe listed either on a

West Coast exchange or on the American Exchange."

With respect to those last representations, I take
it all of those would not be allowed to be made by account
executives on any stock?

A No, I would say these are probably things he
is guoting fxom what he heard at the meeting.

Q Let me ask you this question. To your knowledge
did Mr. R.T. even go to that meeting?

A No, he did not. He heard about it fxom the man
who did attend the meeting.

Q If there is no objection I will eliminate the
rest of this affidavit whicl follows consistently except
for the last paragraph, whid states:

"Upon Mr. T's advice I purchased a hundred

shares of Aquafilter stock at $6 per share on April 21,

1961. The loss that I suffered in this security was made

up by Merrill Lynch, Piexce, Fenner and Smith."



