
o OFFICIAL REPORT OF PROCEEDINGS 

BEFORE THE 

SECURITIES AND EXCHANGE COMMISSION 

Docket No. _________ _ 

In the matter of ___________________ _ 

Place -------------------
Date __________ _ 

Pages _______ __ 

C. S. A. REPORTING CORPORATION 

o {tidal Reporters 

939 D Street, N. w. Washington 4, D. C. 

NAtional 8-3406 



Donald T. Regan and 
James Thomson 

M. D. sa fa n1 e, 
Robert C. Van Tuyle, 
J. B. DUDbar and 
R. J. Teweles 

INDEX TO WITNESSES 

DIR.ECT CROSS REDIRECT RECROSS 

832 

9391 



PAPICUbo\ll BEFORE THE 
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P 'R 0 C B E D I N G S -----------
The Presiding Officer: The hearing will be in 

order. Let t he recor d shot,] thu 'c the hearing today is a 

continuat ion of the hearings commenced on l'4onday, May 7, 

and recessed on Friday, May 11, until t his date. 

irJi11 you proceed, Mr. Paul? 
. 

f-1.r. Paul: Mr. Presiding Of :E icer, the first industry 

witness for today is the firm of Merrill Lynch, Pierce, Fenner 

and Smith, Inc., Mr. Donald '1'. Regan, Vice P:cesident ()nd 

Secretary, and Mr. James Thomson, Vice President and T:ce a Gurer 

will testify as a witness. They are represented by Mr . James 

Walker, General COL1nsel, and t-1r. LOllis E'i::en, of the firm of 

Brown, ~rJood, Fuller, Caldwell and Ivey. l-ir. Frederick 1I108S 

of the Study Staff will conduct the questioning. 

\"lhereupon, 

DOi:iJALD T. REGAN 

JAMES THOMSON 

were called as witnesses, and having been first duly sworn, 

were examined and testified ;;IS £0110'v8: 

The Presiding Officer: Gerl'i:lemen l in all 

Commission proceedings it :is customary to advise the \,li tnesses 

of their Constitutional privilege. Since you are represented 

by counsel, I assume you are a'i.'lare or ,,,ill be advised by your 

counsel af your privilege and if at: any time YOll have any 

question about exercising your privilege, you may, of coursr" 
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consult with counsel. Proceed. 

DIRECT EXAt'\1INATION 

rol:;: . Hoss: t-1r. Regan, \>lill you please s tate your 

name for the record? 

tvitness Regan: Donald T. Regan. 

~1:c. f.10s s : I UID ers 'cand, sir, that: you have an 

opening statement to make. 

Witness Regan: I do. 

l<ir. Moss: viill you please proceed ? 

lvitness Regan: My name is Donald 'l'. Regan. I am 

a vice president, a ' director and a member of the executive 

committee of Merrill Lynch, Pie rce, Fenner & smith 

Incorporated. The business of my finn consist s of acting as 

a broker and dealer in securities and commodities , and as an 

underwriter and distributor of securities. We conduct our 

business through 150 offices in 'che United States and several 

foreign countries. Our home office, vlhich is located at 70 

Pine S'l:reet, Ne'\'1 York City, consists of seven divisions made 

up of 4S ' departments. Each division is headed by an officer 

who also is a member of our mcecutive committee, and whose 

full time is devoted to his administrative and supervisory 

responsibilities. None of them services accounts. Our 

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 fo r the year 1961, 
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copies of "IIlhich are available to this study group, reported 

our to 'cal assets a 'i: $796 million and the capital of our 

company at $90 million. 

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 ,.,e had fC."t'tners and all the additional no,,; owners are 

full time employees of tIe company. Another result of 

incorporation has been to provide great financial strength 

and a continuity of i::he capital of the firm, which we feel 

is very important to members of the financial industry ,,'ho 

deal with the public. The stock in our company presently is 

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

held by the Charles E. Merrill Trust, the beneficiaries of 

which are educational, religious and charitable institutions. 

We expe ct to con'i::inue to broaden the ownership of our firm. 

In 1961 we handled 12.7 per ceil', of the public round 

lot volume and 20.2 per cent of the crl d lot volurre on the 1<1e,,1 

York stock Exchange. 'I'hose pexcoi::ages are about the same as in 

1957 despite tre fact that in the succeeding four yez.r s "II,e 

added more than 20 offices. 

It is estimated that there are 15 million shareholders 

in the United S·cates. This is almost three times the number in 

1948. This threefold increase in the number of share owners 

in the United states iEi unquestionably an indication that our 
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free private enterpr ise system is functioning for t he benefit 

of the people, ",hether they be doctors, la~lye 1: s ,ministers, 

school teachers, fa rme r s, workers, hou s ewives or retired 

people. Their fina nc ial circumstance s vary £r cm t h ose who 

are wealthy to t hbse who just have r eached the point where they 

a re able to invest in t1l:! future of l?/lm e r ican ind '_~B try. I might 

add that as part of Ol.l r philosophy we f eel tha'~ before 

investing in securities any ind ividual should have adequate 

insurance a~a cash reserve to mee t emergencies. 

While titizcns of the Uni"i: eCl States should be 

gratified at the broadening of the ownership o f American 

industries, the people in the investment bus i ne s s must 

recognize that it imposes certain responsibilities on them. 

Herrill Lynch· recognized long ago tha t the r esponsibilities 

inherent in dealing with people and their money are not to 

be taken light ly. 

I feel it might be appropriate for me 'co 

faniliarize the study group, as briefly as possible , ,'.lith some 

of my firm I s basic business policies and some of om: more 

important praci:i ces. 

In 1941 I'1errill Lynch published the first annual 

report of ope ration s ever made public by c:l member of the New 

York Stock Exchan~eo In that repori: "Ie gave a statement of 

policy. OVer the years those policies have been modi:r:ied in 

some cases, but in principle they are unchanged. Bec&u 5e they 
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reflect substantia lly something of our philosophy of doing 

business, I am including them in this statement. 

The interests of our customers must come first. 

Ne make no service charges. 

In any printed report fran our research division 

on any company we disclose the general -size of any stocJ~holdings 

that our firm or any of our offices migh'i: have in that company. 

w11enever 'VJe participate in a public offeJ:ing of 

securities, no stockholder, officer or employee of our company 

is permit ted to buy until orders of our cus'i:omers have been 

filled. 

None of our s'i:ockhold ers, of f icer s or employees is 

permitted to benefit personally from advance knowledge of 

information about securities or cormnodit::ie s which '(:he firm has 

ob tained for the use of its customers. 

To assure financial soundness, we will maintain Ol1r 

c'i>ital in an amount which exceeds the requirements imposed 

by regulatory authorities. 

We publish an annual report which includes a 

statement of our income and expenses, as \'1e11 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 aCCl1rate 

handling of their business. All our commissions are at 

minimum levels. 
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Because 1,I]e believe that the ownership of secur ities 

by mor e and mon') pe i)L2s is desirable Vi e maintain a broa d program 

of public educat ion, e :cplaining what it means t o i nvest and 

hO'l,'" to go about it. 

Because ,\Ie believe in "Investigate - - Then I nve s"i::, II 

we offer large and small investors the help o f ou ;: resea ~ch 

division at no charge '~hatsoever. 

Not only do we have policies, but we do our utmost 

to live up to those policies. The implementation of policies 

is as import,lnt as the policies themselves. ~'e must, 

therefore o look first to the people who must adher e to the 

policies, because an organization is composed of. people o Merrill 

Lynch people are selected for different positions , whether the 

posllion isthat of account executive, cashier , wire operator, 

office manager, or any other, because we feel t hey h ave the 

basic qualifications :Cor the particular dutie s t h e y ar e 

to perform. To be selected for the position of an account 

executive at Herrill Lynch an individua 1 must have a good 

educational. background, p r eferably in economics or business 

administration. Before he is selected to ent er our account 

executive training program, an applicant is very carefully 

screened and tested. More a pplicants are rejectedthan are 

accepted. From over 50,000 applicants in 16 years only a 

little more tha n 2, 000 have been selected. The man \'lho is 

selected is given a comprehensive "backgro und and t r aining 
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before ,he is permitted to act as an account executive. 

Our accoun ':: executive training school, ,.;hich '-Ie 

originated in 1945, has its OM'} complete teaching staff. Our 

80 instructors are competent people from bo'ch v/ithin ari! outside 

our company. They include lawyers, certified public 

accountants, college professors, and ou:.:: own officers and 

department managers. The period of in-sd1001 am on-job 

training received by the accolmt execu'i:ive covers a period of 

over a half year, but because it is so intensive we have 

been told the training received is more comprehensive than 

that received in a graduate school. O~ cost of this training 

program last year ",as $1-1/2 million, \~hich includes salar:i.es 

paid to the trainees. 

Of the approximately 2,000 account executives '''';/0 

now have, about 'i:\~o thirds are graduates from our training 

school. Our account executive turnover rate, excluding 

retirements and deaths, is less than 5 per cent a year. That 

''1ould seem to be a good indication that a man who becomes an 

account executive at Merrill Lynch does so on a career basis. 

Our training is not conf ined to prospective aCCOl1nt 

executives. Our research division carries on its own formal 

training program ,,/hich usually covers a period of about 1-1/2 

years. Our operations managers who supervise the clerical 

activities at the offices 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 i n the daily 

performance of thei:;: duties are given to them. Our operating 

policies and procedures are, in effect t a s'tatemen'\: of our 

rules and regulations for doing business. 

Just as public laws requixe law enforcement 

agencies, a business must provide supervision to s ee that its 

policies and procedures are follo. ... ed. The mat ';:er of supervision 

is one on which Me~rill Lynch places gr eat emphasis . Because 

of the nature of this Commi ssion' s study I wil l not go into 

the subjec', of super vis ion of oue home office depar tments, but 

I do ,."ant to say something about supe r vision a', our offices • 

l1errill Lynch operates onthe principle t:hat 

responsibility and au t hority should be placed as close as 

pes sible to the place of operati ons. Each office manager has 

the responsibility and the commehsnrate authority for the 

operation of his office \'3thin the framework of our policies. 

Under his supervision are the account executives who service 

customers' accounts and the operations personnel ",ho handle 

the clerical details of p r ocessing 'transactiol"E within the 

ofiice. 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 manager's function 

is to manage the office "Jhich means that he is concer ned 
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primarily \-lith administrative and supervisory duties and 

responsibiiHies, This we have found 'co be the mos t effective 

means to insure supervision of accounts and superv i sion of 'ehe 

activities of the employees of the oHice. vle believe that 

the proper indoc 'i:rination of the manager is a most important 

factor in insuring compliance \'Ji-i:h reglllations and 0l1J~ JPiicies 

and procedures. Our 150 managers are 'crained and experienced 

in the investment business. The,i:c average age is 47 and 

'chey ha\lle been in Ollr employ for an average of 18 years. 

Our office managers are c arefully selec t ed. As a 

Iule a manager 0 :( a smaller office comes from the ranks of 

our account executives and he will have had at least eight i:D 

ten years' experience ,'/ith us. A:Her selection he is brought 

to the home office for the manager training program. M2nage:cs 

for larger offices are usually promoced from among the managers 

of smaller offices. 

vle feel thai: cClreful indoctrination in the 

principles on which our firm operates is most important 

beca,use tre office manager must in turn communicate our 

philosophy of doing business to the people under his super­

vision in the office. A manager's training, therefore, is a 

con'cinuing process. 

We do not let suparvision begin al'ti end within the 

office. We continually check the effectiveness of our 

supervision. For example: 
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1. A staff of traveling ;;Juditors makes a surprise 

procedure and policy audit of each off ice a'c least once a year. 

2. From the veX'v start of this fi rm 'We have always 

had a division dixector respc'nsible for policies and procedures 

designed to require adherence to regulations, policies and 

procedures. As Ollr business cNl personnel expanded, additional 

people ''1ere continuous ly added to this div is ion. 

3. 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 aCCOll l lt executives. 

4. A special department \\lhose staff spends the 

greater part of its time in extended visits to the offices is 

maintained by the firm for the purpos e of: observing H:s 

managemnt and account executives. 

5. We have our own internal auditing c1epco:: tmen·t 

consisting of 27 men. 

6. Personal accollnts of employees, including 

officers of the company, are continually examined. 

7. Seminars are held periodically at the home 

office for office manager~ These seminars include, among 

other things, reviews of oU:C operat ing policies and proc edures. 

To date, the seminars, \l7hich last for a period of 1-1/2 to 2 

weeks each, have been attended by 109 of £ ice managers. 

In:: identally, this month ,,,e CDmpleted the seventh seminar in 

2-1/2 year s • 
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8. In addition to the foregoing, in accordance with 

NYSE requirements, ,,,e have an annual surprise audit made by 

an independent firm of aCcou11tants, and also annually a 

thorough examination or our records and procedures is made by 

auditors of the NC\,1 York Stock Exchange. 

Responsibility is not one-sided. Tre investor also 

has responsibilities. For one thing, just as a patient should 

give his doctor all the facts, so t hert the doctor may prescribe 

intellig<:mtly. for him, so the investor rhould 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. We believe the 

individual investor also should be aware of and be familiar 't'1ith 

the differen'i: types of investment objectives and that he should 

investigate before he invests. 

t>Jhile those are responsibilities of the individual 

investor r they in turn impose an addi'i.:i. onal responsibility on 

the investment firm and 'chat is to provide tbe 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 

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

is carried through advertising, publi.c 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 o'llnership of securities by more 

and more people is desirable for our economYi tha t an account 

executive in order to service an investor properly must have 

a thorough knov/ledge of investment and finance ;:7hich is best 

acquired through intensive study and trailing; tha t the account 

executive must be an individual wHih high ethical standard> 

and that in all his dealings his first consideration should be 

what is hest for the client. We are convinced thai: an office 

manager at Eerril1 Lynch should above all things be a manager 

and a supervisor~ We believe the big increase in the number 

of investors means an increased responsibilit y on the part 

of our industry to see that the investor knows sonB thing 

about investi ng. 

I wish I could conclude this statement by saying 

that we have an absolutelyperfect operation. However, as I 

said earl.ter, an organiza'cion is composed of people and ,,,here 

the human ele ment is involved there 'I:"ill be occasional lapses 

in performance. Fortunately such cases are very few, but if 

one does corne to light vJe take vigorous action. vJe constantly 

100~.<:, for ways and means to improve our procedures, our manage­

ment an 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 SOltE general principles at the outset of your=statemcnt, 

and in the cour se of your statement, arc you refer r ing 

eS3en'i::ially to ,,,hat is appropria te for your :Hrm, or do you 

care to co mmen'i: on ho,\I much of wha 'C you talked a'boui: you 

consider appropriate for securities firms generally, even 

though ,they arc not the largest in tre country? 

Witness Regan: Since we believe that these policies 

are good for Merrill Lynch, our think ing would be that 

these policies, \.}hile \'le wouldn I t \I,ant to see them enforced 

by other people than Merrill Lynch a~l strictly Mer r ill Lynch 

policies, would be the S2ll1e type of policies that other firms 

could adopt. 

The Pre sid ing Officer: Do you 'chink they are 

appropriate policies and might \'3ell 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 Regal'!: And in the over the counter marke'cs. 

In the over the counter markets our co~uission schedule is 

the same as the liJew York Stock Exchange minimum commissionrate. 

The Presiding Officer: So in allover the counter 

transactions you use the same commission rates as if it '\-lere 

a stock exchange transaction? 
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Witness Regan: Where '\\Ie act as agent. Ho\~ever, we 

do act as principa lover the counter. 

The Presiding Officer: In other words , your state­

ment does not mean 'chatyou ahla)S act as agent wi th 'i:hese 

commission rates. You do also act as principal? 

~vitness Regan: We do, sir. 

The Presiding Officer: And there you wOJ.!ld apply 

the market cost markup po1ic~? 

t-litness Regan: Yes, sir. Our mcc kup policy is the 

Stock Exchange commission 'co the next highes1: eighth. As an 

example, if the cOl<lIuission 'VJere $32 for a hundred shares, oui 

marlt.up \-,/Quld be three eighths of a point or 37.50. 

The Presiding Officer: This is a uniform practice 

for allover the counter principal transactions? 

witness Regan: In f-ierri11 Lynch, yes I sir. 

The Presiding Officer: Going back to the Stock 

Exchange commissions, \'lhen you say that you a1way.3 llse the 

minimum commission rate, isn't that a pretty prevailing 

practice among stock e}~change firms? In other words, isn't 

the minimum scale essentially the maximum scale at this 

time for all transactions? 

Witness Regan: I wou1dn I t know abou'l: all firms 

but the largest firms, that we kno\-1 of, as a rule do use the 

minimum commission schedule as the maximum, yes. 

The Presiding Officer: Go ahead. 
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f,1r. Moss: Hhae would you say your average markup 

' lias on a princip<.ll transaction for your firm? 

~vi tness Regan: Since 'ehe New York Stock Exchange 

commission scheOule is an average mark up of around one to 

two per cent in the over tm COllnter transactions, ours would 

be in the same category, one to two per cent. 

Mr. ~ioss: Can you tell l1S, sir, "1hat your position 

is with l\lerrill Lynch? 

~'Vitness Regan: Yes. I am Director of the 

Administrative Division, and also secretary of the corporation. 

r~r. Moss: What are your duties and rel:p onsibilities 

generally? 

Witness Rega11: Under the Administrative Division 

of Herrill Lynch comes our personnel department, including 

our training sbholl, our legal department, our administrative 

liaison department, 'llhich is a supervisory department, our 

auditing department, 'llhich is our own :· in'i-;ernaJ. auditing 

department separate and distinct from our accounting deparcment 

and f!Dom the office of the comptroller, our planning 

department, which plans all of Merrill Lynch I s future, and 

last but by no means least, our corporate affairs department, 

which is really the office of the secretary which handles 

our stockholder relations and the like. 

Mr. Moss: I note frmm your opening statement that 

you say that"from the very star t of t.his firm we always have 
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had a div is ion director responsible for policies and 

procedures designed -C.o require adherence '0.:0 regulations, 

policies am procedures." It that your positi.on? 

t-7itness Regan: That is my position new. 
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!vIr. !vloss: What ''1a s your experience before assuming 

your present job, briefly? 

Wi tness Regan: I gradllat ed frOill Harvard College 

in 1940. After a brief attendance at the Harvard Law School 

I Je( 'c to join tIE United States I>larine Corps. Five and a half 

years I was a regular Marine, now having the rank of lieutenant 

colonel, retired. In 1946, I entered Merrill Lynch's training 

school. After the training school, . I 'wa 8 an account e lceclltive 

here in the Washington office of f.1errill Lynch. Then I became 

a member of the first sales liaison team at r4errill Lynch. 

Then subsequently assistant to t;he director of sales at 

Merrill Lynch. Then manager of !lierrill Lynch training 

department. Then manager of Mer:dll Lynch Philadelphia office, 

and now presently division director. 

Mr. Moss: Tell me, sir, during your opening statement 

and in your answer you gave, you referred to account e}cecutive. 

We have heard testimony in the past week about RR, registered 

representat ives, salesmen, producers. How does an account 

executive fit into that scale? Is that just anotl~r name for 

salesman? 

Witness Regan: Account emecutive is our name for 
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Mr. J:>loss: 7 It doesn't imply anytlliing more than 

a registered representative? 

lriitness Regan: We th ink i'i: does. It has 

connotations, to us, at least, above that of registered 

representative. 

Hr. Moss What \'leu Id "they be I sir? 
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W"itness Regan: The career aspect of the job, the 

fact that it is not just another salesman, that type of thing, 

more of a professional thing. 

'1'he Presiding Officer: Do you have some registered 

representatives \"ho are not account mcecutives? 

Wi tness Regan: Yes, \\1e do. These, however, are 

mostly "women t~ho are assistants to account executives \"Iho do 

110t handle customers' accounts. They arc also registered 

representatives 'l7ho are trainers and the like \,1ho mLlst be 

registered with tl"E S"i:ock Exchange. 

Mr. r.[oss: t'10111d it be fair to say it is somewhat 

of a statute symbol balling a person an account execu"i::ive? 

Witness:Regan: Those are your words. Yes, I go 

along \filth that. 

Mr. Moss: H~17 long have you been calling your 

registered represen"i:atives account executives? 

Wi tness Regan: Since the firm \o]as founded in 1940. 

Mr. Moss: Your firm ,,,as the largest member firm on 
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the New York S',ocJ~ Exchange in terms of retail business, is 

that right , sir ? 

\\fitnes s Hegan: In terms of retClil bus ineas. I 

don't want to quibble ,'lith you, btl" we don ' t do retail business 

on the Ne,'l York Stock E}{cha nge. In terms of member s of the 

Ne,01 York stock Exchange, yes. 'iJhen it comes to retail 

bus ineas, \·.e rank sixth in urrl en'lritings. I am not SloE 

I th:bk there is another member firm, for example, r..1organ 

Stanley, ,-,ho rates ahead of us in ·'he size of unden ... rH:ings. 

lvlr. ~lo ss: Does your firm have tha largest ntlriI:J er 

of account executives or registered representatives for any 

member firm? 

Witness Regan: Yes, they do. 

Mr. ~loss: Just to give us a comparison, do you have 

any idea ",hether the next largest firm has half as many 

regStered represen'c at i ves, a third, or ten per cent less? 

W-itness Regan: Our feeling ' is that Bache and Company 

is probably second in size to us. I am not sure "t-Jhat Harold 

Bache testified to as their number. lve have 2 , 0-54 account 

executives at this point. 

Mr. 140S5: I believe Mr. Bache stated he has 1500 

salesmen. 

Witness Regan: l500? 

Mr. Mos s. Can you 'ce 11 me the number of exchanges 

that your firm is a member of? 
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Witness Regan: We are members of 41 security 

arld conu\\odity exchanges. 

Mr. Moss: I believe you testified that yCJ.1 had 

approximately 150 offices, is that righ-i:, sir? 

~'1i-i:ness Regan: That is correct, 150 offices. 

Mr. Moss~ Some located in foreign countries? 

witness Regan: There are 17 outside t he continental 

limits of -, he Ul1i'Ced S-ca tes. 

The Presiding Officer: Mr. Regan, h~) many of those 

41 exchanges are national securities excba nges, approximately? 

Witness Regan: May I take the time to count them? I 

have to~ list here. 

• The Presiding Officer: Yes • 

owfls 
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Nitness Regan: Ten, sir. 

The Presiding Officer: And the balance would be 

comraoei ties e~tchanges and exchanges in foreign countries? 

tvitness Regan: And Emchanges in foreign countxies, 

yes, sir. 

Mr. !l10ss: Just to g et some idea a.s ·to the growth 

of your firm in the past ten y e ars, c a n you tell us approximately, 

just give me an approx imate number of branch offices that 

Merrill Lynch had, s ay, in 1951 or 1952? 

Witness Regan: In 1951 we h ad 106 off i ces. 

Mr . Mos s: So that you have increased y our offices 

approximately 50 per cent in the last ten years ? 

Wi·tness Regan: Approximately I yes. 

I~,r . . Moss: Approximately hOi:! many accoun't executives 

did you have ten years ago? 

1'1i tness Regan: A thousand and 38. 

f-1r. Moss: No," you have? 

Witness Regan; 2 , 054. 

Mr. Moss: So you have increased the number of 

account executives, doubled approximately? 

t"1itness Regan: About double. 

MT. !l10ss: Now, can you tell me \'lha ·t your gross 

income was for 1961? 

Witness Regan: 1961 our gross income \vas 

$181,141,000. 
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Mr. Moss: How has that grmvn in the pas t ten years? 

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

f.fr. Moss: That is approximately a four-time growth? 

Quadrupled? 

Witness Regan: Quadr uple. 

Mr. Moss: Would the figures on net income be 

appro>dmately the same? 

Witness Regan: Yes. Ne are -che on e firm that does 

give our net income. I am not hesitant at all about giving 

that. Let us see, after taxes and e mployee contribu-cions, 

$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? 

t-li t nes s Regan: Almost tenfold. 

The presiding Officer: Can you give some figures 

as to the comparative increase in stock exchange bus iness 

and over-the-counter business in this period? Just some rough 

indication. 

Nitness Regan: We could probably do it this ""ay. 

In 195~_ ",e 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, ""e did 15 per cen-t 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? 

Nitness Regan: We were unable -to furnish the study 

''lith our figures for 1949. They weren't available. We gave 

the figur es for 1955 in accordance with the study. ~s I 

recall, t h ey inoicated in terms of market value over-the­

counter about a half billion dollars in 1955. 196J., -2.4 bil­

lion dollars of market value. 

The Pre siding Officer: Did you have any estimate for 

the 1949 or 1950 or 1951 era? 

\\11 tness Re gan: We tried for s ome figures, but they 

didn't seem to jell. !l1y guess would be they \"ould be on the 

order of 250 to 300 million in 1949. 

Th e Presiding Officer: As compared with \-!hat in 

1961? 

Witness Regan: As compared with 500 million in 1955, 

2.4 billion in 1961. 

The Presiding Officer: Go ahead. 

!IiX'. Moss: Approximately hm" many customer accounts 

does Merrill Lynch presently have? 

vn tness Regan; \'1e sent out 520,000 statements 

in the month of April. We probably \-lould 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? 

llli tness Regan: T>lTe have over 800, 000 stencils, 

active stencils in our stencil files. 

Mr. Moss: Say in 1951 appro}dmately how many cus­

tomer accounts did you have? 

l1i tness Regan: I don t t J~n01rI whe-ther I have any 

figures on that. Nay I take a moment to checK? 

Hr. r-1oss: Sure. If not, give us your best estimate. 

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

Mr. Moss: Your annual report. says tha'c in 1940 

you had apprmdmately 48, 000 cus-tomers. 

~!i tness Regan: That is correct. 

Mr. l-loss: And you bel ieve you had somewhere 

around 200,000 in 1951? 

Wi-tness Regan: That is right. 

Mr. 1>10ss: NO\-l you stated what your gorss and ne-t 

income figures '-lere. Could you state briefly and generally 

,.,hat your sources of income are? 

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. t-10ss: Do you also have a source of income as 

interest paid by customer? 

~ness Regan: Yes, we have interest paid by 
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Mr. Moss: Is that a sizeable portion of your income? 

t>7i tness Regan: A reasonable size, yes. 

l"1r. Moss: Approximately can you tell us something 

about interest paid by customers? How the interes t is paid 

by cust omers? 

tr>1itness Regan: Interest is paid by cus t omers to us 

on their debit balance in margin accounts. Buying on margin, 

as you probably kno\'l, is similar to buying on time, buying a 

house, where you put. a dO'.'mpayment , the broker lends you the 

rest of the money. Currently you put up 70 per cent, ·the 

broker lend s y ou 30 per cent. These margin d ebits \'le charge 

interest on. 

F-1r. Moss: l~1hat is the rate of interest '? 

Witness Regan: The minimum rate nOvl is 5 per cent. 

Maximum is 6, by the ",ay. 

Mr. Noss: For the year 1961 do you know how much 

interest was paid into Merrill Lynch by customers? 

Witness Regan: 19 million dollars. 

Mr. 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 It know who the author 

of the statement is, but Charles Merrill, who was one of the 
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founders of Merrill Lynch, Pierce, Fenner and Smi~h, started 

in lvall Street as an investment banker. One of the e ~rly 

specialties that he developed even prior to World War I, and 

of course definitely World War I during the 20's, ,.,as the 

development of the chain st.ore and the financing of chain 

stores. Such chains as we knoilT today, as J. c. Penny, New­

bury, S. S. Kresge, the various shoe companies 'eha t are chains. 

He also went into such chains as Sa£eway Stores. 

He financed First National Stores, all of those chain stores. 

He became knoilTn as a chain store investment banker. 

In 1940 when he was merging the firms of t-1err ij.l 

Lynch, E. A. Pierce, and later Fenner and Beane, he decided 

that the branch office operation should have many similarities 

to chain store operation. T'aa"c is, a large number of branch 

offices centrally controlled and managed from the home office. 

Mr. Moss: W3.S t.he idea to appeal to a broad range 

of the public or a broader range of the public than invest­

ment banldng houses and brokerage firms had been appealing 

to prior to that? 

Witness Regan: Yes. But there \-las a whole system 

devised at that tiroe of public education for potential in­

vestors. ~~at the firm did in 1940 was to make a survey of 

the present customers, of E. A. Pierce in the Los Angeles 

area. They ",anted 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 t~e things 

",e found that people needed was to know something about 

securities and how to find it out in a simp:J.e manner, ",rithout 

the necessity of piling through numerous volumes in order to 

unders'i:and how to buy and sell securit.ies. 

1I'lr. Moss: I take i ·t 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 st.ore idea 

involved central con·trol. You also talked about autonomy of 

the branches. How do you reconcile central control ana 

autonomy of the branches? 

Witness Regan: The branch is supervised by the man-

ager. He is on the spot. He knovls '''hat 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, arxJ we 

do all of our bookkeeping centrally in the home office. 

Mr. Moss: Tell me, 1I1r. 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 wonlt select them in any particular order, but 

jus t 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 

selling practices. 

Witness Regan: That is the administra'tive division. 

That is my 0,'111. The administrative division, as I said be­

fore, is broken down into six departments. Do you ,,,ish me to 

name them again? 

!>Ix-.Noss: No. Do any of the other six operating 

divisions ''''hlch you referred to have any concern or control 

over or responsibility in the area of training, supervision 

and selling practices, other than your own division? 

Witness Regan: Of \'lhom? They have the responsi­

l:ility for 'training and selecting their 011111 personnel and they 

have the responsibility for supervising their 011111 personnel. 

Mr. t-1oss: We are talking about the account execu­

tives and people ''Iho deal with the public in selling securi­

ties. 

Nitness Regan: You are talking about them. 

Excuse me, I didn't hear you. I have a ring in my ear. 

The operations division,of which Mr. Thomson is director, 

operates in the area of account executives insofar as the 

traveling auditors ,.,ho annually make a surprise visit to 

each office come under him. r'tr. Thomson also has the cash 

and margin department under him, which, of course, is 
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concerned ' 'l ith t he enforcement of Regulation T. 

The sa l e s divi sion has quite a bit to do with the 

s e lecti on a~the training o f of f i c e managers a nd accordingly 

t h e y c ome i n on t hat e nd. 'rhe sal e s d ivis ion a l s o h a s a 

special d epa r tmen t which mak es v is i ts to offices and which 

come back and rep o r t to the home offic e on wh a t i s go ing on 

in the offices. So they, too, are concerned in supervision. 

'rhe Presid i ng Of ficer: Ex cuse me , Mr . 1110 5 8. Are 

the research a c tivi t ies cen-tered in New YorJ;:: o r CI_re the re­

seaj~ch ac-tivi ties a r ound t he country i n the b r andl offices? 

Wi tness Regan: '1'he resea:cch a cti vi ties are pri­

marily i n lifevI York. We do h ave branch research facilities 

in Cana d a for Canadian secur ities and Geneva , Switzerland, 

for Eu:copean securit ies. O-ther -than that, i :t is all concen-

trated in Ne\oJ York. 

'1'he Presiding Officer: Hm-J about the -trading mar­

kets? Do -ehe l")v er-t he -count er trading markets e x ist in 

various of -the branch offices . or is that done entirely in 

Frev] York? 

Wi-tness Regan: That is controlled in Neill York 

and the primary tj~ading department is in No'.-' York . We do 

have branch traders in such offices as Los Angeles, Chicago, 

San Francisco, and the like. But their activities are 

supervised first of all by their office manager and secondly 

by the -trading depar-tment in Nev~ York. 
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The Presiding Officer: Would there be recolnmended 

lists or accepted lists of securities for different branch 

e>:ffi.ces, or is that all centralized in New York? 

New York. 

Witness Regan: You mean for traders to trade? 

The Presiding Officer: Yes. 

Witness Regan: That is con·trolled strictly from 

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. 

~lJitness Regan: Yes, sir. 

~tr. 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. 

!~. Moss: There is no executive committee? 

~Vitness 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. L"ioss: But you generally report to the president 

and the chairman of the board? 

Witness Regan: Yes. 



l'1r. Moss: Now, as I understand your table of 

organization, the branch offices report directly to the 

president, is t hat correct? 

y.v i i:ness Regan: Tha"t is correct. 
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!-ir. Moss: What are they reporting to the president? 

lrJit ness Regan: That is reporting as far as terms 

of control is concernec]. In o'cher worss, '(:he only one who has 

the right ';;0 hire end fire an office manager, to discipline 

an office manager, and has the lll\:imate responsibility for 

the actions of the office manager is the president, and then 

the chairman of the board. 

f4r. f.10ss: Does '(;he branch office manager make formal 

reports on a regular basis to the president? 

Witness Regan: Yes. We require a 't'lX'itten report:, 

quite a comprehensive report each year in writing. 

I<ir. Moss: And 'l:his has to do "lith '(:he operations 

of his branch, is that right? 

Hitness Regan: That is correc'c. 

r-~r. 1405S: Does the presiden t have other duties? 

Witness Regan: Yes, he does. 

I>1r. Moss: Yet he can keep track of 150 branch 

offices and he is 'i:he only one that is keeping track of 

these people or am I missing something? 

l'Ji-;:ness Regan: There are seven divisions keeping 

track of fhe offices in var ious cay;a cities. The sales from 

the sales point of vie"l. I am keeping after them from the 

point of supervision. loir. Thomson is keeping af ter t hem from 

the point of view of the back office procedures. 

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

l>litness Regan: That is right. 

362 

r-'1r. NOoSe: So if you find something wrong, something 

that is improper o r something you think is against Merrill 

Lynch policies, you then report to 'i:he president and say tha'\: 

branch No. 77 is not operating properly. 

Witness Regan: That is an oversimplificat ion of it. 

What "We actually do is thz!"!: if we find something '<Jrong ,.,..e 

disa.1SS it immediately with the manager. I am sure if he 

talks to I~r. 'rhomson about something wrong on hLs operat ions 

he is not just going to sit still until our president calls 

him. He ,.,..ill do something abollt it. '1'he same thing with the 

other branch manageJ: s. Ultimately the responsibility does 

lie with the president. 

Mr. JI1oss: So ·the other divisions do cOf£IDlunicate 

with the branches and give them ac:hl'ice from time to time. 

vatrrss Regan: Definitely. 

r~r. Moss: But . they can't punish them, discipline 

them or give them direct orders, so to speak. 

Witness Regan: Yes. I "10uld use the adverb 

constantly in communication with them. 

Mr. ~loss: Did there come occasions when the branch 

manager disagreed with what a division suggests am then I 

take it the matter is resolved by the president? 

Witness Regan: 'rhat would be correct. 
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X·Ir. Moss: • So as an example, if one of 'j: he 

divisions, say your division, tells 'che branch manager, "I 

think you have been trading too many speculative issues, I 

think you should cut it do\yn," am ',he branch manager 

disagrees ",ith you, i,t; :i.s not a matter for the president. 

You can I t direct him 'co stop trading a nllmber a: speculative 

issues in a given situation. 

Witness Regan: I cannot recall any ins'cance where 

that has ever happened~ ;'lhere a manager an::! a division director 

go down on the mat and put it up to the president who is right. 

Mr. Moss: I take it from 'IIihat: you hav,e said so far 

that the branch manager is the key operating mm in the 

Merrill Lynch organiz ati on in 'cerms of basic supervision and 

basic selling praC'i:ices and the like, is that right? 

Wi'cness Regan: That is correct. 

Mr. Moss: Can you tell me or tell us how a nevI 

branch office is generally started? By that 1 mean do you usuall~ , 

pick up another firm or do you ever pick up another firm or do 

you just go into a n8'''' city and open an office that is no\." a 

Merrill Lynch office? 

Witness Regan: Usually we go in'co a city on our own. 

That is, 'tie don It merge with another firm or take over another 

firm. We, of course, select the city \<lith grea'l:: care. 

Naturally since we are business people lOoking at it from 

its potential and things of that nature. Having selected 
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"jith th e advic e Dna help of our personnel department, he 

sets about r ecrui t ing a staff. We also give him some 

ex perienced men to accompany him. 
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Mr. Thomson will provide for him an operations 

manager. He will aJ,so start recruiting a staff of operati ons 

people for that office. 

Mr. Moss: Is the m<:ll1ager al\oJays a Nlerrill Lynch 

man ""hen the o ff ice is opened? 

Witness Regan: Al\\'ays. 

Mr. Moss: So ll:is somebody who has been through 

the Merrill Lynch training program and has worked at Merrill 

Lynch in some phase cr another before he is put in charge of 

an off ice. 

Witness Regan: That is correct. 

Mr. Moss: How about 'che salesmen? Let us say you 

open an offic e in Texas -- Dallas -- ''lould you recruit 

people from Dallas area \J'}ho have had eJCperience in the 

securities business, or \oJould you only take people ,...,ith 

experi enca in I'4errill Lynch, and then put new trainees in 

there? Hl.W do you staff an office with account executives? 

Witness Regan: We do not a 'ctempt '1:0 get salesmen 

from other firms. I can't say the reciprocal of that is true, 

by the ",ay. W'e ,.,rill select Merrill Lynch people , several 

experienced ones, the remainder 'I:raining school graduates 
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\'1ho "tilIne given the regular training program before they 

' o1ould go into the new office. 

1I1r. Moss: So thol: basically you don I t look ax ound 

in the area f or salesmen who have Cl cu stomer £ollo\o1ing and 

then get t hem for Merrill Lynch. 

witness Regan: That is correc'!:. 

Mr. Moss: I take it some t i mes that happens. 

vJh :ness Regan: They approach us some'i::imes. They 

hear Merrill Lynch is coming to tm~n ard they \olen t: to join our 

firm. 

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

witness Regan: We will consider 'chem. 

Mr. Moss: With respect to r ecruiting alii hiring 

, 
of the branch office, is i'i: done on the branch office level? 

Lei: us take Dallas, Texas, again. Would 'che recruiting and 

hiring for an of fic'e in Dallas be done in Dallas basically? 

Witness Regan: There are severci1. 'I.oJays that we ,',!ould 
• 

recruii: depending upon the office and the individual 

circumstances. If this "lare a branc he,,,, office in a brand 

ne\'J town, and v1e wanted local people, "Ie vlwld 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 number of applic ants there were, and depending ' 

upon how many the manager of the offic e thought he could 

start off intelligently and keep under control and supervise 
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properly, that number, about double that number would be 

suggested to the manage~. From the final list selected by 

personnel, they ''lould go over and select the l1ltima te number 

to go to our training school. 

l-ir. t-10ss: The manager 'I,oJOU Id make the selection? 

vHtness Regan: He has the f~nal say. 

Mr. Moss: Can he be vetoed in Ne\.] York? 

witro ss Regan: Defini'l::ely. 

Mr. f.loss: By the PCj:so nnel officer? 

Witness Regan: Well,not directl y. They would talk 

about it. They waid counsel the office manager that they did 

not think so and so measured up, that he might look at 

somebody else i.nstead. 

Mr. Moss: I take it if ? dispute arose, 

rhypothetically,between the b ;canch manager art! the personnel 

man, it would be decided by the president? 

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

r-ir. Moss: Can )lou tell us generally what your criteria 

for selection of account executive is and \,lhether you recruit 

in any other way than advertising? 

wi tness Regan: Yes. The \\lh01e 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 '!,\lhy we do 

as we do. 

~fuen we started this training school in 1946, 
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,,,e had a management consu1'i:ant finn which by the ' ··lay is the 

same one that the Nei" York Stock Exchange used to get their 

new training progr am under way. 

Bac1~ in 1945, we had them set up job specifica'cions 

and job standaxds for our account executives. That runs to 

eight pages I 'che job specifications of an account executive. 

I have copies if you want to see i 'c. 

Basically "}hat \<Ie do in this selection, i'le are 

looking for men of good s'cable backgro unds, highest of moral 

calibe:>:, men \'1ho have drives that 't'lould be desirable in 

our type of business, and men "iho sho,", a keen sense of stei',ard­

ship, because in the lll'i:imate they are 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 wau ld have '1:0 get at 

honesty and integrity. Par'!:.C ularly in finance he would have 

to have a <Fod numcrcial facility, things of that nature. 

You would have to find that since this person is not to have 

too much analytical techniques 'chat b3 should not be 'coo much 

of a student. He should be more of an extrovert. Since he 

is dealing 't'lith people, things of that na'cure. As I say, they 

run '1:0 eigh~ pa ges. 

The Presiding Officer: At the oU'i::set you talked 
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about on e of your principles as being putt ing the cus"i:omer I s 

interes t :fir at. I would like to apply tht at the salesman I s 

level. You wa n"c a salesman to follow your principles, 

presumab ly. I would like to know just ,,;ha"c that means at the 

sales man I S level, as you see it. Another '"litness h a s said 

that he considered t he standa:cd of: professionalism to be 

put"cing the cuntomer's interest first c:onsis"i:: ent with ea r ning 

a living in a c cpi."c2l i s tic system. I am trying to apply this 

at the s alesman I s level. To \.;h:d: e x tent do you indoctrinate 

and to wl".a t ex ten"c do eJcpect "cha t s a lesmen Pll"i~ the customers I 

in!: erest f irst? I s that an actllali"i:y o:c an aspiration or 

what j s it in your firm? 

• vJi t ness Regan: I "c is a many sided question • 

The Presiding Officer: Yes. 

Witness Regan: Let us deal with the first part of 

the customer's in10rest. We absolucely insist 011 that. There 

are other things "vJe ",:LII probably Uet into later, but I 

will mention briefly in passing he:.::e. 

The system on which we compensate men is geared to 

make certain that the customer's inter est comes first. He 

has no specific interest in the customer's commissions as 
; .. 

generated. 

Secmdly, in all of the principles that \'le teach 

ou:r men we are tryi~g to teach them that \~hat is good for one 

Cl.lstomer 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 \lJant long term gro,."th. Some 

people do '\'1ant '1:0 speCUlate and we see nothing .. 1rong \."ith 

speculating but i'c must be done with the person's full 

knowledge of ,,;l'l:-c the pe rson I s investment obj ec'cives are, and 

what he is 'crying 'co accomplish. It makes no sense for a man 

to try 'co advocate that a person with one investment objec 'i;:ive 

buy something else. This is not in the customer's iliterest. 

This is what 'Ne do not \'Jant. That is wha'i; we cons'cantly are 

",a 'cching for. , 
- j 

As far as your professionalism is conce:cned, I 't"lo1.1ld 

say the professionalism goes a little bit further than the 

definition that yOl quoted to me. I 't<lould say that first of 

all if you go back, ''1hat 't'lOre th~ four basic prOf essions in 

the !-1iddle Ages, teaching, that is the doctor of philosophy, 

there was the lawyer, the ministry and medicine. Those were 

the four. All of those, I think, have an implication of 

learning, txaining,de dication, career type of 't'lork. I think 

that is the first thing you 'i:hink of ,,,hen yw think of 

professionals within our industry a dedicated man, a 't\lell 
': 

trainedman, a man of highest intellect, a man of highest 

caliber; morally -- then the man ,.,ho puts the cl1stomer' 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 n~ to simply encourage the 

drive for selling f or the sake of sellin g? 

Nitre 59 Regan: That is cor r ect. 

The P:cesidinc ; Officer: Proceed, please. 

H:c. Moss: 
. ... 

'~[Oll toJd us baGically, ho\,] you recnu'l.. 

Tell me hO'1 many peop le stay ,,,ith the firm. What is your 

tu:rno,cn: rate gene r ally? 

Witness Regan: As r silid :i.n rnycpening statement, 

among account e>:ecu 'c i vcs, e:{clusive of retirements ullil dea'chs, 

our ilnl"lual "th1Y110ve:c rate is lens 'cha n 5 per cent. 

Nr. Mo s s: That means 

witness Regan: Out of 2,000 account eicecutives, 

less than a hundred ' ''Ollid leave us in anyone year. 

Mr. t10ss: Gene:cally why do they leave? 

i'Jitness Regan: Most people think to go to 

competi tors. Styangely enough only 7 per cent of those ,,(-1ho 

leave us go to competitors. 

Mr. Moss: Of five per cen'e \'1ho leave, only 7 per 

cent remain in the securities business? 

Witness Regan: liIo, not remain in the securities 

business, but go to competi'l:ors. Some ,,('liI1 remain in other 

aspects of too security business. They may beCOmE investment 

advis ors. They may go to work :Eor a bank. They may go to 

work for one of the large charitable or educational 

ins,tii:utions handling their portfolio. They may go to 
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por'i: f olios. Things of 'i:hat nature. 
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Mr . !vlOSG: Would you cOl1Gider going with a competitor 

if a salesman went to a non-member firm? 

Witness Regan: Yes. 

l).1r. Hoss: You s'i:ated thai: one of the principal 

attributes of your professional account executive was his 

training. 

Witness Regan: Yes. 

I-lr. Moss: Can you tell me briefly what the nature 

01: describe brie fly ,the ni;l"llre of " he t ,:eaining program that 

Merrill Lynch uses? 

t~itness Regan: We have blO i:Y[..es of training programs. 

The first ,'Ihich I ,'iill describe is '1:he regular acc.'ount executive 

trai ning program "Ihich is designed for younger men. The one I 

am speaking of :frirst is the one designed for people of age 

brackets of 24 to 35. The;) se men --

loir. l-10ss: They are the younger men, I 'cake it. 

Witness Regan: No, they are the older men. The 

younger men are 21 to 24. It does seem ridiculous, doesn't it. 

~~e men ~o are selected far the regular training program start 

work in a br<lnch office. Normal!, the branch office for \'1hich 

they are ultimately designed to \llork. They are given a 13 

week on the job training. 'l'here is a kit of material 'chat 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 period to see 

how ",ell he is doing~ hClllwell he is acqu:1. ,dng both his on 

the job training, and how well he is absorbing his reading 

material. 

At the end of 'che 13 week period, he gee s to New York 

to our training school. He then spends 14 \'Jeel{s in class room 

\'1ork from 9 to 5 each day, plus several hours of home work. 

Upon the completion of the training school in Ne,,7 York he 

returns to his office. He sperrl 5 another fOll r weeks ,to eight 

weeks i n a refresher course, oifice procedures and the like, 

befole he star'i:s handling accwnt s. Do you ,\lant to lmow about 

the junior executive program? 

By Hr. r-1oss: 

Q During all 'chis time is the salesman permitted 

to sell any seCLll:: ity at all? 

A No, absolute ly not. 

Q As I add up your pii1cgran. it is 13 weeks in the 

b:anch off ice, 14 weeks in the classroom, is tha 1: 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 t1 at post training can he sell at all? 

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

our organization. 
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Q I take it: the formal training period, the set 

period of 27 "leeks is a minimum requirement for the New Yor]" 

stock Exchange, is that correct? 

A That iG right. 

Q Do you think that is sufficient? 

A Yes. 

g Can you give us generally abrief idea as to what 

the content of the training prog~cam is in the home office, 

the classroom training? 

A Yes. It basically consists of nine to five each 

day. The sessions normally last about an hour and a qLlarter r 

Total we figure is aroLlnd 430 hour s of cla ssroom "lorlID. Just 

giving you a rough indication, corpor ation finance, 

money mar kets, in'cerpretation of financial statements, the 

student ",ould spend abou'c 1l.Q sessions. In accounting, 

income tax, things of that nature, he , ... OLlld probably spend 

about another 16. On the Securities Act, laws of the 

securitie s business, rule s of the :tile", York Stock Exchange " 

and ·the like, he ,,,ould spend about 30 sessions. Then of course 

our own -things he ,·!ould have to learn, such .as margins, 

computing, order wrii:: ing and the like, he would spend ' another 

20 or titore sessions. 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, underwri±ings 

and so on. 
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Q Do they have any time spent on sales training? 

A Yes. 

Q About hO\l1 much? 

A The course in the sales and the like lasts about 

24 sess ions • 

The Presiding Officer: Where do you fit in these 

obligations to put customers first? 

witness Regan: In the 30 hours in :C1.11e9, 

regulations I principles ,our 0"10 policies. I personally give 

two sessions . Mr. McCarth~1 gives one and Mr. Leness gi ves two. 

By IclY' . Moss: 

Q Do you kno,,, "'he't her any firms give les s than this I 

any member firms? 

A Less training than . this? 

Q Yes. 

A The basic requirement is that you must hav e six 

months in bu:iness before you are eligible to take the New YOl.·]~ 

stock Exchange examination. h7hat the other fLcms do with 

the person during the six months training period, I do not know. 

The Presiding Officer: In o 'cher words , there is 

no New York stock Exchange requirement that there be training 

equivalent to \,lhat you have just described. There is a 

requirement that selling is restricted for a period of six 

months. 

Witness Regan: That is correct. The lITe,,, York 
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Stock Exchange have recently come out "lith a ne\>1 training 

guide and a ·i:rainer I s manual ,<lhich ,,,as ,·]ritten by r-1errill 

Lynch, as a matter of fact our own director of training wrote 

it for the N e\<l York S·cock Exchange. They have recen·c ly held 

a confe:rence on this to describe it Ifi.o o t her member firms. 

By Mr. r1oss: 

Q Now, about hO\"I many people do you train in this 

prog:L<lm each YCcli: ? 

A Cur rcntly about 300. 

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

A Yes. 

Q And of thos~ 300, most of them go on to work for 

Merrill Lynch as account cJcecutive~~ is that correct? 

A In the particular course that I refer to, the 

regular account ex ecutive training program, yes. In ·che 

junior executive training program, some do not go into sales. 

Q When you talk about a five per cent turnover,yeu 

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, ,'Ie have put 2100 people ·chrough that school. 76 

per cent are still with tile. This cons·cal'i:ly amazes industry 

that ,,,e m ve been able to keep that retention rate. 
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Q Do you pay them a salary \-lhi1e they ar e going through 

training? 

A Very definitely. 

Q Thinking abou"c professions, most professional people 

when they get their training have to pay for it themselves. 

t~y do you "think --

A I have heard some law firms say differently. 

To be serious for a minute, we feel if we aL e going to 

attract ele type of person tha t \-le want, we would say tha t ,.,e 
have to pay them a decent salary in order to a"i:eract the type 

a( person we want. Our minimum salary is $375 permonth. 1"1: 

can go as high as $700 a month. In addition to which they 

get an allmvance, $75 for bachelors, $150 for a married man 

while in New York. 

Q I take it your anS"Jer in subs"cance is that if YOll 

did not pay them, it ,."ould be veJ:y difficult to get trainees, 

is that right? 

A Of t he caliber we want, yes. 

Q Can you tell me generally about how many present 

account executives went through this rigorous training 

program? 

A Approxima"ltely 67 per cent of the account executives 

now with us went through the training program. 

Q And the other 33 per cent had some lesser degree 

of training? 
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A Yes. You must remember among thos e 33 per cent 

still ,oli t h us axe men in our 50 year club, lots of men 

i n our 25 ':t13 ar club, and the like. 

Q I "cake i t your junior execll'i:ive training program 

lasts a year an::! a half or tOYIO years? 

A 21 months. 

Q Does "i:hat mean that the person in the 21 to 24 year 

age bracket takes ibhis COUl~ se and doesl) , t sell for 21 months? 

A That is correct. 

Q And may never sell? 

A And may never sell. He may go into our under'Vlri"i:ing 

depar"~mcmt or some other depar"o:ncnt "lit hin the fi:cm. 

Q I take it the recruiting is done :erom college 

gradual: 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 for 

account executive s generally? 

A Let us put it this ""lay. ~V'e _"ant college graduates. 

About 5 per cent of the people "Ne accept we waive th"ri: 

requirement though they have all attonded college. 

Q You are familiar with the Me,,, York Stock Exchange 

limited reg!s-tration examination? 

A Yes. 

Q Does Merrill Lynch encourage their" personnel to 
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take that examination? 

A No , we do not. 

Q You a 110\'1 them to take H? 

A No , 'ole do not. 

Q So there are no limited registration employees 

at Men'ill Lynch? 

A There is none. 

Q Il1hat is the sales assistant? 

A .1~ sales assistant is a registered person who 

assists an account executive in handling his business. H: is 

usuall y a she. She will normally take telephone calls for 

him, give quotes, keep his books of record. In his absence 

talk 'co his clients , and ans\'ler such quest ions as she is able. 

Q Arethey registered? 

A Quite a fe,,, of them are regis·cered. v1e prefer to 

try to register them if possible on the of f chance that 

they might han:1le an I!)rder. 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 securi'i::ies if the 

account executi ve does not happen 'co be present? 
. • A No, they are only supposed to give actual facts. 

Q lrfuich come to them from where? 

A From our research material, that is. if somebody 

says, "What is the dividend en U. S. Steel" or something of 
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that nature, or \0,7hat is the market currently doing, normally 

that is the 'cype of inquiry they ,.muld handle. 

Q If a customer calls and says, "Do you think I 

should buy XYZ stock", "lha'i:: is her am'/ex going to be? 

A If '(:he account e~{ecut ive tha t she is assis 'i.:ing is 

not available to an S'Vler this pa rson 's inquiry I she is allowed 

to say 'co him, "I see by our such and sL1ch," -- either our 

Stock Comment or Security Industxy Survey -- "that our firm 

thinl~s of it as such and such." 

Q Do t hey get any 'i::caining 'Vlhatsoever? 

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 i-V0 don I t see r;my purpose as far as Merril;I. I,ynch 

is concerned. 

Q How about other fims? 

A I suppose that is their problem. 1'1e do not llse it. 

Q As a leader in the industry do you have any 

danger in having limited registration peopl,e selling mutual 

funds and MIP's? 

A Yes. 

Q Can you elaborate, pIe ase, if you care to? 

A Let us put it this way. We \'1i11 go back to what I 
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\.,as talking to the Presiding Officer about, which is the 

quality of proiessionalism. We "chink that people representing 

a firm, talking to people about their investmeil "i:s , this is a 

pretty ticklish subject. This requires a degree of 

professionalism. Normally the limited regis t r a tion does not 

indicate the quality of professionalism "chat might be needed 

to advise man y people about their finunces. 

Q Let us turn to supervisionald cont rol of branch 

office activities. 

The Presiding Officer: I "thinl{ at this point '(,-;(J \oJill 

take a ten minute recess. 

(Short recess.) 



wil fls bow 881 

The presiding Officer: The hearing will be in 

order. 

Itr . Moss: At the recess ",e had commenced some 

questions about supervision. Now, is i t safe to say tha-t the 

first line of defense of your firm "li th respect to super­

vision and control lies wi th the branch mara ger? 

~l7itness Regan: That is correct. 

Mr. I\ioss: Can you state briefly how they are 

trained or advised by your firm in connection with their 

duties as branch managers? 

~!Ji tness Regan: Yes. Our branch managers are 

normally selected for the smaller offices from -the ranks of 

our account eJcecuti ves. 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, "IIle 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 tl7hich I referred to earlier, 

a report of his operations :Cor the year, he commen-cs on his 

own staff. 

As our people from the home office go out to visit 

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 \'le might consider for office 



, 

• 

w2 

882 

managers, a group of senior officers in the home office sits 

dO\'ln and select the particular grollp that we lIlant to put 

through this manager-training p r ogr am. The ma n, once he is 

selected incidentally I t 11is man s ometimes takes a pay cut 

in oreer -to become an office manager -- he comes t o New York 

for a p eriod, their average has been about one y e a r: in Ne'('1 

York. 

While there, t11ey visit all of our depar -tments . 

They s p end time in the depar tments. The y go out ana make 

extended visits to of f ices to s ec how ot her ma nagers 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, 

i.:hey have had, oh, ten years or more of training within our 

firm. 

When ' 'Ie come to the larger offices, we select those 

managers from among the more capable smaller office managers, 

normally. 
By l\'Ir. 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 charge of all of the clerical 

people, the cashiers, the margin clerks , the wire order people, 

people of that nature in the office. ~1is man has overall 



883 

supervision of the bookkeeping in the offices. He is noting 

various thi~ which he constantly reports back to the manager. 

I ;11n larger offices there may1:E a trader in the office 

who would handle unlisted trading as we discussed previously. 

Then the account e xecutives in the office come directly under 

the manager. 

Q Pa~ct of the supervisory function over the account 

executive is in some way delegated to the operations manager, 

a.."ld he is looking at accounts and checking books and watching 

the cashier, is that correct? 

A Yes. 

Q But the ultimate responsibility is in the branch 

manager? 

A Correct. 

Q Do all Nerrill Lynch offices have operations [, 

managers? 

A Every oner yes. 

Q Do they have assistant managers? 

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

matter of practice we seldom use it. 

o mlat happens if the branch manager is out? 

A One of the senior account executives is appointed 

to act as manager pro tern. 

Q 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 ..... 
~l.. • 

Q t~ho has decided that? 

A Normally the manager has talked to New York about 

~lo1ho he would designate during his vacation period or some -

thing of that na-ture. If there is no one in the office that 

is capable -- let us suppose ~ile are talking about one of -these 

ne\l7er offices that were just opened, something of that na t ure --

we would send a person from New York t o pinch-hit. 

Q Can you describe, and I think you have described 

some o f the duties, briefly, the duties of the office manager? 

A Yes. I have such a list here. First of all, he is 

• to train and maintain his staff. He is to put i n to effect our 

policies and procedures, interpret and eJcplain them for the 

benefit of his people. He is supposed to be familiar with 

the rules and regulations under ,·,hlch 'lIe operate and he is 

responsible for the compliance with those rules. 

He approves the opening of each ne~., 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 am ut the new account. 

We have a new account form with the person's name and address, 

his occupation. We want credit references. We "II/ant the 

person carefully checked out so that we kno\I7, fi rst of all, 
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with "'hom 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 

Ne,.,r York Stock Exchange rules. I am talking there about 

making sure the person is not under 21. We are not permitted 

to deal with minors and so forth. 

Q T'nat is to protect the firm? 

A Yes. 

Q Do you ever conceive of due diligence in terms of 

suitability? That the manager should know what type of 

person and , .. hat hLs economic status is in order to supervise 

the account 'elcecutive in determining whether his sales and 

the stocks he represents to customers are suitable or not 

suitable for that particular customer? 

A 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 t s objectives and ·che service requirements for that 

particular account. 

The manager revie\'1s 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 fo r income, the manager, being experienced in the 

busines s, can qui ckly glance at that account and he can 

determi ne \<lhe'ther or not that person has income s ,tocks or 

grO\.;th stocks \;7h i ch might not be appropria'ce. 

Q Does your customer form or application blank con-

tain a statement of his assets? 

A Yes. We insist upon kno"ling ,the ne't '\t.orth of our 

clients. In the event that the information is not forth­

coming from the office, ",e make a credi,t check on ,that customer. 

Q Do you have information "lith respect 'to his income 

generally? 

A Yes. 

Q I take it your testimony is that these inquiries 

serve a twofold purpose. r'irst, to protect the company 

against the customer, and second to protect the customer 

with respect to suitabili,ty of securi"cies 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 hard to generalize. 

Q Give us a range. 

A A range? I would say -- may I consult wi"ch 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 I'U'. Noss: 

Q Let us try it this ",ay. Approximately hON many 

accounts \V'ould 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 Office. I ~"oulcl judge 

at that time we 'mus 't have had about 25,000 accounts. 

Q Ho\-' often is the manager supposed to review these 

accounts? 

A Every six months. 

Q Is it feasible, is it reasonable --

A You must remem.ber thai: 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 

t~ying to sound, hex-I will I put i'l:, as though :r am trying to 

talk you dovln. You must remember first of all a great many 

people use a broker. They are not interested 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 wa11t. They think they know 

the market, and the like. 

Obviously this type of account the manager does 

not have to scrutinize, where the man is using him strictly 
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as a broker. 

Others are ins,ti tutional accounts. You probably 

a u tomat ical ly do not have to look at the ins'ci-tutional accounts. 

Th e same thing for fiduc i ary accounts ~.,rhere this is an es 'cate 

b e i ng s e'ctled or a 'trustee buying :Cor his trust. Things of 

t h a t nature , you would not have to look at those from the 

point of vie\-, of investment objectives . 

'1'hen you have -to get down to t he har d core of 

accoun'cs which the manager def i nitely has 'co check. 

Q I-: OlrJ doe s a manager know, when he looks at this piece 

of p aper vlith numbers on it, ho"" does the manager know whether 

t h is p a rticular customer is just using you as an agent, never 

aski ng for your advice and never consulting with 'che account 

e xecutive other -than merely to relay the order? How does 

t h e branch manager know \'lhen he looks at an account, that 

this r equires surveil-lance, checking and care? 

A On that code 4-R it states the investment objec-tives 

and servi ce requirements. When the account is fij:st opened 

and the account executive would note, "Only ".,rants us to 

execute orders," or he would put, "This man just wants 

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

does not ~·,ant our advice, 'Jle don I t mail him any of our li tera­

ture because those come under service requirements. That 

,.,ould be an indication -co the manager of 1rlhat type of account 

he is looking at. 



-
889 

Q If the customer has indicated that he is not expect­

ing advice but merely ex ecutions, does tha'c mean that the 

account executive is prohibited from recommending some'thing? 

A Not prohibited. He migh'c talk to that cust omer. 

But normally speaking, SLlch an account doesn' t \Olelcome sugges­

tions. Therefore, ra'cher 'chan lose the account by trying 

to foist opinion, you just refrain from discussion. You 

merely say, "Yes, sir I" and ta]~e his order. 

Q tvould the branch manager ever know whether a par-

ticular series of transactions resulted from recommendations 

or from the customer's 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 

'chese clients. 1"irst of all, from the poin't of view of sales, 

thanking them for the business they have given us. Secondly, 

inquiring '<1he'.::her the service they are receiving from Merrill 

Lynch meets their objectives. 

In the absence of a negative reply, ,"2 ,,,ould assume 

that everything was correc·t. 

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 tenns of whether he wants Merrill Lynch 

to be merely an agent or adviser? 

A Yes. But you must reme~ber that the account 



• 

890 

executive also wants this in writing for his sales assistant 

to note in ,the event of his absence, so he has 'chat informa­

t i on r i gh'c there so it can be turned to quickly when :the 

custome r calls. 

Q Aside f rom r eviewing accounts, and the function of 

the bra nch manager in the six-month revie\'l, are there any 

other con'crols on the branch office? 

A Yes. Each manager receives through our electronic 

data p r ocessing facilities each day a list of trades that took 

place in the previous day in his office. Thes e are broken 

down b y cust omer. The office manager goes through these 

regularly to see or to look for concentrations of particular 

stocks being bough'c in his office, to see, f r ankly, how much 

activity was ifl his office. 

This is then 'turned over ,to the operations depar't­

ment to make absolu'tely sure that these were the orders that 

were executed in that branch office on a previous day. That 

is called 'the 1028 form at Merrill Lynch. 

Q So, as I understand, the ne~ct: day, on trlednesday, 

5,000 orders were executed on bought business and sells. 

On Thursday morning the branch manager has in his hand a 

profile of each transaction that tooJ~ place in his office? 

A Exactly. Today's transactions. Take right here 

in our Washington office, a copy ,,",ould be given to the 

Washington manager and in the morning he will have it on his 
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des]e. 

Q I take it he is supposed to exercise his general 

supervisory func t ions '''hen looking at that piece of paper? 

A Yes. Tha 't becomes one of his regulc,r duties every 

morning . jUsa spots date trading and things of 'chat nature. 

Q Does he get a ,,,eekly tally? 

A No. He also gets, in addition to that, a 1031 form 

which is a business sheet. This sh~JS all entries in a 

custor.uarDs account, dividends credited , rights cJ:edited, 

it shO\'1S withdra,,,a1s from the account , plus the purchases 

and sales. At the end of the month, he gets a summary of 

all that has transpired in his accounts. He gets an ac'civity 

report. The activity report shows the number of transactions 

by account for the particular mon'ch, plus the total commis-
. 

sions that have been given to Merrill Lynch. 

Q Leavll1g the branch for a minute, what controls, 

or ,,,hat does the home office see with respect to the branch I s 

activities, and ,,,hat is it looking for? l'.'hat is your divi-

sion, which effec'i:ively 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 thanlcs 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 t h epoi nt of view of the overall firm, ""e can see pur­

chases i n many o f fice s of the same particular stock. tqe note 

activit y. These a r e summarized and a report of unusual 

activity in accoun ts is furnished on a monthly basis t.o my 

divi sion to look over to spot any unusua l trans actions. 

The ope rations division under Mr. Th omson checks 

constantly to see that our penny stock policy is being ad­

hered t o. 

o Wha·t do you mean by that? 

A Ne will n at handle or.ders in penny stocks which 

",e use a s a term for s tocks selling under ·t\"l O dollars a share. 

We do not solicit ·them. v.7e do not want to handle them. 

That i n cluoes Regulation A filings. 

Q Let us talk about the Regulation A filings. W11at 

does that mean? That Merrill Lynch \-Jill no·c, ei ther as 

agency or principal basis, e}cecute an order for a customer 

on the buy or sell side of the Regulation A? 

A Unless or until that particular security has 

maturity and we take two years to see if it has matured. 

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

A The b10 years? 

Q Yes. 

A IIJe 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 r efuse to handle orders in that list of companies. 

Q Do you have a lis t of maturing Regulat i on A's? 

A I don' -j: think ,,,e -- ~Te will handle it this way. 

If such an order comes in, and normally these Regulation A­

s -tocks are handled in the over-the-counter marke t , and the 

trader ,.,ho is handling the stock and spots that i -t is a 

Regulat ion A f iling, - or he recalls or sees it is a ne," name 

and recalls it is a Regulation A filing, it ",ill be bounced 

back to the office. If it is over two years, the manager of 

the off ice may make an appeal to the head of our trading de­

partment and reque st that, on an mcceptional basis, this 

customer be permitted to buy -that stock -through us. 

Q I nm" turn to Operations Manual, Section 6-A-, 

Account EJcecutive Functiol'lS. On page 107 (b) you tal](: 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. lie make no provision in -the Operations Manual 

for that. This is a rule experience has taught us. Take a 

stock you may be fa:miliar 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 cHd not reach that 

or id not mature t o the point where it was a recognized 

cmnpany wi th a good market, I take it it would s'eill be re-

stricted or prohibited? 

A That is correct. 

Q ~'Jhen you talk about Regulation A.I ,,,ould you quickly 

tell u s \·,ha'e a Regulation A offering is and enlighten all of 

us? 

A A Regula-tiol1 A filing is a n 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, \'lould tha-t be exemp-tion from filing 

a full registration statement with the Commission maJdng all 

of the disclosures necessary under the 1933 Act? 

A Thank you, yes, that is ~orrect. 

Q The Reg A would be exempt from maJdng those dis-

closures? 

A Yes. 

Q Do your runs I or your IBt·i runs, in any way highlight 

or pinpoint over-trading or churning in accounts? 

A This activity report -to '''hieh I referred earlier, 

wherein each month the manager of the office, as well as 

certain departrri'~ntf:i .in the home office, is furnished wi'eh a .. 
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copy by account number the number of transac'cions in an 

account and 'che total amount of commissions. This is summarized 

also monthly so that there is a cumulative total as well as 

the individual crmounts during t:he month. This gives 'che man'­

ager a pretty good idea of ac-tivi ,ty wi thin his accounts. 

The normal manager goes dO'Vln that list. He sees 

ii.1creasing aCi:ivi ty in an accoui.1'C, an account tha'c gave $50 

in one month has given $750 suddenly. He ,,,ill want to knm" 

why. He looks up thai: account and dincusses ",i,th ,the account 

e xecutive and finds out ~n1Y the activity. 

Q ~\1ill the manager call ,the customer to find out if 

the accouni: executive;s explanation is reasonable? 

A Very definitely, he should. 

Q Nith respect to this area, does rllerril1 Lynch per-

mit its salesmen i:o have discretionary accounts? 

A Absolutely no discretionary accounts allowed at 

l\lerrill Lynch. 

Q You kn01.v that many firms permit salesmen to have, 

or account eJcecutives to have, discre'cionary aCCOUl'ltS? 

A Yes. 

Q w"hy does lJ[errill Lynch prohibit discretionary 

accounts? 

A There is too much danger and too much trouble in 

an accoun't executive, registered representative, handling 

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

danger to t he firm? 

Witness Regan: Danger to both. Danger to the 

custorre r and dang er to t h e firm. 

By i'1r. Moss: 

o 'Nould y ou say that allml1ing salesmen to have dis­

cretionary accounts magnifies or multiplies the number of 

supervisory problems the firm has ai: that poin·t? 

A Very definitely. 

o Is it a fact ·that the liJew York Stock E~tchange has 

a rule wh ich requires discret:ionary accounts be supervised 

directly by partners? 

A That is correc·c. 

o Can any of.ficers of your firm have discretionary 

accounts? 

A Absolutely not. 

o I take it you have no investment advisory clients? 

A We have none. 

o So the only advice you give your salesmen, or your 

aCCOUi'l·t execl1.tives give to customers is the normal advice 

that a salesman gives "lith respect to purchases or sales of 

securities, is that correct? 

A l'lay I elaborate a little bi·t? 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 \o70rlc. 

Based upon, and \07e actually advertise this as a service to 

individuals -- if you ,,,ill tell us all t:he facts about your­

self, \ole \,lill ·tell you '''hat our ideas are in accordance with 

your investment objectives, '''hat your securities portfolio 

should look lil~e. 

We also advocate for the person who had his port­

folio revie\"ed by us do so regularly on a six months I basis. 

Th:i> is not mandatory. It is purely voluntary on the part of 

the customer, at no charge. 

Q You mentioned two pOlicies that your firm has,. 

which I take it are designed 'co prevent complications of one 

sort or another, and ·that is ·the penny s·tock 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 firm? 

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 --

Q 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 corr ect. 

Q With respect to penny stocks, Reg A, and Canadiai1 

res t ricted list of securities, it goes fu;t 'che:c than that. 

They cannot solicit, but they cannot take an or'd er? 

A That is right. That also applie s to intrasta~e 

orders. 

Q Why not? 

71 The pos sibility that they \'lill leuk out of the state 

at'ld you might engage in a distribution unwittingly. 

Q You mean a distribution in viola'tion of Section 5? 

A ~~at is correct. 

Q That would be an illegal distribution? 

A Correct. 

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

A No. ~le 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 ,,,ill 
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accept orders on regional exchanges for stock selling less 

than two dollars a share, if in sufficient amoun"c. We will 

not open an account: for that purpose and definitely we will 

not allO"toJ our men to solicit orders. 

The Presiding Officer: There are some exceptions 

to unsolicited orders for "the penny stock? 

Witness Regan: tfuere lis"ted on a major exchange, 

yes, sir. 

By Mr. I~oss: 

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 gran'ced by the manager 

of the marketing depa~tment. If he has any doubts, he con­

sults with the legal department. 

Q Let us take the Canadian restricted. 

A ])Yo excep"tions on that. 

Q Intrastate offerings? 

A No exceptions. 

Q 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 



appear on the SEC restricted list. tihat do you mean by 

unscrupulously promoted? 

A If we had an indication eith er from our clients 
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from t,1 10m ,,,e get quite a bit of iniorma'cion, or from the SEC 

itself in some of i·ts releases, that ~:here might be a pro­

motion going on in a particular stock, the boiler-room tech­

nique D some'chin9 of that na·ture . we definitely will not handle 

orders for it. 

Q Do you also eJcpect limi'ced application of your 

account executives and branch managers . they t,rill al\."ays be alert 

in their regions for v]hat could be considered unscrupulously 

promoted securities? 

A ''''e hope they are , and ,,,,e ask that they pass that 

information on to us so we can notify other offices either in 

the area or na·tionwide. 

Q Do you have a recoll'Iaended list? Does I~errill Lynch 

have a recolnmended list of securities in any sense, or a 

master list? 

A since our earliest days we have haa ",hat the 

salesmen loosely refer ·to as "The Bible." This is a break­

dm-m. First ,of all, it gives Merrill Lynch outlook on 

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

breaks d~vn industries on a page by page basis, and in each 

industry we select certain securities for various obje~tives, 

long-term growth, income, and the lil~e. From those selections 



901 

we do make up a master list in varying investment objectives. 

Q Is there any prohibition with respect to the activi-

ties cf employees in their 01rTn 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-.. l7ide basis, grouped 

through a series of numbers. They are all in 'che same number 

series. So you can spot at a glance exactly ,,,hat is happening 

in employees' and officers' accounts. 

First of all, we ,,,ill not permit our employees to 

have margin accounts. ll?e insist that they pay within four days 

even under Regulation T, they might have seven days in \'ihich 

to pay. As I men'cioned in my opening statement, as one of 

our basic policies, we will not allow any employee or off'icer 

or members of their family to purchase securities on a ne\17 

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 tfuen 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 wOllid like to have some help or informa-

tion about securities, the persoll is contacted a f ter the 

information is furnished to him by one of the newer salesman. 

Later, as the man matures, as he acquires more accounts, 

referrals, satisfiea 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 

e xecutive would just go t o a phone book and start calling. 

Q I have here a memorandum dated l\fovember 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 fe"l:l men make cold telephone calls. 

Q 
'" .( 

Do you th~nk there is something wrong with making 
" .~. 

.. 
cold telephone calls '? 

/. ~ ~ : ; . 
A Nothing ,,,,rong with them from the point of view of 

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

A It is v ery dif ficult to hear a 'voi ce on the phone 

a nd have t hat pers on convinced of anything. 

Q Do you see cold telephone calls as a source of 

supervisory problems? 

A No. 

Q Is one of the f.unct ions o f a mc:mager or s upervisor 

to determine that h i s salesmen are not making misrepresenta­

tions or si:atements that ,.,ould reflect badly on the firm? 

A That is correct. 

Q Ho", ,",o\.,l d he check on this ~.,i th respect: to telephone 

calls? 

A Obviously he can't tap the telephone. This is 

illegal. The only \'lay he can do l ·t, frankly, is by looking 

at t h e type of securities purchased in his office. The list 

has a \'I7ell kno,'1n list of stocks 'chat are being bought in the 

office , the new accounts that are opening, buying quality 

securities . Ee mUS1: assume that there has been no misrepre­

sentation. If all of a sudden out of the blue , t:h€!re is a 

peculiar stock, he should i nvestigate and find out ,.,hy. 

Q Should he call the custolner, if necessary? 

A Yes. 

Q 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 exis,ting prohibitions 
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A That is correct. 
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Q Do you have a policy which requires account eJcecu-

t ives to mark orders as to \'lhether they are solicited or un-

30licited? 

A Yes. 

Q Is that done all the time? 

A Yes. 

Not on every order. There are certain securities 

orders for \oJhi ch it must be marked unsolicited. Other se­

curities 1tlhich must be marked solicited. 

Q wl1en do you have to make these notations? 

A For example, on the penny stock. Suppose somebody 

\'/ill sell a penny stock through us, the order is marked un­

solici ted. Mut.ual funds we mar]t unsolicited, other orders of 

t.hat nature. An order for an issue t~ has come out but is 

st.ill under pros pectus, we would marJ~ unsolici°l:.ed. 

Q Let me ask this. If there is a speculative stock 

\,lhich does not fall within t.he 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 mat.ter of definition, 

does the firm, or do the salesmen have any difficulty with 
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the \voxd "solicited" or the \vord "un s olicited " as applied t o 

part ic l a x sets of fac t s , ~rr . Regan ? 

Wi t n e:::; s Regan: I t hink t hat has been one of our 

lavJYer ' s di f fi c ulty , t:rying t o def i.ne t he \\lo r d "solicited." 

Our r ule of t humb 'th at Vi e 'cry to oz.'un in : 'ifu o spoke firs't ? 

If we spoke f i rst, it is s olic i 'ted . If thr,- c u s '.;: omer brough t: 

it f i r st I it: probab l y c an .o~ c ns i,d e :.:e d u!1solici-i::ed. 

The Presiding Officer: Spok e firs t abour~ the 

par ticular secur i t y ? 

Wi t n 55 Re g an : Yes, ,,,11. 0 b..ought i,t up. That is 

just a rule of 'th u b . Tha't leo not a legal de f ini,tion, ob­

viousl y. 

By J.lir. l ioss : 

Q Jus t t o p ur s ue ,this one step further, ..... h at \;~ould 

h a ppen t here if a cus 'tomer called and said, "I was thinking 

o f b uyin g 1 00 sha r es of h'YZ stock. " and the salesman said, 

"I ,think y ou ought t o buy 500." Is t here a solicit:ation? 

I s t •. ere any breakdovm in. 'th e nolici t a t:i.ol1 and uns o l:i.c i t ation 

question q ue s tion t h ere? 

A May I ask my couns el? 

The Presiding Off icer: I thin};: the Cjuesd,oll is 

not intended to be essentially a legal question. although 

i'c might, be helpful too ge t your cOt1i1sel ' s version of that. 

I think the real ques,t ion involved here is whether, in a 

policy r equi ring marking as s ol icited or ul1!.30licited, this is 
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a n automatic thing or '-Jhether i·t involves a great deal of 

administration and interpretation. 

Witness Regan: Ho, not as Ne run it. It is sup­

posed to be au·tomatic. Nothing is left to chance. If it is 

a Reg A or penny .:tock, they mus·t put on unsolicited, and 

they are not a1lo'\l1ed to make up theiL' own minds or try to 

define the subjec1: themselves. 

By Mr. f-,!loss: 

Q I unaerHtand that I~errill Lynch has a policy con-

cerning its office rs being directors of corporations. 

A That is correct. 

Q Can you state what tha·t is? 

A Yes. ~rVe have felt since the start of Merrill Lynch 

that our officers should devote their time to our firm. 

'Ther e possibly, and I emphasize the word possibly, could be 

a conflict be·tv,;reen a man being an officer of our firm and a 

director of anoth(~r firm without the securities industry, 

naturally. Ilccordingly, \'1e 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. 

Q 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 sit'cing as a director? 

A That could be a problem. 

Q Nas that one of the reasons? 

A That is one of them. 

Q vJould the same be true with respect to unden"riter? 

A That could lead to problems, too, yes. 

The Presiding Officer: Do you ever have an under­

,,,riting handled by Merrill Lynch wre re it becomes desirable 

or the suggestion is made on one side or another, because 

you have handled the underYlriting you ought to get on board? 

Witness Regan: 'rhai.: has been suggested. In 'che 

case of Schering, the alimn property custodian, 'Vlhere ",e 

acted as major undert"riter, it was suggested that Merrill 

Lynch put a man on the board. In this case ,,,e passed. We 

did suggest someone else to go on the board. 

The presiding Officer: You still did not put one 

of your own men on it? 

l'7itness Regan: No, sir, we did not. 

By Mr. Moss: 

Q Now, l4r. Regan, towards the end of your opening 

statement you referred to occasional lapses in performance 

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 your 
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attention to your California offices and a security called 

Aqua-Filter. 

A Yes. 

Q I ,,,onder, first, if you ",ould care to describe as 

fully as you ,,,ish the problems \",hich came up \'li th respect 

to Aqua-Filter and all that your firm did and all that 

happened in connection vlith sales of Aqua-Filter stock in the 

spring of 1961? 

A Yes. This is an isolated transaction or series 

of transactions which took place 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 produc't 

rather heavily '''ithin the Los Angeles area. They had taken 

full-page ads. They had taken radio-'lV time, count.er dis­

plays. The Aqua-'Filter is actually a filter for cigarettes 

to take out tars, nicotine and other harmful ingredients. 

With the activi'cy of a promotional nature as far as the 

product ",as concerned, market interest was stimulated in this 

particular 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 find out more 
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information about it. He \-las told that the president of 

the corporat i on or cert.ainoEficials \-lere going to entertain 

members of the financial conmlUni ty at a cocJ~tai1 party at 

a hotel in Los Angeles ·that very day, 1I10u1:1 he care to at'cend. 

He said he ,"'ould like -co attend. 

After -ch at meeting ''iSS over. at ",'hich the outlook 

for Aqua-Filter had been glowingly described, he returned 

to his office and started calling clients of ours, accounts 

he handled, '''ho he 1::ne'\.'1 had an interest in speculat.ive 

situations. 

'fhe Presiding Officer: Excl1se me, 1>lr . Regan. 

Was there ou-tstanding publicly t.raded stock at this time? 

va tness Regan: There ~..,as outst.arid ing public stock 

in the Aqua-Filter Corporation. 

The Presiding Off icer: t~7hich ,-lias no'c a pending 

distribution? It "las an outs'cancHng stock? 

Wi-cness Regan: Tha-t is correct. It ',Jas traded 

over the coun·cer. 

The Presiding Officer: Go ahead. 

-
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~\Titn ,ess Regan: He solicited the orders from these 

clients of his. There were two other account executives 

in the office \~ho h(~ard his descriptions of thi s company, aakec1 

him about i t, and he passed on to t hem 'I:he same information 

he had heard :h'IJ m ,t IE officials of the compa ny. They, too, 

ca l led a f e .. , of the ir clients. NO'l:hing further happened . 

The market pr:ic e of: the stock then \-'Jas about five to six 

dollars a share. I n July, I think it \'la s of 1961., \ole received 

a rout ine inquiry, I believe from the New York office. of 

the SEC, asking a s t hey periodically do for all odd trades 

i n a particular security. We furnished them wit h a list of 

our trades in Aquaf ilter . Later in ll,Ugllst of 1961 they 

c ame back to us fo r more informa'l:ion . 

As tile look ed int o this to supply t he information to 

the SEC, this c ame to the attention of us rather bluntly in 

the home office tha t this was an unusual transaction or series 

of transact ions. So I sent lUr. Wa lker twice '1:0 the Las Angeles 

area to investigate \-Jhat had transpired, and what had gone on. 

In Oct ober, I think , we had a ccrnplaint fm m a 

customer. Tha twas 'cm first and only complaint we had in this 

situation . I ncidentally, I might add that the men ager of the 

office that \lIas 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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Anyhm", in December, looking over the ,,,hole 

situation, we made a business decision that Merrill Lynch 

"lould of f er to make good the losses of the customer. By that 

time the stock ,~a s belmol one dollar a share. We made the offer 

to our customers. The majority accepted . I might say all OJ: 

them accepted. v1e then proceeded to discipline our salesmen 

,1ho had participated in solicitation of o r ders in this 

particular company. ~qe slapped them vli'l:h fines ranging up 

'i:o $2,00'0 a piece. iNe reprimanded the ma nager of the office 

involved , and then notified the Ne,ol York Stock Exchange , ... hat 

had gone en. 

Subsequently we institut ec1 proceedings to make 

cer 'cain 'chat this type of situa'i::ion didn 1.(: happen again. 

It "Jas reasonably successful. We got inquiries from our Paris 

md Rome offices for Aquafilter abol1t a month later. This ' .... e 

immediately stopped before orders were ever executed, 

reported it to the Ne,'} York Stock Exchange, and thro ugh them 

the regional office of the SEC, and subsequently '(:he SEC put 

out a statement to the public and to brokers to be careful 

of solicita'l:;ions in Aquafilter. 

By Hr. Moss: 

Q Have you go'(: anything more to say about Aquafilter 

at this time? 

A That is enough. 

Q I might have a couple of ~uestions to tie this=down 



913 

By Mr. Moss: 

Q Did you lear n at any time wha t the financial 

condition of this company was? 

A Did I l e arn? 

Q Yes. 

PI I subsequently lea:med what the financial condition 

of :the compa ny is, yes I si r. 

Q Is it accurate to say that for the year 1960 

the company lost some $700,OOO? 

A I am not too f amiliar "il.:h those figures . I don I t 

h ave their balance sheet 'lJJi th me. But I do know they had 

lost money . 

Q Did it come to your. attention that they o\vned no 

plants of their o'llm? 

A Yes, this has come to my attent ion nml7. 

Q Did i 't: also come to your attention that these 

securities I that the filter itself had been promoted 

unsuccessfully in the east in preceding years? 

A I donlt know as much about that as you may. I am 

not familiar \l7i th that. 

Q From your testimony, I gather that about the early 

spring of 1961, product ada appeared in the local newspapers, 

there ~'1aS a general publicity campaign. An article , I take 

it a very bullish article, appeared in the Los Angeles Mirror? 

A That is correct. 
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Q And there 'lias a cocktail party? 

A That is correct. 

Q And thos e are the four situations that occurred 

t'lhich apparently caused great interest in the stock. 

A Yes, that cocktail party ,,,as attended by 

representative:a, I Cbn't kncM, maybe 10, 12, 14 different 

member firms. 

Q To "ehe best of your unders"canding, tlE president of 

the company called the cocktail party and pimarily to invite 

registered repxesentatives or llIemJ~ers of firms in the Los 

Angeles area, is that right? 

A I Cbn't Jmow that to be a fact. All I know is ,,,hat 

oux man has told us I that he was told there was a cocktail party 

in tre area and he attended. 

Q Lei: me ask you this. In your experience it it 

usual for presidents of corporations to have cocktail par "ties 

arp invite salesmen to them and describe their products, their 

company in glo\'ling terms? 

A There have been and there are quite public rel.ations, 

if you "dll, campaigns on tae part of many corporations, for 

good reasons, to which members of the financial indust:r:y are 

invited. Maybe after those cocktails are served, yes. 

Security analys"c meetings and things of that nature, too. 

The Presiding Officer: vfuo would normally get 

invited, the people in "tm research department or the selling 
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end, or both? 

t<Ti t ness Regan: Yes. Normally people in the research 

division a t t end for us. 

By Mr. r'loss: 

Q Does Los Angeles have a resea r ch office? 

A They do not. 

Q He rri l l Lynch does not have any resear ch activities 

in Los Ang eles? 

j\ 1>10. H: i8 covered from New Yor k . Our elec'cronics 

ma n spends mos t of his 'eime out there. 

Q Did you kno'VJ how many shares or AquafiH:er Merrill 

Lynch sol d dring the period February 1 , 1961 through !~ay 15, 

1961 ? 

A Again "dithout being contentious, \vhai: do you mean 

by sold? Vie acted solely as agent. We did not act as 

princiFa. 

Q I unders'e:and that. 

A You mean sold for clients or did we buy for clients? 

Q HO~tl many shares did clients 0;E Merrill Lynch p\.lrchase 

through Merrill Lynch? 

A 97 , 000 , not all of these were solicited. 

Q Do you kno\-J hO"r,rnany were solicited? 

A Not e,cactly. My guess would be in the area of 

arnund 60,000. 

Q 60,000 were unsolicited. In the investigation --
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let me ask you 'chi s , r a t her . You described the surveillclnce 

p r ocedur es in t he Ne\·, York office and how t he runs corne up 

ever y day. 

A Yes. 

Q As I und erstand 'this secur ity ",as a Regula 'cion A 

secur ity. 

A That is correct. 

Q Had it gotten to the point where you ll}ould consider 

-cha" it , ... as a mature Regulation A secl1ti:cy? 

A Let LlS face it:. This is one in which "Je g:> oied. 

This is where we took vigorol1s action, i.r-., 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 procedures even then 

if they were operating fully "iould have caught this? 

A This would never have happened. 

Q And you .. JOllld have stopped it as soon as the or.de,rs. 

came through. 

A Right, a'il it will never happen again. 

Q This is the . type of securH:y you weu ld want 'co prevent. 

A Very definitely. 

The Presiding Officer: Your procedures goofed at 

several places, apparently. I am curious about the 

rela tionship' of research to this. Would you r research 

department ever get involved in loolting at a situation like 
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this or \'lould it be routine for a situatim like this to be 

solicited by your salesmen without the research department 

ever knowing anything abou~ it? 

Witness Regan: No, that is one of our firm policies 

tha t our men violated, and why we fined them. They did not 

check this security out with our research division. Had that 

preven°i:ive step been taken our research div:ir-:.i.on ;'lould never 

have approved this stock for solicitation and ,./01.1ld have given 

the bac]l;oground information so necessary to make the decision 

for t hese men ,Olho had solicited orders. That is the policy 

they violated as well as the Regulation A policy that they 

violated. 

The Pres:id ing Officer: I notice this is in the 

spril'13 of 1961, and we seen to have Gome to some other 

instances involving the spring of 1961. What is peculiar about 

the spring of 1961, Mr. Regan? 

W"itness Regan: There was certainly a surge of 

volume and a surge of speculative :lever or feeling in the security 

market during the spring of 1961. 

The Presiding Officer: This might have been the back­

ground for this pa rticu lar incident which your firm did not 

manage °CO control in this inst ance. 

Witness Regan: That is how it slipped through, 

frankly. People were b1.1sy. I Vion't want to cast reflection 

but curiously enough, the second man \l7ho 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 

and the man in Ne,"l York shoiLd have caught it. Why they 

did not, we don't kno'W. We can only assume it waS because of 

the pres s of activit. ies am the like tha', it slipped thID ugh 

on them. That is "lha" we "Jere horrified " 0 find out in the 

fall of 1961. 

The Presiding Oificer: It "Jas the press of 

activities that perhaps kept them from catching up ·tI7ith the 

incident, but it ,.,:as apparen·'ly the speculative situation 

which ',he salesman out there ,'jas adding to or "lOrking wi thin. 

TI'Jitncss Regan: That is correct. If you put this 

in perspective as we reported over the counter questionaaire 

' ,le handled 2.4 billion dollars of securities over the counter 

in the year 1961. This involved several hUl"fred thousand 

dollars. So tha'c it ,';as that'i.ype of transaction that slipped 

';:hrough. 

By Mr. ]'1oss: 

Q NO\'1, ",i th respect to continuing 'l7i th what the 

presiding Officer was saying t would you say 'chat your O'<1n 

salesmen or account executives were not£ollowing your \'larning 

with respect to investors which says investigate before you 

invest. Possibly if your salesmen followed 'I:hat ,,;arning, this 

",ould not have happened. 

A Tha';: is ,;]hy ",e fined them. 
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Q In your statement of facts you relat ed to a 

par ticula r of fice ~ Lc~ Angeles and to a particular salesman, • 

I t ake it in t hat, purchases through r.lerri11 Lynch of Aquafi1ter 

s tock took place in a number of offices? 

A About four or f i ve offices as I recall "Jere involved. 

" 

There 've r e 82 customers solicited that actually bought 

s ecurit i es. More than half, though . in the one office and 

more tha n h a lf of ,·;hat \~as in the office by the one man. He 

wa s, I would call i t, the focal point. 

Q As I under stand it, ",ha 'i; stimulated him '\o;ere the 

f our things ''lie enumz rated but it was capped of f by this 

cocktail party. 

A That is correct. 

Q He read the article in the Los Angeles Mi:cro=c 

and he had seen ads and the like. Do you know "Jhethe:c he had 

any financial inf ormation or any information other than \'lhat 

he had seen and heard that \'IIe have described. 

A What he had "Jas what the financial \<lr iter of the 

Los Angeles Mirror had furnished in his article plus the 

statements of the president about the financial condition of 

the company at the meeting. 

Q Let Ire ask you this: Express your feeling on this. 

't'~ould you say "chat the public e}Cpects \<1hen Merrill Lynch 

representative s recommend a security that this is more or 

less the company ' s reputation also backs the recommendation. 
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The Pr esiding Officer: By the company, you mean 

Merr ill Lynch. 

l~r . Moss: Yes. 
( ' 

Witness Regan: I believe our cusbomers would feel 

that vJay, yes. 

By Mr . Moss: 

Q You \ '.700 ld not approve at 'chis time of a salesman 

on the basis of the informa'cion he had recommending a 

speculative securi t y like this? 

A Good lard, no. 

Q In the course of your invet:i:igaticn or at any o'cher 

time, did you learn ",hat representations ,<Jere made to the 

customer? 

A I an 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 I t kno,<l what the customers 

themselves have told the SEC. This report has not come out as 

yet. I v10uld imagine the representations were on the basis 

'chat this ",as a good specula'Cion if the man did have a 

filter that walld 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 resp;! ct -1:0 representations to persons to 



12 

921 

whom it ",ould be sold, would this type of security be 

considered suitable for almost , any inves'cor or for a 

very small number of investors or for no investors? In tezoms 

of suitability assuming it \1aS not a Regulation A stock, 

and there '\las no prohibition, would ,there be suitability limits 

for a secm: i ty of thi s kind? 

A We would never recommend it as a speculation to 

anyol19. I '''Ollld not say this was a suitable stock for any 

speCUlative cust.omers of Merrill Lynch tha'c I know of. 

Q And certainly people who were not speculative 

cLlstomers, it would be more unsuitable. 

A Definitely. It ' ,\lould not be recommended. 

Q At 'chis point I weu ld like to read into the record 

some of the affidavi'cs ,,,,hich we have collected in tl~ course 

of our study or ,·,hich the SEC has collected, concerning 

representations !!lade by three of the salesmen of Herrill 

Lynch at the Pasad(ma office. I will use initials rather than 

names at this time. This is T.R., being duly sworn, deposes 

and says: 

liMy name is T. R., and I reside at E1 r·10nte, 

California. I am employed by the R. C. Corporation as a 

sheet metal draftsman. I have been buying stock through 

Merrill Lynch, Pierce, Fenner and Smith, Incorporated, 

since October 1960. During that time I have dealt solely 

with Mr. J. T. 
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"I wouki also like to state that when I first 

opened my account \vith b1r T. of the Merrill L,ynch 
, ~ , 

Pierce , Fenner and Smith's Pasadena office, ~ did so 

''lith the idea tha'i: I \Vas to invest in growth 'securities 

which ,,;auld provide for my son's college education. 

I told Mr. T. about my plan." 

I take it certainly in a case lDte that this would 

not be the stock to recommend. 

A No. 

Q "Appxoximately April 18, 1961, Mr. T. called me 

at my office concerning Aquafilter Corporation. He told 

Ire that he had purcha8ed AquafiH:er s'cock and so had a 

number of his friends. He recommended the sl.ock to me. He 

told me that the company's plant at Shelton, Connecticut, 

was scrambling .to keep up with orders."" 

I think Mt. Regan has testified that the company 
\ 

didn't have a plant. 

"He said that the current production was 300,000 

units per day but that by June it would be doubled to 600,000 

units, and then doubled again to 1 / 200,000 uhits by 

October. 

"He said they were opening a new plant in Gardenia or 
. . .. - : \: . 

Torrance, and that with this new plant in operat'ion 

Aquafilter daily production should be hitting 2,500,000 

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

fee t o f f loor space am "lould employ 150 people. 

He a l s o stated that this plant would be in operation 

\\li thin rive ri\(;>nths. Mr. T. said that the net profits 

by June ,,",ou l d b e abou t $75,000 per n onth, and should 

r e a ch $200 , 000 per month by September . He predict:c;)d 

tha t t he stock ,\loulel reach $10 per share by october 1961. 

He am told me the stock would be listed either on a 

West Coast €Jcchange or on the American Exchange." 

wi t h respect to those last representations, I take 

H: all O;r thos e ,\lould nO'i: be allo\'led to be made by account 

executives on any s tock? 

A No .. I ' ,IiOU ld say these are probably things he 

is q uoting from what he heard at the meeting. 

Q Let me ask you this question. To your ~nowledge 

did My. R. T. even go to 'chat meeting? 

A No, he did not. He heard about it from the man 

who did attend the meeting. 

Q If there is no objection I will eliminate the 

rest of this affidavit "'hicll' follows consistently except 

for the last paragraph, whim states: 

"Upon Mr . T! s advi ce I purchased a hum red 

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 , Pierce , Fenner and Smith." 


